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ABSTRACT

This paper examines international experience with student loans as
a means cof financing higher education, with particular reference to
developing countries.

Experience in developed countries shows tiat student loan schemes
can and do work. Although critics predicted that students wou.d not be
willing to borrow and that loans would discourage low—income students and
women who would be frightened by the idea of a '"megative dowry", there is
evidence that loans are popular with students; there is no evidence that
they discourage women or students from low-income families.

Evaluations of educational credit in Latin America show that
student loans have been su:cessful in increasing enrollments in many
countries and have enabled poor students to enroll who could not otherwise
have afforded higher education. One significant benefit is that many
student loan institutions have been successful in attracting funds from
such new sources as commercial banks and business enterprises. However, no
student loan scheme is self-financing and because of the extent of
interest subsidies and long repayment periods, student lcan programs will
continue to need regular injections of capital from government and other
sources. As a cost-recovery mechanism, student loans do not provide
immediate savings. Nevertheless, in the long run, student loans could
provide a significant source of funds for higher education. The
introduction of student loans will make bigger impact if it is accompanied
by other changes, such as increases in tuition fees and reduction in
costs.

Student loans therefore should not be regarded as a panacea, but
rather as a method of finance which, when combined with tuition fees and
selective scholarships can offer many advantages. The conclusion of this
study is that it is feasible to introduce student loans in developing
countries; they are more equitable than existing patterns of highly
subsidised tuition and may contribute to greater efficiency by influencing
student motivation and cost consciousness. Student loans are flexible and
can be used fo provide incentives for particular groups of students or to
fulfill manpower objectives. Also, loans car provide a significant source
of finance for nigher education and vocational and technical education in
the long run.
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INTRODUCTION AND SUMMARY

Throughout the world, students frequently borrow money to finance
their education. There is nothing new in this; students in many countries
have always borrowed from family or relatives to finance either the costs
of tuition or their living expenses, and a few have borrowed from banks or
other financial institutions, but the riskiness of lending to students who
lack collateral, and who may be unable to repay the debt for many years
has meant that few students are able to finance their education by
borrowing, unless their families are wealthy or special loans are made
available.

In the past twenty years many countries, both developed and
developing, have established programs of student loans, or educational
credit, to enable students to borrow, in order to invest in their own
higher education. The spread of the notion of education as investment in
human capital and th: beiief that education contributes to economic growth
encouraged the idea that students should have gr?ater access to capital
markets in order to help them finance this investment. Student loans were
advocated as an ideal way of ensuring that individuals of high ability but
limited financial means should not be denied the educational opportunities
that would lead fo higher levels of personal and national income.

During the 1950's student loans wefe introduced on a small scale
in Europe and in the United States, and also in Colombia and India. During
the 1960's and 1970's student loan schemes were established, or expanded,
in many developed countries, including’several European countries,
particularly Scandinavia and also Canada, Japan and the United States. At
the same time, loan schemes were established in other Latin American
countries and the Caribbean, and also in some countries in Africa and
Asia. Many economists argued in favour of greater use of loans as =2 means
of financing educatiom, and urged international agencies and development
banks to encourage the creation and development of student loan
institutions. At the same time, however, other commentators were highly
critical of student loans, and argued for scholarships, fellowships and
grants, as a better way of providing financial aid for .students, and
direct subsidies to institutions, to allow them to provide free or highly
subsidised tuition, as a better way for governments to ensure adequate
investment in education. .

In some countries, particularly the U.K., a fierce debate
developed about loans versus grants. Opponents of loans argued that they
would not extend opportunities, since working-class students from low=-
income families would be discouraged by the fear of accumulating large
debts, that the costs of administering a loan program would be
prohibitive, and default rates would be high. Advocates of loans, on the
other hand, argued that loans were more equitable than grants, would
encourage efficiency, improve motivation of students and would allow
governments to assist a larger number of students with a given budget.

Similarly, in some developing countries there has been
controversy about the advantages and disadvancages of student loans.

Several economists have argued for great¢r use of student.19ans, as a
means of reducing the financial burden of government subsidies for higher
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education at a time of increasing financial constraints. Others have
argued that loans are more equitable than grants, since those who receive
higher education will benefit by means of improved job opportunities and
higher life time incomes, and should therefore contribute to the costs of
their 2ducation out of their higher earnings.

During the 1970's the question of equity and the role of student
loars in exiending and redistributing educational opportunities was
frequent ly emphasised. More recently, the difficulties of finuncing rising
levels of educational expenditure have focussed more attention on the
importance of student loans as & cost recovery mechanism which would allow
governments to expand enrollments without imposing impossible burdens on
public funds. For example, the World Bank's Education Sector Policy Paper,
in 1980, pointed out that "If education systems cortinue to grow at the
present rate and under the same structural and managerial conditions, they
will require funds that - while far below those allocated to education 1in
developed countries - will be beyond the financial capabilities of many
developing countries'. The two solutions th.ft are proposed in that paper
are finding additional souces of financing and reducing unit costs by
improving the efficiency of the education system. A "system of fees and
loans, balanced by scholarships" is suggested as one way of overcoming
financial constraints in developing countries (World Bank 1980).

_ On the other hand, critics of loans suggest that administrative
problems, particularly the problem of securing repayment, inadgquacies in
the banking system in many developing countries and the problem of the
brain drain, make loans an inappropriate method of financing education in
developing countries, and it is argued that they would be so unpopular
among students that student loan schemes would not be feasible, except in
rare cases.

Although this controversy has been raging, both in developed
countries and developing countries, fcr a number of years, there has been
surprising little systematic research on student loans as a means of
financing education. Detailed reviews of student loan programs in
Scandinavia (Woodhall 1970), in OECD countries (Woodhall 1978) and most
recently in Caznada, Sweden and the USA (Woodhall 1982) have shown that
many lesscus can be drawn from international experience with student loans
in developed countries. It is more difficult to evaluate the experience
of developing countries, since information about student loan programs,
and critical assessments of their effectiveness in developing countries
are not widely available.

OUTLINE OF THE PAPER

The purpose of this paper, therefore, is to examine international
experience with student loans, with particular reference to developing
countries, using published sources of information, wherever possible. The
study draws on imformation collected in Sweden and the USA, and on
information kirdly provided by officials of the World Bank, the US Agency
for International Development (AID), the Inter-American Development Bank
(IDB) and the Organisation of wmerican States (OA") in Washington and
UNESCO and the International Institute for Educatonal Planning (IIEP) in
Paris. In addition, it draws on magg;ial provided for the Eighth Pan
American Congress on Educational Credit, organised by the Asociacion

< 3
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Panamericano de Iustituciones de Credito Educativo (APICE) in Porto
Allegre, Brazil, in Spetember 1979, and other data kindly provided by
APICE and officilals of student loan instititions in various Latin American
countries, and some other developing countries. However, no field trips
were attempted, and the paper therefore relies mainly on published

information and evaluations of student loan programs in developing
countries.

The following section provides a brief summary gﬁ the main
vucposes of student loan programs around the world, and d|scribes the
different types of student loans that are available, and their role in
financing education. Sectiou II looks briefly at the experience of
developed. countries with student loans, and draws some general conclusions
about the advantages _and disadvantages of loans as a means of financing
higher educ {ion. Thé main part of the paper, however, is the description
of student ?oan programs in Latin America, (Section III) and in other
developing countries, (Section 1V), and an evaluation of experience with
student loans in developing countries (Section V). The role of
international agencies in funding student loan institutions is examined in
Section VI. Finally, the paper examines the general arguments for student
loans, versus other methods of financing education, in the light of this
international experience (Section VII) and there is a brief summary of the
policy choices %o be faced when a student loan program is est'ablished
(Section VIII). The possibility of further research and experimentation in
the future is discussed in Section IX. The conclusion, in Section X,
evaluates the potential of student loans as a means of financing
education, and argues that loans can contribute to both efficiency and
equity goals in developing countries, that they are a flexible method of
student support and that in the long run loans act as a cost-recovery
mechanism which may contribute to a solution to the financial coustraints
threatening continued educational expansion in the developing

world. However, student loans are not a panacea and their impact will be
greater if they are combined with other financial reforms.

SUMMARY: LESSONS FROM INTERNATIONAL EXPERIENCE

Experience in developed countries, including Sweden and the USA,
and also Canada, Japan and mahy European countries, shows that student
loan schemes can and do work. In Sweden and in other Scandinavian
countries a very high proportion of students receive loans, combined with
grants, to finance their living expens~2s, while they are following free
courses of higher education. In Canada, Japan and the U.S.A. students
receive loans to help them finance tuition fees, as well as living
expenses. In these countries student loan schemes are well established;
they have been adapted, to respond to social, ecomnomic or educational
changes and they have encountered problews, notably increasing costs of
interest subsidies and in some cases high rates of default. But these
problems can be solved, and in all the countries where ioan schemes are
used the government intends to continue to rely heavily on student loans
in the future. Although critics predicted that students would not be
willing to borrow, that loans would discourage low-income students and
women, who would be frightened by the idea of a 'negative dowry", there is
evidence that loans are popular with students, but no evidence that they
discourage women, or.students from low-income families.

-~
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When most student loan schemes were introduced in developed
countries, it represented an increase in financial support for students,
rather than a reduction, so this experience does not provide a guide to

"what would happen if governments introduced loans in place of grants, or

simultaneously increased tuition fees. Germany has recently increasad
loans in relation to grants for students, and the UK is considering
substituting a combined loan-grant system for the present system which
relies exclusively on grants, but few countries have reduced the level of
subsidy for higher education by means of loans.

