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Student Loans for Israel: Learning from International Practice

Abstract

The proposals of the Shochat Committee on highecagttn that related to first degree tuition
fees and student loans, if implemented, will hareréaching effects on the higher education
system in Israel. Yet, conspicuously lacking in téport is any discussion of the merits of these
loans scheme arrangements, in relation to posaitdmatives. A theme of this paper is that the
scheme has been developed with insufficient atiartt the lessons that may be learned from
practice in some seventy loans schemes worldwide.

The section reviewing student loans schemes i athntries indicates considerable diversity
in design and practice across schemes. Attentipaigto four central themes: loan scheme
objectives, the funding of loans schemes, the tirviability of loans schemes and repayment
ISsues.

The Shochat proposals are compared with those e&dier loans scheme proposal, the “Free to
Learn” scheme, based loosely on the Australian in&ilece the two proposed loans schemes
differ strikingly in terms of objectives, institotial structure and mode of operation, a
comparative analysis of the two schemes may seraeuseful framework in considering major
design elements for a student loans scheme witlkeispecific Israeli context. This is preceded by
a discussion of lessons to be learned from thereqpee of two major loans schemes, in Australia
and in England and Wales.

The proposals of the Shochat Committee have beeorpliold, pending eventual government
consideration (and possible approval and adoptitim}.aim of this paper is to take some initial
steps in filling the comparative information gappreparation for the time when the national
debate on student loans is resumed.



Student Loans for Israel: Lessons from Internatioml Practice

1. Introduction

Of the wide range of measures recommended by tbehdh Committee, 2008 (appointed by
the government to report on higher education refpthose relating to first degree tuition fees
and student loans have attracted the most attemtidhe media, on campus and in popular
debate. The Committee’s recommendations on tuigea and loans are part of an overall call
for an increase in funds to higher education; chisition fees will cover a third of the increase,
while other sources will cover the rest. The sikthe suggested rise in annual tuition fees, from
the present level of 8,600 shekels to 14,800 skelelnprecedented in Israel. Traditionally
tuition fees have risen far more modestly, gengralparallel with the consumer price index;
though from 2001-2007, tuition fees were reduce@®percent in real terms, following the
(partial) implementation of the Winograd Committeport. The new tuition fee regime is to be
accompanied, and facilitated, by a national govemnrsubsidized student loans scheme,
whereby students may delay payment of some sixtyepe of the tuition fee until after
graduation, following a year of grace. A major aie of this paper is to examine the Shochat
Committee loans scheme proposals in the light ofimailated experience of the working of
state-sponsored schemes abroad, which are at poedenmerly operating in some seventy
countries worldwide.

A surprising feature of the Committee’s recommeiuaiat regarding student loans, given their
far-reaching consequences, is the combinationefityrand specificity with which they are
presented. While only a page or two is devoteddgreptic description of the proposed loans
scheme, this account is very specific in termsefrhajor elements of the scheme, including
funding source, method of repayment and size ofthipmepayments. A dominant role is
assigned to a number of financial institutionshécselected via open tender. They will provide
funding for the loans, administer the lending psscand assume responsibility for collection.
The loans (provided at low, subsidized rates adragt) are to be repaid in fixed monthly
installments, extending over a ten-year period; éanners and the unemployed may delay
repayment.

Conspicuously lacking in the Report is any disaussif the merits of these particular
arrangements, in relation to possible alternatiYes.the review of student loans schemes in
other countries that follows (Section 2) indicatessiderable diversity in design and practice
across schemes. Here are some examples. Loansduadinanced by the central budget in
most countries (including Australia and the UK)t ftending is provided by state commercial
banks in China, from pension funds in one of thgomidorean schemes, by the banking system
in India and funding is raised from the capital ketin Hungary. There are considerable
differences in terms of both organizational stroetand administrative procedures. Some
schemes are run by a central government-funded lagency (as in Hong Kong), which is
charged with responsibilities for all aspects & fitheme: loans conditions and loans size, loans
allocation to applicants and repayment collectlorother countries, administrative
responsibilities for particular aspects of the seba@re assigned to various institutional players.
In Thailand, the higher education institutions tisefues are responsible for loans allocations



while loans repayments are collected by a publikbn Australia, New Zealand and, more
recently, in the UK, the tax authorities collecihms repayments; in a small experimental scheme
in the Philippines, the universities themselvesrasponsible for repayment collection. Much
controversy surrounds the scheduling of loans neyeay, whether this should be income-

related (the “Australian model”) or fixed in terrmbequal periodic installments over a defined
time horizon (mortgage-type loans). In presentingiy specific loan scheme design, the
Shochat Committee seems to have been obliviodsgaith mosaic of international practice.

Some urgency was placed on the Committee to sutsptoposals on tuition fees (including
student loans) by April 2007, so that they couldrbplemented for the 2007-08 academic year.
In the event, the Report (issued in July 2008)rtwasnerited any discussion by the Government
and seems to have been put on hold for the tinregb&hus, in the interim, an opportunity is
provided for the scrutiny of the Shochat proposals, wider comparative context.

In broadening out the discussion on an appropsiatgent loan scheme for Israel, it seems
apposite to compare the Shochat proposals witlethnderlying an earlier loans scheme
proposal, the “Free to Learn” scheme, based loaseljne Australian model. Since the two
proposed loans schemes differ strikingly in termhslgectives, institutional structure and mode of
operation, a comparative analysis of the two sclseimeesented in Section 4) may serve as a
useful framework for a consideration of the majesign elements for an appropriate student
loans scheme within the specific Israeli contekisTs preceded by a discussion of lessons to be
learned from the experience of two major loans s&® in Australia and in England and Wales.

2. Loan scheme practice: international experience

This section examines some of the major lessobs tearned from loans scheme practice
internationally, in terms of four central issud®e tlefinition of loan scheme objectives; funding
source; financial viability and loan subsidy leyétans repayment method and repayment
collection institution.

2.1 Loans scheme objectives

Government-sponsored student loans schemes roamdoitid differ in the central objective
pursued. Identifying the underlying objective gaticular loans scheme is important because
this will have implications for many central aspeat the scheme, including: whether loans are
offered for tuition, living expenses or both; thepeopriate level of loans subsidy (if any); the
need for targeting (confining eligibility to pantilar student categories); loans allocation and
rationing procedures where loans funding is limited

In an earlier paper, the author identified no tesé eleven separate objectives that have
underscored loans schemes around the world (Zide2082). For purposes of the present
discussion, however, our focus is restricted tattinee more pervasive purposes of loans
schemes: cost sharing, social targeting and studéependence.

Cost sharing is the central objective of many losst®emes. Student loans may be a necessary
ingredient in programs for greater cost-recovend(anhanced university income) because they
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facilitate, by making more acceptable, the raightuition fees. Social targeting is explicitly
and directly concerned with accessibility of th@pdVhere targeted specifically at
disadvantaged groups, it is argued that loans seb€particularly where substantially
subsidized), may lead to greater access of thetoaamiversity education, thus contributing to
social equity. Thirdly, the student independeabgctive underlies loans schemes in a number
of well-established schemes in Western Europe.obijective of loans provision in this case
(usually covering living expenses only, becausigamifees are minimal) is to ease student
financial burdens during study; these burdens neagrbsent even for better-off students. In
practice, of course, at a given point of time dipalar loans scheme may incorporate more than
a single objective. A detailed discussion of the¢thmodels, and the differing policy
implications of each, is presented subsequently.

Table 1. Loans scheme objective and coverage: country exampl

Loan scheme objective
Loans scheme
coverage Model 1 Model 2 Model 3
Cost-sharing Social targeting Student independence
Hong Kong*
Tuition fees only Australia The Philippines Other Korean schemes
Thailand***
Denmark
Finland
Living expenses only England & Wales++ Hong Kong** Hungary
Korea (MoE scheme) Norway
Sweden
England & Wales
Tuition and living Netherlands China Canada
expenses New Zealand Thailand+
South Africa
* Hong Kong: non-subsidized scheme (NLS)

*x Hong Kong: subsidized scheme (LSFS)
***  Thailand: new TICAL scheme

+ Thailand: current scheme
++ England & Wales, former scheme

Table 1 provides a matrix of selected loans schemeghich loan scheme coverage is mapped against
loan scheme purpose (i.e. the three types of lazatels, outlined above). The cost-sharing model is
illustrated, principally, from experience of the nkimg of the Australian scheme, though lessons are
also be drawn from the veteran Dutch scheme andseBames in the United Kingdom. Second, the

discussion of the social targeting model draws igaw the findings of five UNESCO-supported
Asian case studi€sThe third, student independence, model is illasttanainly from a cluster of

European countries where typically no tuition faes charged and loans cover living expenses only.
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The information provide in Table 1 reflects theigeated purpose of the loans schemes at a given
point of time. However, the main objective of arlaaheme may change over time, reflecting evolving
policy priorities (or there may be a shift in tlative importance ascribed to various current
objectives, where multiple objectives are in pléce)

Cost-sharing model

We begin with an elaboration of the cost-sharingleholn many parts of the world, university
systems are facing a financial crisis. Resourcagiable to universities have been eroded due to
a combination of a dramatic and continuing expansiostudent enroliments unmatched by
public expenditures on higher education. Univezsitiave attempted to alleviate these financial
pressures through the development and extensinarefjovernment sources of funding. Cost-
sharing, (or, greater cost-recovery), where a laage significant share of the costs of
university education is shifted onto the main benafies of university education — students and
their families — is the dominant path that is pesior revenue augmentation. In particular, this
has taken the form of the introduction of tuiti@e$ or of raising them to realistic levels.