4
In developing countries however, where both tuition and living
costs are often highly subsidized, the introduction of student loans would
involve a-reduction in the level of subsidy for higher education. Loans
have been advocated as a way of shifting the balance between fublic and
private financing of education which would be more equitable than the

-systems of free tuition and scholarships which persist in many developing

countries.

However the question of the equity of loans is closely linked with the
issue of tuition fees and few developing countries have yet been willing
to increase tuition fees.

Student lcans, or educational credit as they are often called,
were first introduced in Colombia, and India and student loan programs
have now spread throughout Latin America and the Caribbean and are found
on a small scale in Kenya and Nigeria, India, Pakistan, Sri Lanka, Hong
Kong, Eygpt and 1Israel. A short lived experiment in Ghana led to the
introduction of student loans, combined with an increase in fees, but this
scheme was abandoned after only a year, due to a change in government.
However some useful conclusions can be drawn from this experience, and it
does not prove that loans are infeasible in an African context. On the
contrary, it demonstrates the need for careful planring and publicity if
loans are introduced.

The equity implications of student loans have beeu emphasised in
the past, but much less attention has been paid to the efficiency
arguments for loans which are a.so important. It has been suggested that
loans would improve efficiency by reducing wastage and helping to reduce
the length of study, by improving student motivation and increasing cost
consciousness among students. There is little evidence to support or
refute these arguments, but this paper argues that loans should be
evaluated in terms of their effects on efficiency as well as equity, and
in terms of their capacity to generate long-term funds for education.

The review of student loan programs in Section III - V shows that
there is a great variety of administrative patterns, and termg and
conditions of student loans. In general, however, loans are subsidised by
the government, through interest subsidies and long repayment periods. The
loan schemes are designed to fulfill a number of objectives, the most
impo-tant being to increase thé‘supply of trained manpower and to widen
access to higher education by removing financial barriers for poor
students. In some developing countries loars are provided for tuition fees
as well.as living expenses, but in several countries, where tuition is
free, loans are gvailable simply for living expenses and the purchase of
books. Many of the loan schemes in Latin America have received financial
assistance from IDB or US AID and both agencies continue to support

11 B
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student loan - . St mevioa todav,

Thore v o n o problems with student loan programs;
default rat.s : <. have proved troub lesome in some
countries, hut i co e nprovements in ccllection procedures and
in many ~aotriocot . - o Chgna regarded as a very serious problem.
The prob.em of Hroio v v e oot spem severe. However, one probtlem that
does descrve farohoo aeonreblem of students who do not complete

their studi.s,

N

Experiben o io-o v thao it is important to distinguish between
genuine d-fanit-r ' ' oo who o nee ' to postpone repayment due to
. . . \
unemp loyment vl oLt ;
- ° . . - Ve .
Evatuat ion o0 cchaeat tona! credtit tn Latin America show that

1

student loans have b v -esitnl in Increasing enrollments in many
countri=y, and have- uabiod poer students to enrol who could not otherwise
have afforded hisir ~du o arion. One siguificant benefit is that many
student loan ia< it ony Tave been successful in attracting new sources
of finance~ for sroadear o . for instanc2 from commercial banks or
business enterprises. lowever, no student loan scheme is self-financing
and because f th cutent of Tnterest subsidies and the long repayment -
periods, stiudent can nrov-ams will continue to need cegular injeccions of
capital frow sovoriment oy other sources, inciuding the international
agencies.

iapart

As a costovec ocor vy wechanism, therefore, student loans do not
provide immediate wowioon. evertheless, in the long run, student loans
could provid: a siiio e sonree of funds for higher education.

The fotradict con of stodent loans would have greater impact if
accompanied by other Hiwces, particularly increased tuition fees, and
attempts to r-duce  sste. A stadent loan program is nct a substitute for
cost-reduction wonsnres tenigned to improve the efficiency of higher
education, but shonld he accompanied by attempts to increase internal
efficiency, and rodio o oatirn ‘

Even wrr - imporsant, in many developing countries, is the
guestion of tuidl. Tl The patrern of subsidy for higher education can
be regarded as 1 ‘oatinnim. AF one extreme, would be a system of full
tuition fees combinod wizh Toans. At the other extreme is a system of free
tuition combined wirh «chniarships or bursaries for living expenses. The
introduction >f suwd-ar loans in developing countries simply involves a
shift along this coat’nwum, bnr to effect a major shifr, most governments
would have to ifocrecc the 'ovel of tuition fees substantially, as well as
introduring sooeloat P ' '

Manvy coantries oow recognise that to promote equality of
opportunity it 1w nec2ssarv to provide financial support for students in
other sectors of tihe ~da-ation system. Tn some countries lcans are now
being extendad t) npper secondary and vocational education. However,
further research uerds o he done on practical questions such as the
maximum burdeu of «dehbt tnan Is feasible for students, and capital ceilings

o

for student loan institutions,
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International agencies have already played an important part in
providing both financial and technical assistance to student loan
institutions in Latin Ameica. IBRD could now play an important role in
increasing awareness of the potential of loans as a financing mechanism,
in disseminating the results of research on existing loan programs and
encouraging further experimentation. Experience suggests that the
introduction of student loans needs very careful preparation and
appropriate publicity.

Governments considering the introduction of student loans need to
pay particular attention to such questions as:

1) The capital requirements of a student loan program.
Experience shows that this has often been underestimated.

2) The extent of subsidy. The lower the rate of interest
charged on loans, and the longer the repayment period, the
grea-er will be the cost of subsidising loans.

3) The choice of administrative model. Some developing
countries have chosen to establish state loan institutions,
while others use commercial banks. The choice will depend on
the conditions in the country, however the fact that
commercial banks and private capital can be irvolved in the
financing of education may be one of the main benefits of
student loans in some developing countries.

4. The determination of repayment terms. It is important to
establish-efficient procedures for collecting repayments,
for granting postponement to graduates in financial
difficulties, and for dealing with defaulters. Experience
shows that administrative problems have often been
underest imated, but they can be solved.

The need to secure widespread recognition of the advantages
»f a loan scheme. Experience in several countries shows the
importance of appropriate publicity, and the need to
persuade both students and the general public of the
arguments in favour of student loans.

The introduction or extension of studernt loans schemes in
developing countries could be worthwhile in the long rum, although it
would not provide any quick savings for governments. The introduction of
loans needs to be weighed against alternatives, such as a graduate tax,
which has been suggested in some developing countries. One advantage of
student loans is that they are a "multi-purpose tool" and can be a very
flexible means of finance. However, it is important not to expect too much
from the introduction of student loans.

The introduction of loans will not by itself solve problems of
cost recovery, efficiency or equity. There are practical and
administrative problems to be overcome, and no student loan scheme is
likely to be fully self-financing. Nevertheless, it is recognised that to
subsidise higher education by means of free tuition and scholarships or
grants now imposes an increasing burden on public funds in many developing

13



countries, and is neither efficient nor equitable. Though loans cannot
solve this problem, they can contribute to a long-term solution.

Thus, student loans should not be regarded as a panacea, but as a
method of finance which, when combined with tuition fees and selective
scholarships has many advantages. The fiqalbconclusion of thie study,
therefore, is that studaent loans are feasible in developing countries,
that they are more equitable than existing patterns of highly subsidised
tuition and maintenance for a priveleged minority and may contribute to
greater efficiency by influencing student motivation and cost
consclousness. Student loans are flexible and can be used to provide
incentives for particular groups of students or to fulfil manpower
objectives. Finally, loans can provide a significant source of finauce for
higher education and vocational and technical education in the long run,
although they will not provide quick savings.

The introduction of student loans needs to be carefully planned,
accompanied by appropriate changes to fees and, if necessary by cost-
reduction measures, and also by an appropriate campaign of publicity to
convince both students and taxpayers of the merits of a scheme which
allows students financial support today, when they need it, in return for
a promise that they, in turn, will contribute directly to the financial
support of the students of tomorrow.

ERIC 14
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SECTION 1.

THE FUNCTION OF STUDENT LOANS

Purposes of Student Loan Programmes.

In any country, student aid policy ts designed to achieve a number
of different objectives, though these are not alwa's explicit. In the case

of student loan programs, the objectives .are oiiru clearly spelled out,
when the scheme is first established, but subsequent . iuinges wmay give
greater or less emphasis to particular aims. A tnriiher problem 1s that

the language of student aid programs is not alwavs clear, and different
words are used to describe similar programs in differcat countries, while
the word "lozn" or "scholarship" is certainly nor alwavs used in the same
way.

The main purpose of student loans, A educational credit, is to
provide access fo: students to capital funds, to cuable them to finance
all, or part of, the costs of their educaton, bv borrowing, while tney are

studying, and to repay this, at a later date. The reruws "student loans"
or "educational credit" refer to a system of financial aid for students
which entails a repayment obligation, on the purt of ihe student, but chis
obligation may take different forms. In most cases tne Jebt must be
repaid, either with or without interest, in a viven period of tiwme, and
the loan therefore resembles a mortgage. o soo uses the leagth of time
of repayment may be varied, and the installacar. . @ onot He of equal size.
Alternatively a student may undertake to repav © bt by means of a
fixed proportion of his or her future salary, oo “acome~contingent loan'.