Substantial public support for higher education Ieen justified, traditionally, by reference to
extensive externality benefits derived from uniitgreducation. Yet in recent years this
conventional wisdom has been called into questlomgexternality argument, while no doubt
valid in principle, seems unable to justify theadive level of student subsidy found in many
higher education systems. In parallel, evidendeigti private rates of return to university
education investments and rising university cadtd)ave strengthened the argument for greater
cost-sharing in university sectors, through theohtiction, or raising, of student tuition fees.

Because higher tuition fees will cause hardship angarticular, is thought likely to impede unisgy
access of disadvantaged groups, tuition hikes haea accompanied by the introduction of a state-
sponsored student loans scheme in many countiesdiincentive effects of up-front tuition fee
increases may be offset also by the availabilitippahs for students that will cover these augmented
costs. Loans enable student-borrowers to avoidamt-payments for higher education (whether for
tuition or living expenses) by delaying paymentjahhwill be rendered in manageable installments out
of enhanced earnings after graduation. State iaigion is necessary because banks are loath to make
commercial loans to students to finance tuitionsbecause of the higher risk, lack of collateral a

the nebulous nature of the human capital assetttedban will generate. In this way, student hhaigls
may be avoided; loan repayment is made after gtamua

The availability of student loans helps to makéduifee increases more acceptable, politically and
socially. In Singapore, the 1988 university tuitiee rises were accompanied by subsidized loans
equivalent to about half the value of the new dmtiees. The much-discussed Australian loans scheme
was introduced in tandem with the imposition ofuansity tuition fees in 1989. And in the early

1980s, large tuition fee increases in Chile wemapanied by the introduction student loans
programs administered by the universities.



Social targeting model

Student loan schemes may serve a more delibelatennmcreasing the participation of the poor and
of other marginal groups in higher education. Imgneountries the relatively low enrolment of poor
and disadvantaged youth in tertiary education @sd in non-compulsory secondary education) is a
cause of social concern. Increasing the accessiversity education among these segments of the
population has become a major element in educatamtasocial policy. While the cause of low access
of the poor is multi-faceted (and a full discussi®ibeyond the scope of this paper), financial
constraints evidently play a role. There is now@ald consensus on the need to offer clear financial
incentives to poor, potential students, not onlgwercome the burden of fee payment and living
expenses but also to offset both parental resistemeeductions in family income and the fear that
benefits of the educational process may not beblee The provision of financial aid therefore nieey
regarded as a necessary though not sufficient tondor achieving greater participation of the poo

But what form should this financial assistance Pakbe traditional, and most effective, method
of enhancing the educational access of the poobé&as through the provision of means-tested
grants to cover tuition fees (where schooling isfree) and, usually, living expenses as well.
However, a widespread grants scheme is likely texXpensive. The use of loans, rather than
grants, proactively targeted on the poor, offenseghod that may both increase access for the
poor and reduce, or at least contain, public exjperedon student support over the longer term,
as loan repayments build up. To be effective imaasing the higher education access of the
poor, loans may need to be made available undéetséending conditions. While the
justification for loan subsidies for all borrowensder the cost-sharing model, and particularly
general interest-rate subsidies, is weak (Zider@@d2), there is wider agreement on the
desirability of subsidized loans for the poor unther social targeting model, in order to
encourage them to borrow.

However, loans policies (and student support mereetally) cannot act alone; there are other,
perhaps more entrenched barriers to access, bathvatrsity age and prior to it. Much
attention has been paid to academic barriers tmigagainst access of the poor; less emphasis
has been accorded to informational barriers. B0%) has referred to the duauses of the
exclusion of the poor from higher education: fic@ahpoverty and information poverty. Loans,
grants and scholarships are aimed at counteriagdial poverty. But problems of
informational poverty are no less acute and shbaltackled in tandem. Many youngsters and
their families are badly informed about the besdiditt university study. For example, a recent
study shows that while substantial differencestari€anadians' perceptions of the costs and
returns of university education, the overestimatbnosts and underestimation of benefits are
particularly striking for low-income Canadians (lésh2005). Poorly informed students (and
their families) will be reluctant to borrow. Thialts for prior action to better inform
schoolchildren and their parents and to raise tpirations.

Subsidized loans policies can exert a limited efiiecaising access of the poor; but this role
needs to be complemented by appropriate actiogafidier on in the education process.
Insufficient academic preparation and the lack iirvgness of large numbers of the poor to
enroll in higher education have their roots muchieraon in the education system.



Student independence model

Even when tuition fees are minimal, students (blo¢hmore affluent and the disadvantaged) may face
considerable financial burdens: potential earnergsforegone while studying, and living expenses
may be sizeable, especially when the student dotesgttend a university near home. Financial
pressures, which may have negative effects ondestis academic performance (and thus
compromising the process of human capital investinean be mitigated by the broad availability of
student loans. While such burdens may fall rel&tiheavily on the poor, in principle loans for this
purpose could be made broadly available, to mdheeait as well as poorer students, as long as these
loans are not unduly subsidized.

Eligibility, and the extent of loans support, igetfenined by parental income in most loans schemes.
The concept of parental support is a central el¢éimndonans schemes in many European countries,
including Austria, Germany, France, Italy, Porty@pain, and the UK .But parents are not legally
required to make the designated “parental coniobiit Thus many students, including those from
non-poor backgrounds, may face financial diffiesgtduring study, while potential students may not
enroll if they feel that the parental contributiill not be forthcoming. A very different approaish
taken in a number of countries, which base stuslepport on the concept of student financial
independence; student entitlement to loans supbesed on student, not parental, income. Such
arrangements are in place in Denmark, Finland, 8wedorway and in the Netherlands. In the
Netherlands, grant and loans support is availabléuition and living expenses; in the Nordic
countries, where tuition is free, grants and loanesfor living expenses only.

Loans scheme objective and expectations

A clear distinction may be drawn between the cbsriag model and the other two models
(Table 2).

Table 2. Student loans schemes: objectives and expations

Loan scheme objective
Expectations
P Cost-sharing Social targeting Student independence
Model model model
Fa'c'ilitate increased Yes No No
tuition fees
Ge_nerat_e additi_onal Yes No No
university funding
Loaqs res'trictgc.i to Yes No No
public universities
High subsidy levels No Probably No
Loans confined to a No Yes No
target group




Cost-sharing is concerned with facilitating tuiti@es increases and in generating funding for the
university sector; it has constituted the majoiorale for the spread of student loan schemes in
industrialized countries. The other two objectiaes not concerned with augmenting university
funding as such, but are wider in scope, with arcé®cial perspective. Loans schemes aimed at cost
recovery would be restricted to universities in pladlic sector, while in meeting the other two
objectives loans should, in principle, be availablstudents enrolled in public and private uniitess,

on an equal basis. Most loans schemes are highbidimed, mainly because they are offered at below-
market interest rates; however, in most cases, sulssidization cannot be justified (loans
subsidization is dealt with subsequently).While dima should be near full loans recovery, loans
schemes targeted on the poor may constitute apiatde exception.

2.2 Loans scheme initial funding

In most government-sponsored student loans schemités,loan capital is supplied by the
government, usually to a national loans agency witsgesponsible for the administration of

the loans scheme, including loans allocation tdestis and repayments collection. This is the
practice in the Australian and the United Kingdaars schemes. In addition, interest subsidies
and default guarantees are provided by the goverhme

In a pure version of the cost-sharing model, inchtstudent enrollments are not increasing,
there is no rise in unit costs and quality rematakle, no additional government budgetary
appropriations are necessary to initially finartoe Ibans scheme. In this case, cost-sharing
entails ashifting of the existing financing burden from the governmento the beneficiaries of
higher education — the students. The governmenicesdits budgetary subvention to the
universities; in parallel, universities introduce (aise) tuition fees to maintain revenues.
Government sponsored loans are made availabledersts, from which students pay the newly
introduced fees. In the event that all students tak loans to finance the fee increase, the
initial cost to the government of financing therleascheme is equal to the total reduction in its
direct budgetary support to the universities. Goment overall expenditure on higher
education could beeducedif many students do not take a loan.

More usually, a new loans scheme will require amediate infusion of capital; however, the
government can avoid these expenditures if thersehse funded by external institutions. Such
loans are generally subsidized and guaranteedeébgabvernment. External financing can be
supplied in two main ways: through commercial bafaksl other financial institutions) which
finance student loans from their own funds or tigtoa specialized student loans agency which
finances loans by recourse to borrowing from th@tahmarket (usually through the issue of
bonds).

Student loans regimes financed by the banking syate in place in such diverse settings as
India, China (state commercial banks), Korea (theidity of Education scheme) and Canada
(until 2000). A major problem with this approactie need for state guarantees against
payment default - is illustrated by Canadian ex@®e of commercial bank loans funding, as
summarized in Table 3. For three decades, Canadimmercial banks were responsible for
student loans funding, disbursement and repaynadieiction. But the hundred percent
repayment default guarantee considerably redueeahtentive for lending banks to seek out



recalcitrant borrowers and enforce repayment; diefates were unacceptably high.
Subsequently, banks bore the risk of default bueweempensated by a five percent risk
premium; banks militated against this, and everptioposal to raise the premium to ten
percent, was seen as unsustainable. In mid-200@adwernment assumed responsibility for
loan scheme funding.

Table 3. Canada: alternative funding sources

Loans scheme

Period funded by: Description Problems
Banks responsible for
loans disbursement and Low incentive for
1964- 1995 | Commercial banks | collection; 100% banks to collect;
government default high default rates
guarantee

Banks responsible for
loans disbursementand | Risk premium
collection. Banks bore unsustainable
burden of defaults; (also at suggested
government paid banks | rate of 10%)

a 5% risk premium

Government
August 2000 | Government accountable for all Perhaps more
aspects of the program bureaucracy

1995-2000 Commercial banks

While lending through a national student loans ages usually funded by government, in
some national loans schemes these agencies fisaudmEnt loan activities through borrowing
from the money and capital markets. Fixed intelesids, tradable on the stock exchange, are
issued by the student loans agency; in this prooEsecuritization”, the issued bonds are
secured by the future stream of loan repaymeniss grocess has a number of advantages over
commercial bank borrowing (Berlinger and Gonczi 2B Because they operate on a non-
profit basis, these national loans agencies angimtiple, able to offer student loans at more
attractive conditions that can commercial banksd &rey can achieve much cheaper financing
because of greater competition from the broadegyeaf financial institutions, both domestic
and foreign, that may be involved. The new, buttéa, TICAL scheme in Thailand is one
instance of this use of private funding thoughktumgarian case is probably the best
documented example.

2.3 Financial viability

We have noted that considerable differences adeavin loans schemes across countries.
However there is one element that is common to stialb government-sponsored loans
schemes: they are highly subsidized by governm&his.means that, unlike commercial loans,
a sizeable proportion of the total loans outlayh®/loans body, be it government department,
loans scheme authority or commercial bank, will Im@treceived back in repayment. A sizeable
and sustained gap between disbursements and rgaoy@res continuing governmental
financial support if the scheme is to remain viaBlewumber of factors militate against full
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recovery of loans: these may be divided into twaugs. First, there are built-in interest rate
subsidies, incorporated into the design of thedaaiheme. And, second, there are inefficiencies
in running the scheme, in terms of substantialyepnt default and high administration costs
(Table 4).

Table 4. Factors leading to less-than-full loans recovery

Built-in design factors

o Below-market interest rates
¢ Interest-free study and grace periods
e Repayment in nominal terms
e Long amortization period
Administrative factors

e Payment temporarily in arrears

¢ Non- repayment (evasion)

o Administration costs

Repayment ratio: the individual loan account

Lending conditions in virtually all government-sgamned loans schemes are “softer” than those
on regular commercial loans; this difference repnés a subsidy received by the student, in the
sense that the borrower is not required to pay baekull value of the loan received. As shown
in the table, these conditions include below-mankirest rates on the loan, periods in which
no interest is levied on outstanding debt (bothradustudy and in grace periods after study
completion) and repayments not linked to the r&iaftation This is the case also where loans
scheme capital is provided, not by governmentplguiguch non-governmental funding sources
such as the banking system; here there is a neeh@oing government guarantees against
default, in addition to interest rate subsidies.

The effect of these built-in subsidies is amplifigdere amortization periods are long. The
larger are these built-in subsidies, the less @fattiginal loan is the individual borrower
required to repay; the difference between origioah size and actual required repayment
represents, effectively,“didden grant’ to the student taking out a loan.

Theloans repayment ratimeasures how much of a loan an average borroweqisred to
repay: it isdefined as the ratio of required repayments tddae size received, both measured
in terms of present values. Thelden grant ratidhow much of the loan does not need to be
repaid) is equal to 100 percent minus the repaymaeiot
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Loans recovery: the overall perspective

Since the repayment ratio relates to the typicaldveer; it fails to show the extent of recovery
to the loans fund, from the overall perspectivéhef scheme as a whole. Even if student loans
were not subsidized, and the individual student iggsired to repay in full, not all of the sums
loaned would be recouped by the loan authoritieég. 8xtent of such a shortfall would be
dependent on the level of administrative efficienogler which the loans scheme is run. Thus,
overall loans recovery depends not only on thd tdtall individual cash repayments. It takes
account also of administrative costs that are assed on to the student borrowers and of the
extent of repayment default. Repayment defaultaadlly defined to include payment in arrears
and repayment evasion. An efficiently managed |le@heme will both maintain administrative
costs at reasonably low levels and minimize therexbf repayment default.

Loans recovery, thempcuses more widely on the scheme as a whole,rrtithe on the
individual borrower. It is concerned with the questof how much of the total outlays of the
loans scheme (total loans disbursements plustar absts including administration) will be
recovered through loans repayment. It takes intowaat all of the items listed in Table 4, both
the fixed, built-in design factors as well as tlffees of administrative efficiencies in running
the scheme. Thus, if some borrowers defaulted, tep@yment receipts would fall, but the
individual required repayment ratio would remairchi@anged. Théans recovery ratias
measured by the ratio of total (discounted) repaymt total (discounted) outlays. Clearly, the
recovery ratio is always lower than the repaymatby because the latter takes no account of
the probability of repayment default and does nolude general administration costs.

In some schemes, there is an additional, thoughllysminor, element affecting the recovery
ratio. This is the possibility of canceling indivial repayment obligations (“forgiveness") for
such reasons as disability, death, student acadmmiarmance and the encouragement of
graduates to enter skills-shortage occupations.

Repayment and recovery ratios: international conmguars

How large are these gaps across countries in peaciihis issue was probed in a recent joint
paper by the author, for 44 loans schemes in 38tdes (Shen and Ziderman, 2008, updating
Ziderman and Albrecht, 1994). The analysis shawsiderable variation in the size of the
repayment and recovery ratios across schemes. Mang schemes exhibit sizeable built-in
subsidies accruing to student borrowers. The aeerggayment ratio is 61 percent (so that, on
average, borrowers are required to repay only aBoytercent of the total loan received).
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Table 5. Repayment and recovery ratios: international compas

Number of schemes
) Recovery ratio
Ratio Repayment ratio (with default &
administration costs)
Above 80 percent 13 0
61 - 80 percent 13 5
41 - 60 percent 8 11
21 - 40 percent 7 2
20 percent or less 3 8
Total number of schemes 44 26
Average repayment ratio: 61%
(Average hidden grant: 39%)
Average recovery ratio, including default: 49%
Average recovery ratio, overall: 39%

Source: Shen and Ziderman (2008)

The distribution of repayment ratios across theelfemes is shown in Table 5. Thirteen
schemes (about 30 percent of the sample) havévedlahigh repayment ratios, in excess of 80
percent. However, most schemes contain large bulltelden grants: the repayment ratio in 18
schemes (over 40 percent of the loans schemes eed)ns less than 60 percent.

Overall loans recovery is considerably lower. Nbesue has a loans recovery ratio exceeding
80 percent. Only five programs (above 20 percetth@sample) display recovery ratios higher
than 60 percent, for the most part loans recowenpt high; eighty percent of the schemes
display recovery ratios of 60 percent or less. thia of the cases, loans recovery does not rise
above 20 percent. Overall, the average recoveiy isaB9 percent.