In some countries such aid is called a "repavable scholarship",
rather than a loan, and in some countries, the repayment obligation

involves a committment to work in a particular occupation (eg teaching) or
in a particular region, rather than repayment in monetary terms. This type
of financial assistance may be called a bonded scholarship, or a pre-=
calary (contrats de preembauche in France), but in the context of
seveloping countries they have been called "service-loans" (Ciller 1975).

Student loans, or educational credit, like other torms of
financial aid for students which may be called grants, scholarships,
bursaries, awards. fellowships, or may consist of subsidised work
opportuniticc, as in the College-Work-Study Program in the USA, are
primarily intended to provide students with financial assistance towards
the costs of tuition or maintenance. However, the fundamental difference
between loans and grants is that students must repay the loan, and so
contribute directly to the cost of their cducation, out of their
subsequent earnings. Thus, a loan scheme involves less financial burden
for the government, and ultimately the taxpayer, than a system of grants
or scholarships.

I» some cases a student loan program may simply be intended to
overcome financial barriers to access, and imperfoctions in the captital
market which make it difficult for students or their parents to obtain
loans from commercial banks, because of the riskiness nf the investment,
the long period of the loan, ~r shortages of capital. An example of this
kind of program is the recent introduction of PLUS loaus in the USA. The
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acronym stands for Parents' Loans for Undergraduate Study, though PLUS
loans are also available for postgraduate students. Under this program
commercial banks provide loans to students who do not qualify for
subsidised loans under Federal or State government loan programs. In most
countries, however, student loan programs are not simply intended to
overcome capital market imperfections, but to proviie loans on favourable
terms, usually involving a subsidy. The purpose of the subsidy may be :o
encourage higher education enrolment on manpower grounds, or to increase
equality of opportunity, on equity grounds.

A study of Latin American education credit institutions for US AID
(Herrick, et. al 1974) analyzed the stated goals of the institutions and
educational credit programs in fifteen Latin American countries and
concluded that the two major goals of all the programs were:-

(1) to provide the country with skilled manpower neceded for
social and economic development and

(2) to promote equality of opportunity for access to post-
secondary education.

However, the authors observe "It became apparent that the manpower
development and equality of opportunity goals at times are mutually
exclusive. 1In other words, striving for social equity in sharing the
benefits of educational opportunity might preclude the training of a

greater number as rapidly as possible or vice versa' (Herrick et al 1974,
p.2).

Other objectives of student loan programs include improvements in
efficiency, for example by reducing wastage and drop-out among students,
or increasing motivation. The study by Herrick et. al. concludes "The
leadership of the education credit movement has made a pcsitive
contribution toward acceptance of the idea that the costs of higher level
education should be borne by the recipients. They believe that a student
receiving a loan instead of a scholarship will have a greater sense of
responsibility about his education". Many programs also aim to improve
student motivation by influencing their choice of subject. For example,
many programs in Latin America favour science and engineering, rather than
art or humanities, on grounds of manpower needs.

DIFFERENT TYPES OF STUDENT LOANS

Most loan programs provide simple mortgage-type loans, with a
fixed repayment period, usually with a "grace period" after graduation,
which allows a student to find a job before embarking on repaying the
loan. However, several advocates of student loans prefer an income-
contingent loan, which would require a student to promise to pay a fixed
proportion of future income until the loan was repaid. Such a scheme has
been proposed in Canada and the USA, and Rogers has recommended it for
developing countries, (Rogers, February 1971), but it has not been put
into practice on a significant scale in any country, although the

implications of such a scheme have been e¢xamined in the USA {(Johnstone
1972).

In most countries student loans are combined with other forms of
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financial assistance, such as scholarships, grants, subsidised meals or
boarding facilities, but in some countries, notably Japan and some Latin
American countries, loans represeant the main form of student aid. However,
in some .cases part of a student's debt may be forgiven, or written off in
certain circumstances. Several loan schemes have loan forgiveness
provisions for particular occupations, or categories of student. For
example student loans in Honduras may be partly written off if students
achieve good academic results, or work in priority areas, such as rural
development projects. Such loan forgiveness clauses are not widely used,
but interest in their use is growing in some Latin American countries, and
some European countries 'eg Germany) are also considering offering loan
forgiveness provisions as an incentive to students to complete hLigher
education more quickly.

The main difference between loan programs in different countries
is the degree of subsidy involved; in some cases loans are provided
interest-free, whereas other loan programs charge students a rate of
interest approaching commercial rates, although in many cases interest is
iow or zero during the actual period of study and the "grace period"
immediately after graduation.

In the USA there are various loan programs all with different
rates of interest:

1) National Direct Student Loans (NDSL), originally
introduced in 1958 as the National Defense Student Loan
Program, intended for the poorest students.

2) Guaranteed Student Loans (GSL), established in 1965,
intended for those with slightly higher incomes.

3) PLUS loans, (Parents' Loans for Undergraduate Study)
introduced in 1981, also called Auxiliary Loans. These are
intended for students, or their parents, who do not
qualify for subsidised loans.

4) Health Education Assistance Loan (HEAL) Program, intended
for medical and dental students, and other small programs
for professional studies.

Very few countries take explicit account of inflation in
determining the amount to be repaid, although in Sweden, when the present
system of student loans was introduced in 1964, students were required to
repay their loans in terms of constant purchasing power. After graduation,
a students's total debt was expressed in terms of a multiple of the "base
amount' which is used to determine social security payments, pensions and
even student aid, and which is linked automically with the cost-of-living
index. Thus when the cost-of-living increased, the amount a student
received as a loan automically increased, but so did the amount that
former students must repay. This svstem worked well when the rate of
inflation was low, but when, in common with other developed countries,
Sweden experienced a marked increase in the annual rate of inflation,
students were unhappy about a system which implied an "open-ended"
committment to repay. The system was therefore changed, and an annual

"ad justment index" 1s now applied, each year, to a student's outstanding
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debt, and this resembles a conventional interest rate. However, if it is
less than the annual rate of inflation it means that students repay their
debt in nominal, but not in real terms.

In many countries student loans are provided both for tuition
costs and living expenses, or maintenance costs. In the case of students
attending private universities, or where public universities charge fees,
this means that loans are available to help students finance their tuition
fees. However, in many developing countries tuition fees have been either
abolished, or are very low, so that in this case students use loans to
finance living expenses or travel, purchase of books etc.

THE EXTENT OF SUBSIDY OF STUDENT LOANS

The extent to which students are subsidised varies considerably,
both in terms of the amount of tuition fees and the interest they must pay
on loans. In Kenya, for example, fees represent only 6 per cent of
university income, in Nigeria tution fees were abolished in 1977-8, and in
many African countries fees were virtually non-existent. In Latin America,
even though fees are charged in some institutions, the fees cover a very
small proportion of total costs, in most cases, and the majority of
students in higher education are very highly subsidised, by virtue of low
tuition fees, except for students in private unviersities, for example in
Colombia, where fees account for 62 per cent of income and vary with
respect to students' income level (Jallade 1973).

One study of the finance of education in Latin America estimated
that if higher-income students were* to pay the entire cost of their
secondary and higher educaton, whether in the public or in the private
sector, "The fiscal resources released by the adoption of such a measure
would equal 14% of the present overall public expenditure on education'’
(IDB 1978).

In a few countries in Asia, notably Japan, and the Phillipines,
tuition fees in private universities cover the full cost of tuition, but
this is rare, and the general pattern is that all students, regardless of
income, receive highly subsidised tuition, if they arc fortunate enough to
gain access to higher education.

In addition, students who receive scholarships are futher
subsidised, and those who receive loans are subsidised in so far as loan
repayments do not cover the full costs of servicing the lcan, including
interest and allowance for inflation. The interest charged on student
loans varies from zero in some developing countries to 12-15 per cent in
some loan programs in Canada and the U.S.A. Where students pay low rates
of interest this means, in effect, that part of their loan is actually a
grant. In the U.S.A. it is estimated that interest subsidies on GSLP and
NDSLP in 1978 meant that between 45 and 60 per cent of each student ioan
was actually a "hidden grant'". Dresch for example argues that "The true
federal cost of a loan is equal to the amount borrowed plus the present
value of all subsequent costs less the present value of all future
repayment revenues. This is the cost that should be recognised at the
time the loan is made..'" His calculation shows that a $1,000 NDSL loan
involves a grant of $596 and a loan of only $404, while the GSL program

combines a grant of $456 with a loan of $544". (Dresch 1979 and 1980).
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In Latin America, in 1970, interest rates charged on student loans
varied from 2 per cent in Mexico to 8 per cent in Peru, and Rogers
estimated that this meant that the subsidy was between 14 and 31 per cent
of the value of the loan if the real interest rate in the economy is 8 per
cent and between 39 and 61 per cenr if the real 1interest rate is 16 per
cent. (Rogers, February 1972). The basis for these calculations is shown
in Tables 1.1 and 1.2, which show the variation in interest rates on
student loans in Latin America-in 1970. .

During the 1970's, with the general rise in inflation and interest
rates, many student loan programs increased their interest rates; for
example in the USA the interest on the most subsidised loans, NDSLP,
increased from 3 per cent to 5 per cent,.and on GSLP loans from 6 to 9 per
cent, but these still represented very substantial subsidies. Even in
Canada, when the interest rate on student loans was increased to 15.3 per
cent in 1981-2, it was still below market rates of interest. In most
Developing countries student loans are still highly subsidised. In 1978,
in most Latin American loan programs interest was between 4 and 8 per
cent, although in several programs interest was 10, or 12, or even 15 per
cent.