There are two noteworthy points emerging from gsuilts reported in Table 5; both dispel
prevalent myths about the financing of loans scleembe first relates to the shortfall from full
recovery in virtually all government-sponsored Iedéand the very heavy losses in some). The
implication of this is that government subsidizatis to be seen as an enduring feature of these
schemes; the widely held view that loans schemeschas a revolving fund which, once
capitalized will finance themselves through repagta®f earlier loans, is not consonant with the
facts. The second relates to the supposed dominanpi@yed by repayment default and high
administrative costs in accounting for low loansoneery. As the bottom section of Table 5
shows, the major factor, by far, accounting folorexy loss is the large built-in, interest rate
subsidy element in most schemes. Excluding defandtadministration charges, recovery (i.e. the
repayment ratio) is surprisingly low on averagee Blrerage repayment ratio is 61 percent,
representing a hidden grant (a loss to the schefregme forty percent. The addition of default
and administration costs reduces the recovery bgtionly a further ten percentage points, in each
case. Can such large interest rate subsidies tiggd?® This issue is now addressed.
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2.3 Justifying student loan scheme subsidies

In loans schemes where either cost recovery oestuddependence constitutes the central
objective, the case for heavy built-in student Isahsidies is not strong. In both of these cases,
the intended effect of student loans is to redbedinhancial burden on students during study and
to delay fee payment (through borrowing) until afieaduation, when payment is more readily
made from the expected enhancement of earningsaifthehould be near-full loan recovery; in
these cases, the level of built-in subsidy is ofiroessive in practice.

It is only where loans schemes are aimed direc¢tbpaial targeting that a clearer case for sizeable
built-in subsidies can be made.

To be effective in increasing the education acoésise poor, loans may need to be substantially
subsidized through low interest rates. But suclsisiids, we have noted, will entail considerable
budgetary costs. Since a grant offers a strongnare direct incentive for access than does a
(partially) repayable loan, the apparent advantddeans over grants is less clear-cut. This
highlights a central conundrum in loans policywétat level of in-built loans subsidy does a grant
become a more cost-effective instrument for helpiregpoor than a subsidized loan (with hidden
grants)? This suggests that, in country settingsrevetate budgets are constrained, a more
appropriate financial aid program for the pooikelly to involve a combination of both loans and
grants, with a relatively larger overt grant eletrfen the very poor. This is the practice in the
LFS Hong Kong scheme, in England and Wales andainynother loans schemes.

In the recent comparative study of loans schem&oirth East Asia, most schemes were shown
to conform to the social targeting model (Ziderm2®04). Yet the evidence did not indicate any
high degree of success in increasing the univeasitgss of the poor. A number of essential
conditions for success were lacking. These includafficiently high level of individual support
to cover necessary expenses; a broad coverag@ofpments to achieve national impact; and
careful and deliberate loans targeting so thatdabmindeed reach the poor and other
disadvantaged groups, otherwise the central obgofithe scheme is compromised. Loan
schemes aimed at greater participation of the pompften not effective because these
ingredients for success are missing.

The upshot of this discussion is that the levelswlt-in subsidies, resulting in low repayment
ratios, are often excessive. High subsidies magither unnecessary (cost sharing and student
independence models) or not very effective in pcadh achieving objectives (social targeting).
Since the level of built-in subsidy is fixed by goament, these subsidies may be reduced, as
appropriate, by government decision. However, ksteerests are likely to militate against these
desirable changes.

2.4 Repayment collection
Mortgage loans or income contingent repayment?

Mortgage-type loan repayment is the common stanidarddans schemes in most countries.
Loan repayment is made over a specified time petsdally in fixed periodic repayments; a
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designated interest rate and a maximum time howzeremployed to calculate the fixed
periodic repayments. The higher the rate of inteies is set and the shorter the repayment
period, the greater will be the monthly sum recdiiae repayment. More recently, a number of
mainly industrialized counties, including Australidew Zealand and the UK, have employed
income-contingent repayment schemes. Periodicrieaayment obligations are not fixed but
are determined as a proportion of the graduatetsme in each period; collection is usually
entrusted to the income tax authorities becausenrdtion on individual incomes is required.
In the income contingent case the lender can berides as a shareholder while in the
mortgage case the lender is more akin to a bondhold

There is now a sizable theoretical and appliedditee on the relative merits of the two
approaches; alternative viewpoints are providedhapman and Ryan (2002 and 2003),
Johnstone (2004 and 2006) and Usher (2005).

One advantage of mortgage-type loans, from theppetive of the lender, is the ease in
ascertaining individual borrower monthly repaymebligations, which are time-invariant; thus
the stream of total repayment receipts is fairlyl kieown in advance. However a regime of
fixed-level repayments may impose a heavy burdenesngraduates in the initial years
following graduation, given low starting salaridew graduates and the reality of graduate
unemployment, particularly in many developing coiest A heavy repayment burden will
encourage repayment default. A much touted beokifitcome-contingent repayment is that the
repayment obligation is lower in the earlier repaytnyears. Yet, in practice, a number of
measures may be employed, within mortgage loanyregeat procedures, to obviate the
emergence of heavy repayment burdens; some of éhestandard practice, others could be
adopted with ease. These measures include theludion of a period of "grace" following
graduation and of a longer repayment time horiZed repayment deferral may be made
available to borrowers on an individual basis,ases of financial hardship: to the unemployed
and to low-income workers (whose income falls betodesignated low income ceiling).

There are two necessary conditions for successfaliyementing a system of income
contingent repayment: information on graduatestentrincome and the institutional capacity

to effect repayment collection (Chapman and Ry@022 . Usually, both functions are
performed by the tax authorities, as in the Augtratcheme. In Hungary, the tax authority does
little more than providing information on graduateomes to the Student Loan Centre, which is
the operative body responsible for all aspecth®fidans scheme, including collection of
repayments. The participation of the tax authaitrecollection can be effective only where
PAYE systems are widespread and effective; theshamesms are insufficiently well

developed or too over-burdened in many countridsetadopted for this purpose. Yet, if the tax
authority proved to be an effective collection @garany given country context, it could be
employed also for conventional mortgage-type |lcatemes (where repayments are not
income-contingent).

There is now an emerging consensus that incomengamit repayment schemes may be
appropriate only in more industrialized economiesyever, a prior decision on the initial
funding source may obviate a choice of repaymeli¢aton mechanism. When facing the
decision whether to use banks, special lendingtuisins or government budget funds to
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finance the lending scheme, the government wilehitavtake into consideration certain
constraints that arise from the characteristiahes$e different institutions — these include the
intended system of repayment. The repayment schaumsebe compatible with the lending
institution® Banks usually base repayments on installment seséhat are not income
contingent. The bank has two limitations with retge income contingent repayment. Banks
do not have access to data on income and seconavithéace a moral hazard problem. Nor,
usually, do they enter lending agreements thatmbkeshareholder rights such as with income
contingent schemes. Solving these problems mayps$ttycTherefore, if the government
chooses banks as its lending vehicle then a systenortgage type repayments is a natural
choice.

Self collection versus agency collection

Choosing an appropriate collection institutionesittal to effective loan recovery. Two major
types of loans repayment collection mechanisms Ineagefined: ‘self-collection’ and ‘agency
collection’. Self-collection refers to situationdi@re the institution operating the loan scheme
also takes responsibility for the mechanics of yapent In the case of agency collection, the
task of collection and follow-up is outsourced tspecialist agency. Examples are given in
Table 6.

Self-collection by bodies such as autonomous pugblident loans institutions, government
ministries or universities might work well, as ik Kong. However, while such institutions
may possess comparative advantages in selectidgrguand targeting, their capacity for
effective repayment collection is less evident. IBaoften have the necessary infrastructure and
expertise that such bodies may lack. Self colledip commercial banks (which also supply the
loan capital) may be expected to be effective, e expertise of the banking system in these
activities.

Banks may also act as collection agents. Howewer niot sufficient that banks have a
comparative advantage in collection; they must hbsege an incentive to collect proactively. But
this may be undermined by public policy. A full gmament guarantee on loans may encourage
private or public banks to collect from the goveamhrather than the debtor. Thus a less-than-
full government guarantee may be advisable, withroercial banks taking on a small part of
the risk (as in the Korean Ministry of Educatiomame).

In addition to banks, collection agency optionsarailable, including national institutions
concerned with collection, such as the income tdakaities and social security. The use of the
income tax authorities as a collection agent inpifessent context should not be confused with
the central role played by the tax system in incam&ingent loan schemes. The participation
of the tax authorities (or the social security agistration) in contingency loans collection is
necessary because information on individual inc@mequired. Thus while income contingent
loans imply the use of the tax system, the oppdsitet true.
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Table 6. Loans repayment: collection alternatives

Type of collection Collecting institution Country example
. Hong Kong
National loans agency South Africa
Korea (MOE)
. Commercial banks Finland
Self collection Israel (Shochat Committee)
Universities Philippines (Centers of
Excellence scheme)
Ministry of Education Philippines (SNPL)
B Thailand (Student Loans
anks
_ Scheme)

Agency collection | Taxation Authorities Australia

Social security organization | Israel (“Free to Learn”)

Similarly, over-reliance by self-collection loanganizations on government budgetary support
may undermine the incentive to follow up on deliequborrowers (as in the Philippine Study
Now Pay Later scheme); loan bodies may tend tos@gly on public funds to supply new
loans rather than stepping up efforts to securayment to finance loans for new borrowers.
Thus a fine balance must be struck between therdeals of providing incentives for rigorous
collection and of offering last-resort governmenarantee against default.

3. Lessons from two international case studies
3.1 Adopting the “Australian model”?

In the public debate on university finance refomisrael that has ensued over the last decade,
much reference has been, usually approvingly,e&dAustralian model” of student finanée.

The Australian schemes is often thought of as bsjpigal of loans schemes in general; yet the
main thrust of Section 2 has been to emphasizditleesity across schemes. What then are the
distinguishing elements of the Australian scheng:faow far can it serve as a model for the
design of a loans scheme for Israel?

Following the imposition of a small tuition charigel987 the Australian government embarked two
years later on an overt policy of cost-sharing tigitothe imposition of a standard university tuitfer
roughly equal to some 20 percent of university gogts. This was a response to a shortage of state
funding for public higher education institutiondl @ which operated free tuition regimes since 397
the result of a national policy goal of expandicgess. The introduction of these new charges was
accompanied by subsidized loans (Higher Educatimmti@®ution Scheme - HECS) available to all
students, regardless of their personal resourt¢edeBts were given two options. They could pay the
new charges as an "up-front" free (at a 15 per dmscbunt, subsequently raised to 25 percent). Or
payment could be made in installments after gradnatvhen the repayment would be collected on an
income-contingent basis by the tax authorities. Jdmd majority chose the latter option (i.e. toetakit
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a loan and thus obviating the payment of tuitioargles up-front, during the years of study). In 1996
tuition fees, differentiated by course-subject, everised by about 40 per cent, on average; singg, 20
loans were available also to students in the prigattor.

While the central aim of HECS was the augmentatioumiversity resources through cost-sharing
HCS was designed also to avoid adverse consequiEnaascess, particularly of relatively
disadvantaged prospective students. Thus repaymenésnot onerous: zero on all incomes below a
defined income threshold, two percent of taxabb®ime above this threshold, subsequently rising to
three or four per cent for higher taxable inconMsreover, debt obligations were linked to the aafst-
living index only, so that effectively graduatesdoa zero real rate of interest on outstanding ;délet
effect is that the longer is the period of repaytr{ea. the lower are annual earnings), the greater
the subsidies receiveex post (Chapman and Ryan, 2003).

Table 7. Australian loans scheme: phases of development

Timing

Tuition fee regime

Loans availability

1973-1986

No tuition fees

None: no fees

HECS¥ introduced in 1989

Standard (delayed) tuition
fee

Tuition loans
for public sector students

Reforms of 1997 Higher (delayed) differential Tgition loans
fees for public sector students
Since 2005 Higher (delayed) differential | Loans extended to private

fees sector students

* Higher Education Contribution Scheme

How far can HECS serve as a model for an Israahdascheme? We examine some of the key features

of the Australian scheme,

. Initial funding: As in many loans schemes worldwide, initial lo&sding in HECS is financed
from the central budgethis may not be apposite for higher education systesuch as the
Israel case, which operate within a framework nohgent budgetary restraint and where an
objective of cost-sharing is to lighten the burdéminiversity funding borne by the state.
Alternative, non-government sources of funding rbaynore appropriate.

. Continuing subsidizatianThe zero real rate of interest levied on loansetiogr with repayment
default and administration costs not charged tasthdent, imply continuing state subsidization
of the loans scheme; these costs fall on the btatget.

. Income contingencyincome-contingent repayment is the key elementactiarizing the
Australian model. The system of repayment is pregjue, with temporary exemption for low
earning graduates and the repayment rate (as arpage of income) rising with income

18



. Differential subsidization by gendefhe effect of income contingency, reinforced by
progressive repayment, is that those graduates/mgéigher earnings will complete
repayment sooner than will lower earners. The lotige individual repayment period, in
practice, the greater is the subsidy receivedrfgetehidden grant) and the lower is the effective
rate of interest paid. Thus given their lower lewieéxpected earnings, an (unintended) result of
income contingency is the greater subsidy of ferstldents..

. Zero fees during studyFor the vast majority of students who took advgetaf the new
scheme, no up-front tuition fees were charged.aBtgime of zero up-front tuition fees is not
an essential feature of HECS. Zero tuition feesewetained in order to avoid imposing any
additional financial burden on students duringrtsaidy years.

. Access of low SES groupihe evidence indicates that HECS has not had deleseeffects on
the access of lower SES groups. The representattistadents from low SES backgrounds has
not fallen and although it is widely held that pdamilies are debt averse, recent evidence for
Australia does not support this. Andrews (1999aneixing attitudes towards taking up student
loans, failed to find differences in debt aversh@tween different SES groups.

. Differentiated feesTuition fees differentiated both by institution aswbject are a logical
extension of the cost sharing approach. Studemntsnoae for studying in disciplines that
command high rewards in the labor market.

. Loans availability for private studentsthe more recent extension of subsidized HECS to the
private sector is a controversial measure, sindeas not contribute to cost-sharing at
universities in the public sector nor to an enhamaet of their income. However, the move
lightens the financial burden falling on studeritpravate universities, thus promoting greater
equity between students in the two sectors. Ancekternality argument for public university
subsidies should apply also to the private sector.

. Promoting the schemé:is noteworthy that the Australian scheme is mefé to not as a loans
but rather as a “contribution” scheme. The semartere are important. While no additional
upfront financial burden is placed on the studemirdy study, it is reasonable for the graduate
to contribute to higher education subsequentlynfemhanced labor-market earnings. This line
of emphasis did much to promote the acceptabifith® scheme

3.2 England & Wales: from grants to cost-sharing

England and Wales too has moved strongly in thection of greater cost sharing, though in a
rather different contextThe system of student support has gone throughnfiajpr phases in
little over a decade and a half (Table 8). For veany years, the government subsidized both
tuition costs and living expenses. Until 1990, mitiadn fees were paid by students. Means-
tested maintenance grants were available, theo$ittee grant depending on family income.
Parents were expected to make up the differeneecketliving expenses and the assessed grant
- the parental contribution. A traditional mortgagpe loan scheme, introduced in 1990,
represents the first major step taken in the doaaif cost-sharing; it ushered in a gradual
process of replacing grants by loans. The subsidzan (carrying a zero real rate of interest)
covered half of living expenses; the remainder e@gred by a maintenance grant for poorer
students or by a parental contribution for oth&hgere were still no tuition fees falling on
students.
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The Dearing Report (1997) ushered in the third ehlsline with the Report's conclusion that
"the costs of higher education should be sharechgrtttose who benefit from it", students
became liable for the payment of tuition fees Fa first time. Initially set at £1000 in the
1998/99 academic year but reaching £1075 subsdguention fees still accounted for only a
small part of total tuition costs; however, the osjiion of sizeable tuition fees represented a
major break both with the past and with currentpca in many West European countries. The
introduction of tuition fees, for which poor studemere exempt, was accompanied by income
contingent student loans for living expenses (grémit living expenses were phased out); 75
percent of the maximal loan for living expenses aaalable to all students, regardless of
income. The number of students from low-income f@sireceiving exemption from fee
payment was substantial: 30 percent of all studetsived full exemption, 30 received partial
exemption and the better-off 40 percent paid ®#lsf (Vossensteyn, 2001).

Table 8. Four phases in the movement towards cost-sharimglaBd &Wales

Student support for: Loans
Phase Tuition fee - Living | Studentgroup | repayment
regime Tuition expenses covered regime
Prior to 1990 No tuition None: Grants Low income No loans
fees no fees
None: Loan plus Poor Mortgage-type
Introduced in No tuition no fees grant gage-typ
—————————————————————————————————————————————————— fixed
1990 fees None:
Loan Non-poor repayments
no fees
Introduced in Standard Grant Loan Poor In(;ome (
1998 / 99 witonfee | e T s NG contingen
None Loan Non-poor repayment
Since Higher, Loan Loan plus Poor Income
September differential | ______________ ] __ grant | contingent
2006 * tuition fees Loan Loan Non-poor repayment

* September 2007, in the cas@/afes

The design of the system was much influenced bwtistralian scheme, but there is an essential
difference between them. Loans served a very éiffigourpose under each of the schemes.
HECS provides loans for tuition fees, which aredewon all students regardless of SES
background; there is only minimal support for liyioosts, in the form of grants for poor students.
Under the English scheme, loans were providedyorg expenses and not for tuition; tuition
fees were paid up front (though poor students coeddive a grant for tuition costs).