One important difference between countries which have introduced,
or considered introducing, student loans, is whether or not this
represented an increase or a reduction in the degree of subsidy for
students. In the U.S.A., and in most Latin American countries, the
introduction of student loans represented an increase in the amount of
financial aid to students, but in the U.K. where the present government is
considering introducing loans instead of the present system of grants,
this would mean that students would have to bear a larger, not a smaller
proportion of the costs of their education in the future. Similarly, when
a short-lived student loan program was introduced in Ghana, it was
accompanied by an increase in charges for meals and accommodation, so it
meant that students were less subsidised than previously. (Further details
of the Scheme in Ghana are given below).

Unf>rtunately, the literature on student loans does not always
make clear, when there is a propusal to introduce etudent loans, whether
this would involve increasing or reducing subsidies. In general, however
the arguments put forward for greater use of student loans in developing
countries imply a reduction in the level of subsidy. In many cases, the
proposal to extend student loan programs in developing countries is
explicity linked with proposals to increase tuition fees, thus increasing
the private contribution to educational finance and reducing the burden on
public funds.

CRITERIA FOR EVALUATING STUDENT LOANS

The arguments for or agsainst student loans in developing countries
must be analysed in terms of the impact of loans on:-

(1) the level of public and private expenditure on education,
and the degree of public subsidy; -

(ii) access to higher education, and the effect of loans on
private demand for educatior;
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TABLE 1.1

INTEREST RATES IN LATIN AMERICAN STUDENT LOAN INSTITUTIONS

AND OTHER NATIONAL INTEREST RATES, 1970

Student Loan National Interest Rates
Interest Rate Commercial
During Discount and Industrial Agriculture Housing

Country  Education Repayment Rate Loans Loans Loans
Agentina b 4 16 2 16
Chile 20 39, 3(real 5.1) 39.3(real 5,1) 42.1(real 7.)
Colombia 3 3 8 14-16 1-12 12-15
Costa Rica 6 6 5 8-12 § 9
Dominican
Republic 5 5 12-13 9.5
Honduras b 6 4b 8-12 12 9
Jamaica 6 6 6 8(Prime)
Mexico 2 2 4.5
Nicaragua 3 6 6 12-13 9-11 12
Panama ;\\0 5
Peru 3 8 9 9-13 7-14 10-13
Venezuela 5 5 5 " b

Source for national rates: IMF, various reports.

a., '"Basic Rate"
b. "Advance" rate

Source: Rogers, February 1972, p.19

O
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TABLE 1.2

ALTERNATIVE ESTIMATES OF INTEREST SUBSIDIES AS A PROPORTION

OF TOTAL STUDENT LOANS IN HONDURAS, PANAMA and MEXICO, 1970

Assumed Real Hondur as P anama Mexico
Interest Rate (interest subsidy as % of total loan)

8 142 31T 252

12 282 482 372

16 392 : 61% 462

Source: Rogers February 1972, p. 18
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(iii) - efficiency of higher education institutions, including
questions of wastage and drop-out of students, as well as
sub ject choice;

(iv)

the equity of patterns of access to higher education and
its financing, in other words, the question of who
benefits and who pays for education.

In the next sections, student loan programs in developed and
developing countries will be evaluated in the light of these criteria.

“:’A



- 16 -
SECTION II

STUDENT LOANS IN DEVELOPED COUNTRIES

Student loans are extensively used to as a means of helping
students in higher education in Canada, the U.S.A., Japan, and throughout
Europe, particularly Scandinavia. In most countries loans are comb ined
with scholarships and grants. Japan is unusual in providing virtually all
financial aid in the form of loans and the UK is unusual in having no
system of loans, although the British government is considering
introducing a combination of grants and loans, instead of the existing
system of means-tested grants. Student loans may be provided by public
agencies, such as the Central Study Assistance Committee in Sweden, or by
commercial banks, as in Canada, and the USA, but in most cases governments
provide a guarantee for the Ioans write off upaid debts in the case of
death or default by a student, and also subsidise the interest a student
must pay on the loan.

In most countries governments also provide indirect aid to
students or their families, in the form of Subsidized meals, hous:ng or
travel, or income tax relief. Most existing systems of student aid in
developed countries were introduced or expanded during the 1960's and were
intended to help students finance both tuition and living costs, thus
removing financial barriers to access to higher edu~ation, and promoting;
equality of opportunity. As well as providing aid to students,
governments heavily subsidise tuition costs; fees have largely been
abolished in Europe, provide less than 10 per cent of un1vers1ty income 1in
Caunada, and in the U.K. all home students have their fees paid in full,
out of public funds, and only overseas students pay fees that are de31gned
to cover the full costs of h1gher education. In Japen and the USA fees
represent the main source of income for private universities, but publice
universities and colleges are heavily subsidized.

THE PROPORTION OF STUDENTS RECEIVING FINANCTIAL AID

There are considerable differences in the proportion of students
receiving aid; in Sweden and the UK, for example between 70 and 90 per
cent of all students in higher education receive grants or loans, and the
average award, in 1975 was 36 to 43 per cent of GDP per capita. Thus in
these countries, the taxpayer not only finances free tuition for the
maJor1ty of students in higher education, but covers a large part of
earnings forgone as well. This is a substant1al subsidy for those
academically gifted enough to qualify for higher education; in countries
with a less selective system of higher education, such as France, a much
lower proportion of students receive ‘scholarships or loans (15%) and the
average value is less than quarter of the per capita GDP

THE INCOME LEVEL OF AID RECEIPIENTS

In most countries student aid is means-tested, although there is
a tendency in many developed countries for students to be regarded as
financially independent of their parents earlier than was customary some

years ago. Since student loans are ‘subsidized, most governments limit
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eligibility for loans to students from lower income families, but in
Sweden all students are eligible for loans regardless of family income,and
there is no unwillingness to borrow, evesn by the poorest students, as
critics of loans have suggested.

In the U.S.A. subsidized loans were originally intended for lower
levels of family income, and two schemes were introduced: the NDSLP, which
is highly subsidized, intended for the poorest students, and the GSLP,
with interest on loans 2 per cent higher than NDSLP loans, but still below
market rates of interest. Until 1978 these loans were available only to

~students who could denonstrate financial need, but in 1978 the Middle
Income Student Assistance Act (MISAA) made subsidized loans available to
all.

The result was an enormous increase in the number of student
borrowers and in the cost of the program to the US federal government.
Between 1978 and 198! the number of borrowers rose frcm one million to
about 3,5 million, and the total amount lent rose from $2 billion to about
$8 billion. Thus huge increase in the volume of student loans, together
with rising interest rates, meant that the costs to the federal government
of subsidising GSLP loans rose from $670 million in 1978 to $2.4 billion.

This led to widespread criticism of the uncontrollable costs of

' student loans in the USA, and the view of one commentator, that the GSLP
was a ''fund-eating dragon" (Morse in Rice (Ed) 1977, p.14) was widely
shared by others who believed that eligibility for interest subsidies on
student loans should be limited to students from low income families. This
concern reflected both the desire to control public expenditure and to
avoid what Gladieux describes as 'the real danger that federal benefits
will drift increasingly toward the relatively well-off at the expense of
the poor and neediest" (Gladieux 1980). The American experience shows very
clearly the dangers of governments embarking on open-ended committments,
by offering unlimited access to gldized loans.

In 1981 the Reagan admihistration reintroduced an income ceiling
for eligibility for GSLP loans, fand introduced a new form of loans, (PLUS)
with 14 per cent interest, for Ahose ineligible for interest subsidies.

THE COST OF STUDENT LOANS

The American experience after MISAA also shows clearly how easy
it is for governments to underestimate the costs of introducing, or
extending eligibility for subsidized student loans. No-one in the USA
fully anticipated the enormous increase in student borrowing after 1978,
nor the effects of rising interest rates on the cost of subsidising loans.
Dresch has commented, "At its inception in the late 1960's, the privately-
capitalized GSL program appeared remarkably low cost by comparison with
the appropriation-dependent NDSL program. That appearance of frugality,
however, was achieved primarily by deferring very substantial costs of
interest subsidies and default coverage to the future. Now, more than a
decade later, that future has become the present. The problem with both
programs stems from the failure to appropriately recognise and quantify
the costs of these programs as part of the federal budgetary process",
(Dresch 1979).

o
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In some respects this underestimation of the costs of subsidizing
loans in the the USA was due to a genuine failure to forsee the increase
in student borrowing and in interest rates, but Dresch argues that many of
the supporters of loans ir the US simply want to "use grants masquerading
as loans to achieve greater public subsidisation of higher educatioa".

There certainly seems to be a widespread failure to appreciate
the full costs of subsidising student loans in developed countries, and
many people have argued that the true cost of the "hidden grants',
provided by interest subsidies should be calculated and publicised, so
that both students, taxpayers and administrators can have a better
understanding of the extent of public subsidies for higher education.

The cost of administering student loans vary between countries.
Critics of student loans argue that they will be difficult and expensive
to administer, but in Sveden the Central Student Assistance Committee,
which is a state agency ‘to administer student loans and other forms of
assistance, calculated that in 1980-1981 the costs of administration
"represented only 1.8 per cent of its total expenditure on student aid.

In the USA the GSLP is administered by commercial banks and other
lending institutions, but with the help of a "special allowance"”" paid by
the federal government to compensate the lenders for the cost of
administration. In 1980-1981 there were 20,000 banks or other financial
‘institutions making Guaranteed Loans to studeats. The Congressional Budget
Office compared this policy with the alternative government policy of
providing loans directly to students, and concludes "Paying non-federal
lenders to provide student loans is costly, though not necessarily more
costly than providing the loans directly through a federal lender".
(Congressional Budget Office, 1980).

The reason why it is necessary, in the USA, to pay commercial
banks a "special allowance" to lend to students is that banks often need a
financial incentive to lend to students because as the Congressional
Budget Office pointed out:-

"Despite the relatively high gross yield on student loans (about
16 per cent in 1980) many banks do not like them. Compared to
other loans, collections on student loans are costly.

(The annual cost of servicing student loans usually ranges
between 1.5 per cent and 2 per cent of loan principal, compared
to usual costs of between 1/4 per cent and 3/8 per cent of loan
principal for servicing home mortgages, for instance). The
average size of a student loan, $2,000 is much smaller than the
average size of other loans, and it is often difficult to keep
track of the whereabouts of students during the ten years or so
of their indebtedness. Even though the federal guarantee on
student loans makes them less risky than most commercial loans,
it may still be costly for banks to apply and wait for
reimbursement in the case of dafault". (Congressional Budget
Office 1980).
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In the USA there is controversy about whether it is better to use
ommercial banks to administer student loaas and organisc repayments, oOr

alternatively to set -up a government student loan bank, as in Sweden or

Norway. Hartman, for example, propcsed = federal government bank to
provide student loans, partly to ensure sufficient liquidity, partly to
increase efficiency and reduce the costs of coilecting repayments: "A
large share of the cost of'both the NDSLP and GSLP has been for
collection. Frequent billings, in small sums, to a geographically mobile
population over a 10-year period are a cellector's nightmare'. Hartman's
suggestion was for a national bank which could-use the Internal Revenue
Se vice as collector; "only the IRS could collect this type of lovan with
minimal costs". (Hartman, 1971). )

However. no country yet uses-the income tax or inland revenue
system to collect stud:nt loan repayments, and it is recogn1sed that the
costs of organising repayment;, chasing defaulters, -and’ adm1n1ster1ﬂg the
loan will be higher in the case of /student loans than many other types of
loan, and the costs of administration and servicing loans must he
calculated accurately and included in any estimate of the costs of student
loans.

A REVOLVING FUND FOR STUDENT LOANS

The cost of servicing student loans is crucial to the question of
whethar student loan systems can ever become fully self-financing. Many
governments recognise that they will not, because of the policy of
charging students less than commercial interest rates, and because of
goverrment guarantees to write off debts if students are ungble to repay
due to death, illness or financial hardship, or in cases of default.

Critics of loans frequently mention the problem of defaults, and
the cost, to the government of providing loan guarantees, but in Canada,
the Federal-Provincial Task Force on Student Assistance, which repoited in
1980 concluded: "The direct costs to government of providing non-repayable
aid in the form of interest subsidies is in the order of three times the
amount spent on paying claims for loans to lenders under the guarantee.
The problem is not in providing both sorts of assistance, but rather in
having beth elements entangled in a way that makes it difficult to
determine how much non-repayable aid is being provided in particular cases
and what is the true cost of borrowing. For example, if repayable and
non-repayable elements could be kept separate, students would: know clearly
the interest charges that were being paid on their behalf. GO\arnment
policies and programs could be more easily examined and evaluated if it
were clearer how much was being spent on non-repayable aid in the form of

interest subsidies and how much on loan guarantees,'" (Council of Minister
of Educatiou, Canada, 1980). '

It is difficult to calculate accurately the proportion of loan
capital that will, eventually, be recovered from loan repayments, since
many schemes have expanded so rapidly in the 1970's that current fevels of
loan repayments cover only a small proportion of total lending. In Sweden,
for example, where students have until their fiftieth birthday to repay
their loans, repayments in 1981 amounted to only about one quarter of the
total value of new student loans in- 1980-1981. This is because most

students have twenty years in which to repay their loans, they are
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automatically allowed to postpone repayment if their income falls below a
minimum limit, so that it will take the government a very long time to
recover the debt, and the annual "adjustment index" is less than market
interest rates or inflation. Moreover, the -volume of student loans has
inreased rapidly, so that it is imevitable that current repayments cover
only a small proportion of total lending.

‘ On the other hand, it is clear that in the long run a system of
loans imposes much less burden on public funds than a system of grants.
Either this can be seen as a saving of public funds, or as freeing
government sp: Wding for alternative uses. In Sweden the amount of loan
repayments ir 1981 were approximately equal to the amount spent on giving
grants to adulits taking short courses of further education or training.

Ir Denmark, calculations of the amount of loans that would
eventually be recovered from loan repayments range from 22 to 70 per cent,
according to alternative assumptions about the degree of interest_
subsidies, the rate of inflation and the length of repayment period.
(Woodhall 1970). This shows clearly that the extent to which a_.loan system
will become self-financing is a policy decision, and depends on the level
of interest subsidy provided‘py the government.

THE FINANCING OF STUDENT LOAN FUNDS.

1f student loan systems are not self-financing, even in the long
run, theré will always be a.need for recapitalisation of the loan fund,
and in any case, the long duration of the repayment period means that
there will inevitably be a need for new funds before the loan repayments
have built up.

: In Sweden, whére loans are provided by a government agency the
government provides{bhe capital as well as ggaranteeing the loans and
paying the costs of \administraton. The Central Study Assistance Committee
also provides grants,\ for secondary school pupils and for adults taking
short coursen of further education or training, or studying part-time.
These grants to adults are financed by means of a pay-roll tax, but all
other expenditurelah grants and loans ¥s financed out of general
government revenue. .

S . flwk\x

In the U.S.A. where 3.5 million students borrowed GSLP loans in
1981, the need for funding theshuge volume of student loans has sometmes
raised difficulties. The federal government provides the capital for NDSLP
loans, but in the case of GSLP loans commercial banks provide the capital,
with a guarantee from federal government or state government guarantee '
agencies, and a "special allowance" paid by the Federal government. This
was first introduced in 1969 tc¢ encourage more banks to lend to students
as rising interest rates were causing a shortage of lenders. Az interest
rates continued to rise in the early 1970's there was still a shortage of
banks willing to lend to students, and the government created a secondary
market in student loans, the Student Loan Marketing Association (Sallie
Mae) which increased funding for student loans by waking it possible for
banke to sell or borrow against their cutstanding student loans.

Since Sallie Mae was established in 1972 it has provided $6.6
billion for lenders, which has considerably increased the liquidity of the
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GSLP. In 1981, it provided $2.5 billion to 1,200 banks or other lenders,
either through purchase of student loans from banks, or lending, and the
loans bought by Sallie Mae represent 28 per cent of all outs.anding GSLP
loans. Sallie Mae is a privately owned, profit-making institution; the
stockholders are all educational or financial institutions. Recently
Sallie Mae has widened its activities to include innovations such as
"interest-rate swaps" with other financial institutions, and has
introduced a Consolidation Program under which students with more than one

loan, or with very large loans can negotiate repayment terms with Sallie
Mae.

Such activities are clearly dependent upon sophisticated banking
systems and techniques which would not be appropriate for developing
countries, but this example of the creation of a new, secondary market for
student loans in the USA shows that the banking system may be able to ’
contribute significantly to the recapitalisation of student loan programs.
The following section will provide examples of how commercial banks in
Latin America are contributing to the financing of student loans.

The lesson for both developed and developing countries is that it
is not necessary for student loan systems to rely exclusively on public
funds for capitalisation.

THE PAYMENT OF STUDENT LOANS.

The length of repayment, the interest rate and other repayment
terms vary considerably in different loan programs. The longest period for
repayment is in Sweden, where students have a ''grace period" of two years,
after completing a course, and then have until their 50th birthday in
which to repay; thus many students have 20 years in which to repay their
loans. In addition, there are a number of automatic safeguards designed to
prevent hardship for those repaying loans.

Anyone whose income falls below a minimum level (S.kr 58,450 or
$12,000 in 1981) can automatically defer repayment for a year. Any
outstanding debt is written off .at the age of 65, or in the case of death
or permanent disability, and in certain special cases part of a student's
debt may be written off. For example, someone attending higher education
who has previously received a loan towards the costs of upper secondary
education, and has worked (or looked after a child) for at least four
years may be entitled to cancellation of part of the debt for the period
of upper secondary education.

This built-in "insurance element" in the Swedish system is
extremely important, and helps to reduce default rates, since anyone with
a very low income can automatically postpone repayment. About 10 per cent
of all borrowers do postpone payment, and probably only about 1 per cent
actually default on their loans.

If a student borrowed the maximum loan available for four years,
the total debt (in terms of 1981 prices) would be S.kr. 84,836 (about
$17,500) Table 2.1. shows how such a debt would be repaid over twenty
years.

The method of calculating repayment in Sweden means that the
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annual payments rise gradually over the repayment period. The annual
pavment is calculated by dividing the total debt by the repayment period,
and at the end of each year an "adjustment index" (currently 4.2 per cent)
is applied, which increases the remaining debt. Thus, a debt of
5.kr.84,836 to be repaid in 20 years means that in the first year the
payment is S.kr. 4,242, After the "ad justment', the remaining debt of
S.kr. 83,173 is divided by 19 to give the second .year payment of S.kr.
4,378. (See Table 2.1.) '

In Japan, the interest rate rises during the repayment period,
which also means that payments increase as the graduate gets older, but in
some countries the annual payments are fixed throughout the repayment
period, and in the U.S.A. graduates with a particularly large loans may
choose between alternative repayment methods and periods, between 10 and
20 years (See Table 2.2).