There was considerable criticism of the 1998/88rma§, relating to the effects they were
having on access. It was argued that the low leivgldividual support acted both as a barrier to
access for poor youngsters considering universitgies and also forced large numbers of
students (particularly of low SES) to take on piane jobs to the detriment of their studies. This
was aggravated by the system of parental contabstiwhich may not have functioned well.
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Criticism has not been abated by the considerdidages that took effect in the 2006/07
academic year - the fourth phase. Under the pravssof the 2004 Higher Education Act, the
up-front, standard tuition fee was replaced byalae fees across universities and subjects
(differential top-up fees, capped at £3,000). \dityiall universities chose to charge the full
£3000 fee (Shattock, 2005). The loan system waadared to cover (generally augmented)
tuition fees; in parallel, the loan size for liviegpenses was increased. These reforms
represented a further, decisive move towards great sharing, facilitated by deferred
payments.

The effects of these measures on access are tikbly mixed. Poor students are now liable to
pay tuition fees for the first time but this mayréigated by two complementary measures.
The first is the reintroduction of maintenance gsaavailable for poor students in addition to a
loan. However, there is ongoing criticism that ligsel of the maintenance grant is too low and
that the eligibility income ceiling is set too highnd while university education will be
generally free at point of entry, the greater aaglated debt and larger repayment obligation
falling on graduates may be seen as counteringrgment policy of raising the participation in
higher education of under-represented, lower SE#ip$ (Callendar, 2003). The second
measure is more innovative. Individual universites required to establish (tuition fee) bursary
funds for students from disadvantaged backgrouirdsced out of fee income, as a
precondition for introducing higher tuition feehié'system will be administered by the new
Office for Fair Access.

These misgivings about access are out of kilten tie findings for Australia. The source of
these contrasting findings for the two countriesrislear. Partly, this may be associated with
differences in research methodology and discipjimperspective. But differing institutional and
cultural factors in the two countries are also im@iat. Indeed, this dissonance emphasizes the
dangers inherent in institutional imitation acrossintries What may work well in one country
setting, may not do so in another; eclectic adegtas appropriate, rather than over-eager
adoption. Hence lessons from international expeden the field of student loans, as in other
policy areas, are important but need to be leawitdcare.

4. Designing a student loans scheme for Israel

This discussion of international experience of bbachemes provides a comparative black-cloth
for a consideration of what might be appropriatel$oael. In addition, two contrasting models
have been developed in recent years in Israel “Fifee to Learn” program and the Shochat
Committee recommendations; one task of the presssmion is to compare and contrast these
very different approaches

4.1 "Free to Learn" program

The “Free to Learn” student loans scheme was intred into the public discourse with much
fanfare, prior to being sponsored as a privatarmiNovember2005 by Yuli Tamir, then a back-
bench member of the Knesset. Subsequently, as teélira Education, Yuli Tamir announced
her intention to set up a committee to move forwaitti its implementation. Strangely the
Shochat Committee (of which Yuli Tamir was a menineakes no mention of the scheme in
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its report, though there is perfunctory referemmcthe scheme in a short footnote in the report of
the subcommittee on student support and tuitios. fékis omission is notable not only because
the two schemes are strikingly dissimilar but ddsoause the points of difference between the
two schemes relate to some of the major areasrtéton in loan scheme design.

Mechanics of the scheme

“Free to Learn” is an income-contingent loans sobdoosely modeled on HECS, though it
seriously departs from the Australian scheme inralrer of aspects. Chart 1 outlines the
planned working of the schem.

The scheme would be funded through the issue adson the capital market (1), backed by
government suretyship (2) which would render theonenreadily marketable. For the majority
of students expected to avail themselves of a (8amo up-front tuition fees would be charged
(4) apart from a registration fee (currently, ardriudion fees are 8,600 shekels); Graduates will
be liable to return the sum of 13,500 shekels &mheyear of study; this would be repaid
through a levy of 3.5% on annual earnings, withgerary repayment exemption granted to
graduates earning less than the average wage. atenBll Insurance Institute acts in the role of
an intermediary, both in assessing individual ahregayment obligations and in repayment
collection (5). Repayment proceeds are used teerad®nds (6); the shortfall due to interest
subsidies and repayment default is met by the gowent (7). As with HECS, students are
given the option of paying upfront an annual fegnpant of 10,000 shekels a year rather than
taking a loan. This also is the sum that would &€ py the Loans Agency to the universities,
for each student choosing the delayed payment.route

Scheme objectives

The foregoing discussion outlined the mechaniah@fcheme. But what is its rationale? The
Act Proposal for enacting the “Free to Learn” schemas presented to the Knesset in November
2005; the objectives of the Act are detailed inl&&h Two objectives are listed: increasing
access amongst the low socio-economic groups aidgethe financial burden during study of
middle SES students. In terms of the three cenbi@ctives for loans schemes, outlined in
Section 2.1, the cost sharing objective (and augimgniversity income) is conspicuously
absent. And the raising of upfront fees to 10,0@ksls is fairly minimal and would leave tuition
fees below the level in force prior to the (paitiedplementation of the Winograd proposals
(11,600 shekels). While this fee increase woulgultén an enhancement of university income of
some 250 million shekels, this is offset by theesnk’s estimated running costs of a similar
amount, covering Government-borne interest subsale repayment default costs.
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Government:
Loan scheme

subsidization

1. Bonds issue, 2. Bond repayment surety
7. Interest subsidies, default guarantee

loan fund
creation
Capital = AI: 0ans _ National
market: . gednCZ' 5. Insurance
Funding Ioarl:: s:I?eme Institute:
source <6:| management Collection

Bond redemption 5. Income
3. Student loans contingent
repayment

Students » Graduates

ﬁ 4. Zero payment during study

Universities '

Note: the chart format is adapted from Berlinger and Gonczi (2007A)
Chart 1. Student loans scheme: “Free to Learn”

How would the scheme fare in meeting its two cemtibgectives? The discussion in Section 2.1
above suggests that the scheme would not havezegb$e influence on the access of potential
students from low SES backgrounds. No doubt, thigyato avoid payment of upfront fees
entirely during study would provide some incentiwegreater access for these groups but this

is likely to be rather limited. At present, studentay avail themselves of various schemes, such
as Perach, which cover usually half of the tuifie®. Moreover, living expenses and earnings
forgone during study are likely to be the majoafinial barriers to access. More important,
however, is the recognition the main barriers toeas are more likely to be sociological and

psychological rather that financial.
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Table 9. Objectives of the “Free to Learn” program

Act Proposal - November 2005

Objectives of the Act
“The Act will increase access amongst the low socio-economic
groups of the population to higher education and will ease the burden of
paying tuition fees for middle level groups, by allowing students studying
at higher education institutions to postpone payment of tuition until their

absorption into the labor market.

Turning to the second objective, it is clear tHastdents would welcome the lessening of the
university study costs under a regime of zero felesvever, it is difficult to justify the
elimination, across-the-board, of tuition fees dgrstudy. Indeed, while Israeli students have
campaigned strongly (including strike action) floe full implementation of the
recommendation of the Winograd Committee (2001)edaiction of fees to 5,600 shekels -they
have not sought their abolition. This drastic maaild also strongly run counter to the trend
internationally to raise fees.

Why then did the scheme plan for zero fees durindy® No doubt this was due to a desire to
emulate the successful Australian model, combinigld aymisreading of HECS with regard to
zero fees. HECS and tuition fees were introducezlarsystem where university fees were zero.
In order to render the reforms acceptable, theistghio — zero payment during study - was
maintained. Thus the whole of the new payment alibg was delayed until after graduation.
The Israeli case is very different: the whole @ éltistingfee (together with a small fee
increase) would be converted into a loan.

Financial viability

Would the scheme be financially viable? Is the leféuilt-in subsidization acceptable? To
probe these issues, repayment ratios are computdiaef scheme, based on the declared
repayment conditions.

Unlike the case of mortgage type loans repaymbatetis no unique repayment ratio for the
scheme because the size of annual payments atehtith of the repayment horizon will vary
across individuals, according to the income thegine. Instead, we compute the repayment
ratio for the average (expected) earnings streasedon Israel-educated graduate earnings
reported in the Incomes Survey of 2004, of the @¢Bureau of Statistics. Since graduate
earnings differ strongly by gender, separate eséisnare provided for males and females,
respectively-!
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Table 10. "Free to Learn™
repayment time horizons and repayment ratios dmggr
(discount rate: 6%)

Repayment | Repayment | Hidden
Earnings profile time horizon ratio grant
(years) (percent) | (percent)
Males 9 92.8 72
“Optimistic” f------------qrom ooy
Females 13 79.5 20.5
Males 12 82.8 172
“Realistic” |[-------------q-mmmmmm oo
Females 19 66.4 33.6

Two sets of results are shown in Table 10: “optiitiisand “realistic”. The optimistic estimates
are for the levels of subsidy, and the hidden gratdting to full time employed graduates
(working 35 hours or more, weekly).. The differenty gender are marked. Because of lower
average salaries, female graduates take thirtesns p@ average to pay off their loan
obligations, compared with nine years for men. Téagls to greater subsidies, reflected in a
lower repayment ratio, for women than men (79.5 @28 percent respectively). However, for
varying periods many graduates will not be at wemkl some will be employed only part time;
the realistic estimates are based on average garfianall graduates (including those with zero
earnings). Lower average salary streams resulbdtr groups, in longer repayment horizons
(12 and 19 years for males and females, respegfiaatl in greater subsidies and lower
repayment ratios (82.3 and 66.4 percéhBemale graduates are required to repay only two-
thirds of the value of the loan received. Thesaltesre compatible with international practice
(Table 5).