The lesson from these experiences is that it is possible to
devise flexible repayment schedules, to allow for variations in size of
debt, or income level, but if the loans are subsidized this will increase
the cost of the loau scheme to the government.

The problem of default, which is widely discussed by critics of
student loans has not proved serious in Sweden, but among some students it
has proved a serious problem in the USA. The problem has been well-
publicised, which has helped to reduce confidence in student loans as a
financing mechanism, but in fact since 1977 default rates have been
reduced by a series of vigorous govérnment campaigns to improve . collection
procedures, and far more attention is now being paid to the problem of
default, for example identifying particular institutions where default
rates are high. In 1978, for example, the outstanding amount on NDSLP
loans in default, as a percentage of total outstanding debt, varied from
14 per cent in private universities to nearly 35 per cent in public, two
year colleges. A study of causes of default showed that 'students
attending 100 or 80 institutions account for more than half of all
defaults... concentrating efforts at these institutions.... could lead to
significant reductions in the default rate". (Hauptman in Rice, (Ed) 1977).

Although default rates do pose a problem in the USA this problem
is by no means insoluble. If, instead of emphasising problems of
defaulters, American student loan administrators stressed that "currently
approximately 93 per cent of all GSLP leans that have entered repayment
etatus are either in repayment or have been fully paid off" (Congressional
Budget Office, 1980), it might increase confidence in loans as a financing
mechanism. The Swedish experience also shows that if low— income earners
are automatically allowed to postpone repayment, the number of actual
defaulters 1is very low.

THE EFFECT OF LOANS ON EQUALITY OF OPPORTUNITY.

Research on the effects of student aid on equality of opportunity
in higher education in developed countries suggests that neither grants or
loans have had as much effect on widening opportunities, as was hoped when
the schemes were introduced. American research concludes either that "loan
programs have made only a modest contribution towards the goal of equal

enrolment rates” (Hartman 1971) or more recently 'the expangion of federal
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TABLE 2.1

Example of Repayment of Student Loans in Sweden, 1981

S.Kr

Total Total 'Ad justment Total
Year debt Annual debt Index 31st

Ist Payment after Increase December

January payment 3.2%
1. 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 14,4756 463 14,939
19. 14,939 7,479 7,460 239 7,699
20. 7,699 7,699 0 0 0

116, 320 31,484

Source: Central Study Assistance Committee (Sweden)
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TABLE 2.2

ALTERNATIVE RFPAYMENT SCHEDULES FOR GSLP LOANS, USA, 1982

Total
Loan ~
Amount

Maximum
Term
(in months)

First
Payment

Midpoint
Payment

$5,000 Option ! (Level)

Option 2
(Graduated)

Option 3
(Accelerated)

$10,000 Option 1 (Level)

Option 2
(Graduated)

Option 3
(Accelerated)

$15,000 Option 1 (Level)

Option 2
(Graduated)

Option 3
(Accelerated)

$20,000 Option 1- (Level)

Option 2
(Graduated)

Option 3
(Accelerated)

Source: Sallie Mae (USA)
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financial aid programs and their targeting towards youth from lower income
and lower status families did not alter to any appreciable degree the
composition of the post-secondary education students or college enrollment
expectations... over the 1970's.... We are forced to conclude that student
financial aid simply operated as a transfer program — that by substituting
public for private funds it reduced the fi-ancial burden of college for
parents and students without inducing additional enrolments, or even
changing the mix of present enrollments". (Lee Hansen 1982).

Opponents of loans argue that grants are more effective in
encouraging participation by low-income students but in Canada the Task-
Force on Student Aid observed that "There is growing, but not conclusive,
evidence that the form which the aid takes may not be especially important
in increasing participation of students from lower income -
families.....loans are likely to be almost as effective in this respect ‘as
grants". (Council of Ministers, Canada, 1980).

One reason why neither loans nor grants have had as much impact
on equality of opportunity as was hoped is that the barriers to access are
frequently at the secondary level, rather than at the point of entry to
higher education. This is why in Sweden, for example, the student aid
system is giving greater priority to grants for secondary school pupils,
and providing loans for students in higher education.

It is even more true in developing countries that financial
barriers to access are often more important at the secondary level than in
higher education itself, which is why various proposals have been made for
greater use of loans in higher education, since loans can free resources
for primary and secondary education.

ATTITUDES TOWARDS LOANS.

Critics of loans frequently argue that they will be unpopular
with students, who will be unwilling to go into debt to pay for education.
Obviously, the attitude of students depends partly on whether loans
represent an extension or a reduction of financial aid and subsidy.
However, in developed countries there is no evidence of reluctance to
borrow. In the USA, when the first loan scheme was introduced, ''the idea
that students would'nt borrow was accepted as gospel. One reason was
undoubtedly that few going to college had 2ver been asked or expected to
borrow. No-one had promoted or publicized loans as a device for financing
education". Yet-the response was the "astonishing eagerness of students to
borrow", which has continued to this day. (Morse in Rice (Ed) 1977, p.6
and 11).

Surveys in Canada and Sweden, where loan schemes are well
established, show that they are popular with students, and in Canada a
survey of students showed that 84 per cent preferred a combination of
loans and grants, or loans alone, rather than a system based entirely on
grants. (Council of Ministers, Canada 1980).

The president of the Swedish National Union of Students in 1980
said "The great majority of Swedish students want to maintain the loan
gsystem, we think it works very well... we see education as an investment

in our own future, and its only natural that we should pay for that
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investment ourselves' (Woodhall 1982)

THE LESSONS FOR DEVELOPING COUNTRIES

The first, obvious lesson from the experience of developed
countries is that loan schemes can be made to work successfully. They are
not without problems, for example inflation and rising interest rates have
driven up the costs of loans, both for governments and for borrowers, and
default rates are sometimes uncomfortably high. Yet experience shows that
these problems can be solved. Perhaps the greatest danger is
underestimation of the costs of loans particularly if eligibility for loan
subsidies is not strictly limited.

One advantage of loans is that they offer a more flexible system
of student aid than grants alone, since the level of subsidy, the period
and terms of repayment can all be adjusted, in the light of efficiency or
equity objectives. Recent attempts to make repayment terms more flexible,
for example by providing incentives for completing a course in below-
average time, in Germany, by providing safeguards for low-earners in
Sweden, or by offering a choice of repayment terms to students with large
debts in the USA all emphasise the potential flexibility of loans as a
financing mechanism.

Experience in developed countries shows, all too clearly, the
dangers of open-ended committments, whether in providing mandatory grants,
as in the UK, or subsidised loans as in the USA. There is a growing
realisation that financial constraints make it necessary for governments
to be more selective in student aid policy. This, too, is a valuable
lesson for developing countries. Student Loans allow governments to
subsidise more students with a given budget, because today's students will
eventually contribute to the cost of educating the students of tomorrow.

However, there is a clear lesson about the potential savings of
introducing student loans. Experience with loan schemes show that there
are no quick savings to be gained from introducing loans. This would be
true evean if loans were accompanied by the introduction of fees, since it
takes many years for loan repayments to build up sufficiently to
contribute substantial revenue. However, long-run savings should not be
despised because there are no short-run benefits. Calculations in Canada,
reproduced in Table 2.3 show clearly that there will be long-run savings
if loans are used, rather than grants. Loan repayments already contribute
a quarter of Sweden's student aid budget, which reduces the burden on
public funds.

American experience also shows that in a developed country the
commercial banking system can contribute significantly to the funding of
student loans, thus reducing the burden on public funds, although the
successful participation of commercial banks in the U.S. does entail
substantial public subsidies, which have been underestimated in the past.
Whether or not commercial banks can play a significant part in developing
countries will be examined in the following sections of the paper.

Many observers believe that loans are more equitable as a means
of financing higher education in developed countries, than a system of

grants which transfer purchasing power from taxpayers to those who, in the
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TABLE 2.3

ESTIMATED COSTS OF ALTERNATIVE COMBINATIONS OF
GRANTS AND LOANS, CANADA, 1981-82

Estimated Costs as a
cost per cent of
1981-82 present
Program mix $ Canadian mix
1979-80 mix of loans and grants 400, 000,000 100
1002 loans 215,000,000 54
75% loans/25% grants 335,000,000 84
50% loan/50% grants 455, 000,000 114
25% loan/75% grants 575,000,000 144
1002 grant 690, 000, 000 173
First $1000 of need is a loan and
remainder is 75% loan, 25% grant 330,000,000 83
First $1000 of need is a loan and
remainder is 50% loan, 50% grant 445,000,000 111
First $1000 of need is a loan and
remainder 25% loan, 75% grant 535,000,000 134
First $1000 is grant and remainder
is 75% grant, 25% loan 575,000,000 144
First $1000 is a grant and ’
remainder is 50% grant, 50% loan 465,000,000 116
First $1000 is a grant and
remainder is 25% grant, 752 loan 375,000,000 94

Source: Council of Minister, Canada 1980, p.136
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future, will have higher than average earnings as a result of their
education.