4.2 Shochat Committee proposals

The Shochat Committee loan scheme recommendattiog/fclosely the conclusions of its
Subcommittee on Determining Student Aid and theeLe¥ Tuition Fees, headed by Leora
Meridor, macro-economist and banker. While someaghtais given to the objectives of
increasing access of the poor and lightening stisd&nancial burdens, the scheme is
essentially aimed at facilitating greater cost sttathrough increased tuition fees. A central role
is accorded to financial institutions, notably coeroial banks.

Mechanics of the scheme
The working of the scheme is set out in graphioifar Chart 2. A dual payment regime for

first degree study is to be established. Annudiaiiiduring study is set at 5,800 shekels (1), a
reduction from present level of 8,600 shekels. éosd payment, payable after graduation by
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loan (2), is set at 9,000 shekels for each study; \gudents may chose to pay this sum upfront
rather than taking out a loan. These sums are fixeglal terms.

Government:
Loan scheme

subsidization

4. Interest subsidies,

default
Financial
Institutions:
Funding source, <3
loans scheme management, Mortgage-type
collection fixed periodic
repayments
2. Student loans ﬁ

Students » Graduates

1. Reduced tuition fees
during study

Universities '

Chart 2. Student loans scheme: Shochat Committee recomnienslat

The loan scheme will be run competitively by a nemaf financial institutions (not restricted

to commercial banks), to be selected by open tefithese institutions dominate the scheme:
they will supply loans funding, manage the loahgcaltion system and undertake loans
collection. The loans take the form of mortgageetyixed repayment loans, extending over a
ten year repayment horizon following a year a g@3eRepayment is set at 10.5 shekels in real
terms for each 1,000 shekels taken in loan (egemtdab a monthly payment of 285 shekels for
students taking out a full loan for three yearstafly). Low income graduates will be
temporarily exempt from repayment. To ensure tharfcial viability of the scheme for the

26



lending institutions, the government will guaranéeminst repayment default and bear the cost
of interest subsidies (4).

Financial viability

The scheme’s repayment horizon and repaymentaegicomputed, based on information
provided in the Report. These results (assumingteany repayment exemptions due to low
income are minimal) are presented in Table 11:exlgrear repayment horizon including a
grace year and a 74.6 repayment ratio. The sulbsidy is compatible with international
standards: borrowers are given a hidden grantraes2b percent of the value of the loan. These
results may be compared with those relating td'finee to Learn” program (realistic estimates).
The repayments extend over a shorter period: elggars, compared with twelve and nineteen
years, respectively, for males and females undexeé'fo Learn”. However, the overall average
repayment ratios of the two schemes are virtudiiical, though, as noted, females are more
highly subsidized in the “Free to Learn” scheme.

Table 11 Shochat and "Free to Learn" proposals:
repayment time horizons, repayment ratios and &gonatios
(discount rate: 6%)

Loans Repayment | Repayment | Hidden | Recovery ratio™ (percent)
scheme Gender | time horizon ratio grant
(years) (percent) | (percent) | 10% default | 20% default
assumption | assumption
Shochat - 11 74.6 25.4 67.2 59.7
Committee
“Free to
Learn” Males 12 82.8 17.2
e L R B B B AR 69.0 61.3
(“Realistic Femal
estimates”) emales 19 66.4 33.6

*,
includes one grace year

The table also presents recovery ratios, estimaiivg much of the loan value actually accrues
back to the lending body. As neither scheme has lmplemented, no information is available
on default levels or administration costs. The ltsquesented in the table simulate recovery
ratios for the two schemes based on alternativengssons regarding default (ten and twenty
percent). Since administration costs, unrealidficale assumed to be minimal, the results are
somewhat underestimated. Again, results are braantijar for the two schemes: somewhat
less than seventy percent for the ten percent Hetda assumption, falling to about sixty
percent if default proved to be more substantiaivanty percent. While these results show that
substantial losses would accrue to both scheméigaiting the need for sizeable and continued
government subsidization, the schemes do perforlnnveslation to other loans schemes,
worldwide (see Table 5).
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Reservations concerning Shochat

The central aim of the scheme is the enhancemdnhding for the public higher education
system; indeed, the Report estimates that the paabiincreased fees supported by student
loans will generate net additional annual fundihgame 605 million shekels by 2013 on the
basis of current student numbers and a furthem2iion shekels from the recommended
increase in student numbers (Shochat Committede Palpage 56). The scheme is well
designed to lighten financial burdens both durigly (by reducing upfront fees by about a
third) and subsequently (by temporary repaymentrgtion for lower income graduates). The
scheme is unlikely to impose additional barrierthaccess of disadvantaged grotipAnd

in funding the scheme through financial instituipthe budgetary burden on government is
contained; loans repayment collection is likelyptoexecuted efficiently by these specialized
institutions.

However, there are some reservations that need wibed.

The first relates to the employment of financiatitutions as loans granting bodies. In Section
2.4 it was argued that banks may regard incomarggenit loans repayment as incompatible

with operating norms. This would obviate any charcéhe loans repayment system, since only
mortgage-type loans would be appropriate. Butype bf loans repayment system to be
adopted is perhaps the central and most debatgel iissoan scheme design; choice, based on
the relative merits of the two mechanisms in tmadkcontext, has been pre-empted in this case.

Second, while the scheme is basically sound, @mption is poor. The problem here is how the
sensible dual payment system should be presentedR€port states that the annual tuition fee
will comprise of two parts, 5,800 shekels duringdstand a second part to be paid through a
loan of 9,000 shekels. While a single figure fa thtal annual payment does not appear in the
Report, public attention immediately focused onttital payment of 14,800 shekels,
representing an increase of 72 percent over theepteauition fee level.

While the Report does note that the reduced faemed at easing liquidity problems during
study, it does not place this fee decrease in progpate perspective. The recommended
tuition fee of 5,800 shekels reflects the sum thatfull implementation of the Winogrod

Report (stalled under Treasure pressure) woulcesgmt. Thus the Shochat Committee
championed the very fee decrease that prolongeleististrike action had failed to achieve. Yet,
strangely, no mention of Winograd, in this contextpears in the Report. Thus an opportunity
for gaining student support for the scheme waseuiss

The Committee also displayed a less-than-deft apdesenting its proposal for the second,
delayed payment element. Here, it failed to leemmfthe Australian experience. HECS is
deliberately called a “contribution” scheme, noemf delayed tuition payment. Graduates,
after completing studies and employed in well pgyobs (low income graduates are exempt
from payment), may be expected to make a contohub the higher education system, in
sharing part of the achieved gains. This shoulcelgarded as both equitable and socially
acceptable.
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Overall, the financial recommendations of the Repog sound, as might be expected from a
Report where the majority of the signatories amemists of repute; unfortunately public
relations expertise was lacking.

4.3 “Free to Learn” and Shochat compared

Summary Table 12 lists fifteen points of comparibetween the “Free to Learn” and Shochat
Committee loans scheme proposal

Table 12. “Free to Learn” and Shochat compared

“Free to Learn” scheme Shochat Committee
o Assisting the poor

Central objective(s) Reducing student burdens Cost recovery
Additional funding for universities? | Virtually none Substantial
Tuition fees:

Annual tuition fee payment Zero (registration only) 5,800 shekels — Winograd recommendation

during study
Nominal repayment sum 40,500 shekels (3 X 13,500) 27,000 shekels (3 X 9,000)
Up-front annual tuition fee
(in lieu of a loan) 10,000 shekels 9,000 (+ 5,800) shekels

Funding source Bond issue Commercial banks
Loan mechanism Income-contingent repayment Mortgage-type: fixed periodic payments
Repayment collection:

Type of collection Agency collection Self collection

Collection institution National Insurance Institute Commercial banks
Financial viability Compatible with international standards | Compatible with international standards
Default risk Borne by Government Borne by Government
Gender equity Longgr repayment horlzgn_ for women, Common repayment horizon for all

resulting in greater subsidies borrowers

Promotion Well promoted Poorly promoted
Acceptance by key players Broadly accepted Significant opposition
Student coverage Restricted to public sector institutions Restricted to public sector institutions

4.4 Towards the design of a new scheme

In Section 2, we outlined four central issues eni® scheme and looked for lessons that might
guide Israel in fashioning an appropriate studean$ scheme. These issues were: the definition
of loan scheme objectives; funding source; findngebility and loan subsidy levels; loans
repayment method and repayment collection insbituti
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Objectives

A first imperative is a clear definition of the ebjives to be served by the loans scheme. This
will strongly influence many aspects of loan schatesign; one important example is the
coverage of the scheme. Thus, if the central obgds cost sharing and the enhancement of
income of public sector higher education institnsipthen loans should be made available to all
students enrolling in state universities. But ifds#nt independence and the easing of student
financial burdens was the central (or major subsyjiobjective, then a strong case can be made
for extending loans availability also to studemsodled in private institutions. This is the
practice in a number of schemes, such as in Trthdad, more recently, in Australia. While
neither “Free to Learn” nor the Shochat proposaissitlered this possibility, there is a clear
precedent for this: the reductions in tuition fé@kwing the Winogrod Report, was extended
to private colleges and financed by the Treasurytl@ other hand, the social targeting
objective should lead to a consideratdamtractionof loan coverage, with loans targeted on the
poor student; if dual objectives were to be seritedjght be justified to offer more favorable
loan conditions to needy students, compared ta atineents. Similarly, the objective of the
loans scheme will have implications for other agpe€ design, including targeting and subsidy
levels.