Students in universities are likely, in any case, to come from
upper income families. Blaug for example, argues that in the UK "it is
fair to say that alwost half of the grants system Simply gives to those
who already have. There is nothing wrong with this if we really believe
in supporting an educational elite. But to defend grants in higher
education on grounds of social equality is a monstrous perversion of the
truth. (Blaug, 1972, p.296). Experience in developed countries suggests
that if governments really want to promote equality of opportunity in high
educatiou they must break down financial barriers at the secondary level.
At the university level, /loans appear to be as effective as grants, and
are more equitable in terms of income redistribution.

The final judgement on student loans in developed countries can
perhaps be summed up by the conclusion of the U.S. House of
Representatives Committee on Education and Labor : "The student loan
program is not an unmixed tlessing, nor an entirely unmitigated evil...
In today's fiscal and educational policy circumstances, loans are needed.
Our task is to so improve the structure of the existing program as to
maximise its service to studznts and minimise the possibility of abuse"
(Rice 1977).
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SECTION III

EDUCATIONAL CREDIT IN LATIN AMERICA AND THE CARIBBEAN

The idea of educational credit in Latin America was first
developed in Colombia, by Dr. Gabriel Betancur Mejia, who wrote a thesis
in 1943, on a "Project for the Creation of a Colombian Institute for
Advanced Training Abroad', as a result of his own experience in borrowing
in order to finance his postgraduate education in the USA. Acting on this
idea, Betancur established, in 1950, an institution in Colombia which
still bears that name, Institutc Colombiano de Credito Educativo y
Estudios Tecnicos en el Exterior (ICETEX), although since the mid 1960's
it has provided loans for study in Colombia as well as abroad. Table 3.1.
shows how ICTEX has developed since its first loans were awarded in 1953,

One survey of student loan institutions in developing countries
conc ludes that "the idea of national credit institutions is indigenous to
Latin America - an original answer to a genuine national problem"
(Dominguez 1973, p.41). Whether or not this is true, student loan
institutions - called educational credit institutions throughout Latin
America ~ have multiplied more rapidly in Latin America and the Caribbean
during the 1960's and 1970's than in any other region. By 1978 there were
national loan institutions in at least eighteen countries in Latin America
and the Caribbean, as well as a small Pan-American fund, administered by
the Oganisation of American States (0AS) and a Student Loan Scheme,

established by the Caribbean Development Bank for eleven small Caribbean
countries.

Student loan programs now exist in the following countries:-—

1. Argentina,

2. Bolivia.

3. Barbados.

4, Brazil.

5. Colombia.

6. Costa Rica.

7. Chile.

8. Ecuador.

9. El Salvador.

10. Honduras.

11. Jamaica.

12. Mexico.

13. ‘Nicaragua.

14, Panama.

15. Peru.

16. Dominican Republic.
17. Trinidad and Tobago.
18. Venezuela.

Many countries have established a national student loan
institution, to provide and administer loans, and many of these have been
partially funded by international agencies, particularly IDB, and AID.
Another important form of international co-operation was the
establishment, in 1969, of the Pan-American Association of Educational

Credit Associatons (APICE) whose aims are "to foster the development of
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TABLE 3.1

GROWTH OF ICETEX, 1953-1981

No OF STUDENT LOANS AWARDED

For Study Abroad For Study in Colombia

1953 74 -

1958 217 177
1963 277 907
1968 751 3,780
1973 280 ‘ 14,145
1978 741 21,639
1981 619 26,371

Source: ICETEX,Informe de Labores 198l.
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national and international systems for the financing of higher education
using the student loan model, with the participation of the public and
private sectors of the economy, in order to provide equality of
opportunities to students, so that they can contribute to the cultural,
economic and social transformation of their respective countries'. (APICE
1981). In addition to providing technical assistance to student loan
institutions APICE holds a Pan-American Congress on Educational Credlit
every two years, technical seminars to help with the training of

institution stafif and organises the exchange of information on educational
credit.

There are also a number of private loan schemes, for example in
Brazil there are loan programs run by trade unions and commercial banks,
as we:l as a national fund, and several Mexican universities and the
Catholic University in Chile run their own loan schemes,

Some of these loan institutions produce regular reports and APICE
publishes an Information Bulletin,Journal and a Bibliography, all in
Spanish. There have been a number of surveys of student loan schemes in
Latn America, for example, Rogers (March 1971 and February 1972),
Dominguez (1973} Herrick et al (1974), IDR (1976), Arbelaez (in Brodersohn
and Sanjurjo 1978) and UNESCO (1979). Many of these are in English, but
some information is available only in Spanish or Portugese.

This section draws on all these sources, in order to give a
general picture of the experience with student loans in Latin America and
the Caribbean, and an evaluation of this experience is provided in Section
V. More detailed information on student loans in particular countries 1s
given in many of the publications listed in the bibliogrsphy. Appendix 1
gives a summary table, which outlines the main characteristics of the
student loan institutions in sixteen Latin Ameican countries in 1978.

All the loan programs share similar aims, although there are
differences in emphasis in diffevent countries. The main objectives of
all the loan schemes are:-

(1) To provide continuing source of finance for higher
education.

(2) To contribute to national cevelopment by encouraging
investment in education to fulfil manpower needs.

(3 To rromote ecuality of opportunity, by making it possible
for poor students to finance their own education and pay
for it, later, out of their enhanced earnings.

A recent summary of the idea of educational credit in Latin
America for example, justified it on the following grounds:-

(1) "Educated persons are the foundation for the social and
economic development of a country".,

(2 "Due to the inability of many governments and of students
themselves to finance their education, particularly at the

university level, because of increasing enrollment as well

’
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as the rising cost of educaticn, it is believed that the
ostablishment of the loan program would not only make
funds more readily accessible to needy students, but also
more socially equitable.

(3) "Educational credit can be converted into a long-range
mechanism for securing the financing for and regulation of
certain levels and types of technical and professional
training".

(Ocampo 1982)

Educational credit is provided both for tuition costs (including
fees where they are charged) and maintenance costs. Loans are given both
for study within a country or study abroad, in most cases. In some
countries, education credit institutions are solely concerned with student
loans, while in other cases their functions include administration of
other financial aid programs, such as scholarships and fellowehips, in
several cases, and fi2e schcol-meals in Brazil. Some also carxry out
reczearch. Certain programs are more concerned with manpowr needs, while
ccthers emphasise the equity argument, but all are concerneud to meet the
need for a long-rin financing mechanism which does not impose too heavy a
burden on government funds.

»

THE SCALE OF STUDENT LOAN PROGRAMS

The size of the programs varies considerably from a few hundred
loans a year vo many thousand. Table 3.2 shows the number of loans awarded
between 1976 and 1978 by the main educational credit imstitutioms in
Brazil, Colombia, Ecuador, Panama and Venezuela, together with the number
of students in 1978. This shows that both in terms of the number of loans
and the proportion of students assisted, the programs in Brazil and
Colombia are far bigger than the other three. Table 3.3 shows the number
of loans awarded in 1981 by the Student TLoad Scheme of the Caribbean
Development Bank. ' ‘

Jallade estimatzd that between 1969 and 1974, about ten per cent
of all students in Coiombia were able to finance their studies by means of
loans, while Kausel, (in IDB 1978) calculateg that in 1975 about 8 per
cent of all students in Colombia received ICETEX loans. This is higher
than the proportion aided by Educredito in Venezuela, or Honduras where
only about 2 per cent receive loans, according to Walter Ross (in IDB
1978); on the other hand he states that 26 per cent of the university
population in Jamaica obtain loans.

To give an idea of the entire scale of educational credit in
Latin America, and its very rapid increase in recent years, Table 3.4
shows the total number of outstanding loans in 16 “.atin American countries
in 1978, and Table 3.5 shows the total amount of outstanding debt (in US$)
and the proportion of debt that was in the process of being repaid,
compared with the proportion of loans that had not yet reached repayment
status in 1578.

This shows how relatively recent much of the educational credit
.in Latin Amer;ca is. In Honduras wore than half and in Colombia and

- Bolivia amost a half cf all outstanding debts are in the process of being
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TABLE 3.2

NUMBER OF STUDENT LOANS AWARDED IN BRAZIL, COLOMRBIA,

ECUADOR, PANAMA & VENEZUELA 1976-8

Country Total No. of Students No. of Students Eeceiving
in Higher Education, 1978 Loans 1976-8

Brazil 1,251,116 388,415

(FNDE)

Colombia 211, 302 56,422

(ICETEX)

Ecuador 235,274 14,271

IECE)

P anama 34,302 4,502

(IFARHU)

Venezuela 282,074 ) 2,202

(Educredito) *

-

Source: (1) UNESCO Statistical Yearbook 1981
(2) UNESCO 1979
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° TABLE 3.3

STUDENT LOAN SCHEME OF THE CARIBBEAN DEVELOPMENT BANK, 1981

COUNTRY Student Loans Awarded
No. $
Antigua | 79 . 318
Belize 69 337
British Virgin Islands 39 107
Cayman Islands 22 129
Dominica 123 323
Grenada | mo 174
Montserrat 15 32
St. Kitrs/Nevis 24 -
St. Lucia 256 550

St. Vincent -98 ‘ 406

Turks and Caicos - -

Source: Caribbean Development Bank
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TABLE 3.4