Funding

The initial funding of loans schemes is securedhfaentral budgetary appropriations in many
loans schemes. But in the Israel context, thisifumdhay be less than fully assured. University
funding itself has fallen by 20 percent in recesding and this is not a good omen. Government-
sourced loans funding will be subject to the vagmadf the annual central budgetary process.
The financial viability of the Thai student Loarcheme was highly compromised by the failure
of government to maintain the level of loans fugdsupport from the central budget that had
been planned; the result was cutbacks in the nuoflerailable loans and a fall in the average
loan size. Both “Free to Learn” and the Shochat @dtee propose non-government loans
funding, but the relative advantages of financimgptigh bond issue on the capital market and
assigning the loans process to the banking systeammdt been enunciated.

Financial viability

We noted in Section 2.3 that most loans schemesudngidized; very few operate effectively as
a revolving fund but remain in receipt of contingligovernment support over the longer term,
in order to remain financially viable. The finariciability of a loans scheme will depend on
the level of built-in, mainly interest, subsidiewahe efficiency with which the loans scheme is
run. However, low interest rates are the main soofdow loans recovery.

Where the main objective of a loans scheme is ettbst-sharing or the easing of student
financial burdens during study, the substantiveriggt rate subsidies that are in place in many
countries are not justified; a stronger case camaee for the subsidy of loans addressed to
disadvantaged groups. Often, the level of buikuabsidies (size of the hidden grant) implicit in
a loans scheme is not measured by those who wargethwith the design of the scheme nor
known to decision-makers concurring in its adoptian essential, but often neglected, element
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in loans scheme design is the measurement antigastin of built-in interest subsidies. While
built-in interest subsidies in the “Free to Leaamd Shochat Committee proposals are not high
by international standards, they do represent atanbal repayment leakage of some 25
percent. There is some doubt whether sufficienitsgr was given to this issue in developing
these programs.

Repayment

Three aspects of repayment are essential ingredietdan scheme design: loan repayment
conditions, the collection mechanism and the cttbeanstitution.

Many schemes adopt “soft” repayment conditionduitiaog low interest rates, grace periods,
extended repayment horizon and temporary repayexa@mption for low income recipients;
this results in both low periodic repayment obligas and also in low repayment ratios. The
central justification for this, even for schemesenhhigh subsidization is not justified by the
scheme’s overall objective, is to ease difficuliésepayment and thereby reduce repayment
default (and also the political one of gaining stidacceptance of the scheme). But in many
schemes these concessions are excessively gen€higigiay be examined (but is usually not)
by measuring the repayment burden, i.e. the rdtampual repayment obligations to graduate
age-specific incomes and, even more relevantlyydaemental incomes (the difference between
the average age-specific income of university gadeiand high school graduates). In many
low recovery schemes, this “burden” was found t@blky a few percent (Ziderman, 2004).

Apart from marshalling the theoretical and pradtasguments for and against mortgage—type
collection and income-related repayment, this omgaiebate can be resolved only in the
specific context of a country’s institutional eraiment. Thus the use of income-contingent
repayment mechanisms (which are found to be otserayppropriate) may be obviated by
institutional constraints, particularly relatingttee income tax authorities. Thus the income tax
collection may be either insufficiently broad invesage or simply inefficient. Or, they may be
working well but too overburdened to assume adaditidasks: this may account for the
preference of collection by the National Insurahtitute in the “Free to Learn” scheme.

It is necessary to distinguish between two sepanateéutional functions in relation to income-
contingent repayment collection: the provision wifrent information on borrowers’ income and
the task of repayment collection itself. The incaiae (or social security) authorities may
provide the requisite information on borrowers’asads, but collection remains in the hands of
the loan organization; these arrangements charaetde Hungarian income-contingent loans
scheme. Or the income tax authorities may takegehaf repayment collection even for
mortgage-type schemes, particularly where PAYEngiganents are in place and work well.

An effective repayment collection mechanism musinigglace to assure the financial viability
of any loans scheme. The task of collection may beplaced with institutions that have both
the expertise and facilities to execute the calecprocess effectively and efficiently. While
this may indicate a preference for agency collec{such as national loans agencies employing
the collection services of commercial banks), selfection may be appropriate where the
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lending institution (such as a commercial bank)d&las a comparative advantage in payment
collection.

Peroration

In recent years two comprehensive, national loaherse proposals have been placed on the
public agenda: the “Free to Learn” scheme prombte¥uli Tamir and, later, the Shochat
Committee recommendations on student tuition féeypand student loans. While very
different, both schemes have merit (as well as ssimetcomings); in practice, “Free to Learn”
has been replaced by the Shochat committee recodatiens, without sufficient debate on the
relative merits of these contrasting schemes. Topgsals of the Shochat Committee have been
put on hold for a year, pending government conaiitan (and possible approval and adoption).

A theme of this paper is that these schemes haae developed with insufficient attention to
the lessons that may be learned from practicenmesseventy loans schemes worldwide. The
aim is to take some initial steps in filling thaclna, in preparation for the time when the
national debate on student loans is resumed.
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4 There are a few notable exceptions. Whikerhain LSFS loans scheme in Hong Kong

which is directed towards poor students is highlyssdized, the Non-means-tested Loans
Scheme (NLS), available to all students, operates full cost recovery basis; a “no gain, no
loss” rate of interest is charged, which includesla-adjustment element to cover the loans
agency’s risk in disbursing unsecured loans. Intemd the NLS charges an annual
administration fee to cover the costs of procesamgjadministering the loan. Similarly, in
Hungary, there is no general interest subsidy (@xiwe the grace period during study). The
self-sustaining nature of the loans scheme is yoaieed by a rate of interest which consists of
three elements covering, in turn, the financing ¢osst of funds available on the money and
capital markets, a risk premium and the costs efafon. In certain cases, such as where
borrowers are raising small children, interestagloy the state budget.
See Krausz and Ziderman (forthcoming)afduller discussion
Thus, for example Professor Stanley Fisherjs address on receiving an honorary
doctorate at the Hebrew University, (11 June 2@0®) Professor Moshe Kave, as Chair of
Association of University Presidents on many oamasi and, of course, the Free-to-Learn
program is based on the Australian scheme.

However, this may not act as an incentive torpadential students unless, as a group, they
earn relatively low post-graduation earnings orrage or, at least, expect to do so.

In a more recent study set in the NethedaR@ssensteyn (2005) found no relationship between

willingness to take up student loans and SES bacigt.
° The discussion is concerned with England\&atks rather than with the United Kingdom
as a whole (which includes Scotland) because ardifferent scheme is currently in place in
Scotland.
9 This account of the planned working of theesnb is based on information in the now
defunct websitewww.hofshi-lilmod.org.il
1 The method employed is as follows. Cross seatiwage data are augmented by two
percent annually, to take account of the expeaatlincrease in wages over time. For each age,
an annual salary is computed. Average annual repaigrare measured (3.5 % of average
salaries); repayments cease once the total repayhkgation has been reached (40,500
shekels for three years of study). The presentvalihe repayments stream is compared with
the present value of the upfront payments alteraaturing study (10,000 shekels a year), using
a 6 % discount rate.
12 These results are contingent on the rateswidint used to compute present values (6%).
Using a lower 4.5% discount rate would raise tlealfistic” repayment ratios to full repayment
for males (101.5%) and very high repayment for fie£90.2%).
13 The results of a simulation model by Gilbod dnstman (2008), based on a rather similar
loans scheme design (but without a tuition fee cddo during study) do not show any sizeable
negative effects on access of disadvantaged groups.
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