TOTAL NUMBER OF OUTSTANDING STUDENT LOANS, LATIN AMERICA 1978

Country \ Total Loans awarded
exclgéing loans already
repaid

Argentina (INCE) 1,400

Bolivia (CIDEP) 476

Brazil: (APLUB) 3,084

(Caixa Economica Federal) 354,588

Colombia (ICETEX) . 53,865

Costa Rica (CONAPE) 1,286

Chile (Catholic University) 1,982

Ecuador (IECE) ‘ 15,803

E1 Salvador (Educredito) | 2,350

Honduras (Educredito) 1,740

Jamaica (Students' Loan Bureau) 6,875

Nicaragua (Educredito) 630

Panama (IFARHU) ' 5,800

Peru (INABEC) 274

Dominican Republic (FCE) 10,097

Venezuela (Educredito) 2,866

(S.ACUEDO) 2,770

Source: APICE Viii Congresso Pan Americano de Credito Educativo, 1979.
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TABLE 3.5
PROPORTION OF OUSTANDING STUDENT LOANS DUE FOR REPAYMENT

LATIN AMERICA 1978

Country % of Loans
Due for Repayment. Not yet Due

Argentina (INCE) 14,2 _ 85.7
Bolivia (CIDEP) 46.4 53.6
Brazil (APLUB) 37.7 . 62.2
(Caixa Sconomica Federal) 3.0 97.0
Colombia (ICETEX) 44.3 55.6
Costa Rica (CONAPE) 3.4 96.5
Chile (Catholic University) 46.4 53.7
Ecuador (IECE) 24.4 75.5
El Salvador (Educredito) 43.0 57.0
Honduras (Educredito) 52.8 47.1
Jamaica (Students' Loan Bureau) 33.3 . 66.6
Mexico (Bank of Mexico) 71.5 28.4
Nicaragua (Educredito) 47.1 52.9
Panama (IFARHU) 36.7 63.2
Peru (INABEC) 52.5 47.4
Dominican Republic (FCE) 82.7 17.3
Venezuela (Educredito) 36.8 63.1

(SACUEDO) 7.2 92.7

Source: APICE (As Table 3.4)
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repaid, whereas in Brazil and Costa Rica it is only 3 per cent. This
makes it very diffiuclt to evaluate the more recent schemes in terms of
repayment and default rates, since such a large proportion of their loans
have not yet reached repayment stage.

AuriINISTRATION OF EDUCATIONAL CREDIT INSTITUTIONS

There is no general pattern of administration. Some of the
student loan institutions, such as ICETEX in Colombia, the Instituto
Nacional de Credit Educativo (INCE) in Argentina, the Fondo Nacional de
Desarrollo de la Educacion (FNDE) in Brazil are public institutioms,
established as autonomous agencies. Educredito in Honduras was established
as a private, non-profit imstitution in 1968, but became an autonomous
public institute in 1976, whereas Educredito in Venezuela is still a
private institution. In some countries, however, student loan programs
are administered within national banks, for example in Mexico, a student
loan fund is administered by the Bank of Mexico, on the basis of an
agreement between the Bank and the Federal government of Mexico, and
similarly in Jamaica, the Student Loan Fund is administered by the Bank of
Jamaica.

There are also numerous private loan institutions. In Brazil
there is a private, non-profit institution, set up by a trade union, the
Associacao dos Profissionais Liberais Universitarios de Brasil (APLUB),
which administers the APLUB Foundation for Educational Credit, and there
is a semi-independent agency, within the Ministry of Labor and Social
Security which provides loans and scholarships to the dependents of trade
union members (PEBE)

There are also private loan funds administered by individual
universities, for example the Catholic University in Chile and Sociedad
Administradora de Credito Educativo para la Universidad de Oriente
(SACUEDO) in Venezuela. In Costa Rica there is a fund, Departmento de
Formento Nacional de Prestamos para Educacion (FONAPE) which is
administered by a commercial bank.

Thus there are considerable variations in the formal structure of
loan institutions in Latin America, and this is matched by considerable
differences in the way they are funded.

THE FINANCING OF STUDENT LOANS

In most of the national educational credit programs government 1is
a major source of funds, but in some cases the finance comes from general
government revenue, in others there are ear-marked taxes for educational
credit. Many of the institutions have received loans from IBD or AID, but
in such cases the national government is required to contribute to the
financing through matching funds, or in some other way. Central or
commercial banks are a major source of funds in Costa Rica, Mexico,
Colombia and Jamaica. There are also a number of non-traditional sources
of funds, including national lotteries. Private donations are significant
in some ccunries, and these are often encouraged by governments through
fiscal incentives. '

Finally, loan repayments provide some of the finance though the

14
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proportion va-ies, and is.very small in some of the newer institutions.
Kausel (in IDB 1978) suggests that even in the case of ICETEX, the oldest
institution in Latin America, repayments of past loans did not amount to
more than 6 per cent of total income in 1978 whereas Dr. Gabriel Betancur
Mejia, the founder of ICETEX states that the proportion is about 20 per
cent (Betancur, shown in Table 3.6.)

Table 3.6 shows that the major source of finance for ICETEX is
the government, followed by loans from commercial banks, which, as a
result of a resolution of the Central Bank are authorised to make re-
discountable loans to ICETEX at only 2 per cent interest {Jallade 1974).
In addition, ICETEX administers funds for private ami public enterprises,
and uses this money to finance loans for professional and technical
training.

In Argentina, INCE. receives half its funds from the.government
and half from commercial banks. In Brazil national lotteries contribute
to the financing of two loan funds, administered by FNDE and by the
Federal Savings Bank (Caixa Economica Federal), and the state-owned oil
company, Petroleo Brasileiro, also contributes to their financing. 011
revenues are also an important source of finance in Ecuador, where a pay-
roll tax also contributes to Instituto Ecuatoriano de Credito Educativo
(IEC), while in El Salvador there is a loan fund financed entirely by the
Central Bank.

Rogers, surveying Latin American student loan programs in 1972
pointed out "For several of the student loan programs the financial
picture is dominated by loans from internaticnal aid agencies"” (Rogers,
February 1972, p.20). Barbados, Colombia, Costa Rica, Dominican Republic,
Honduras, Jamaica, Panama, Trinidad and Tobago have all received loans
from AID or IDB and their role will be examined in Section VI.

One lesson from this great variety of financing patterns for
educational credit institutions in Latin America is that many of them have
been able to exploit non-traditional sources of revenue, including private
contributions, such as donations, loans from commercial banks, national
lotteries and other public and private sources. Many countries use pay-
roll taxes to finance technical and vocational educaton, for example

-gentina (CONET), Brazil (SENAI), Colombia (SENA), Ecuador (SECAP),
Guatemala (INTECAP), Honduras (INFOP), Paraguay (SNPP), Peru (SENATI), and
Venezuela (INCE). (Brodersohn in IDB, 1978). Some of these taxes are used
to finance loans for technical education, but the bulk of this money goes
to direct grants for institutions carrying out vocational training. The
study by Herrick et al (1974) lists the following sources of funds for
educational credit insitutions: :

Source Used by
Regular contributions from government Colombia, Agentina, Dominican
budget. Republic
Loans from government Honduras
External loans Brazil, Colombia, Dominican

Republic, Honduras, Nicaragua,

15
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TABLE 3.6

SOURCES OF FINANCE FOR ICETEX, 1979

Source Income $(000) [¢3)
Government Budget. 236,340 32.6
Administration of Enterprise

Funds. 132,752 18.3
Bank Loans 140,090 19.3
Central Bank 35,156 4.9
1DB 34,000 4,7
Loan Repayments 146,832 20,2
TOTAL . 725,080 100.0

Source: Betancur Meija, G.




O

ERIC

Aruitoxt provided by Eic:

- 40 -

Source
External loans ‘
Special government grants.
Discounted bank loans

Fees for administration of particular
programs and other services.

Income from short-term Investments.
Interest and repayments on student
loans.

Private donations.

Allocation of oil revenues

Compulsory payroll deduction matched
by government contribution

Used by

Panama and Peru

Dominican Republic.

Colombia, Argentina

Colombia, Dominican Republic.
Colombia, Dominican Republic,
Honduras.

All (interest is at subsidized
rates)

Many
Fcuador
Panama

(Herrick et.at. 1974, p.23)

However, none of the institutions is yet able to rely o.u past
loan repayments for a substantial part of its funds. Herrick et.sl. (1974)
concludes, on the basis of the early experience of many institutons:

"The creation of a revolving student loan fund - that is, one
that can sustain a given annual level of lending to studeats from
its own resources (consisting of interest and principle , vments
on prior loans and other regular sources of income %0 cover
administrative costs) requires between 10 and 20 j2ars. Education
credit institutions and their external supporters in the - st
have projected achievement of a revolving fi-id capabilit sithin
five to ten years, but experience shows tha~ longer pe ds may

be required.

The experience of the oldest, largest and mos! successful
programe, ICETEX in Colombia, shows continually increasing
government subsidies with no predictable end in sight, Although
the original program of foreign study loans nas becen reduced,
ICETEX has been given new responsibilities for higher levels of
student credit, secondary school scholarships snd execution of
international donors' programs, and has required larger infusions
of government funds. To the extent that these requirements
represent a shift from government grant programs to expanding
revolving loan programs or represent policies to foster greater
social equity in educatonal benefits, this lack of self-
sufficiency should be acceptable. A conclusion from this example
may well be, however, that the more successful an Educetional

Credit Imstitution is, the less likely it is to become
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self-sufficient for an indeterminate time'.
(Herrick et al. 1974 pp. 24-5)

Similar conclusions are drawn by many of the other surveys
of Latin American experience: "Practical experience in Latin America
indicates that so far the objective of a self-financing student loan fund
has not been attained because the lending institutions are continually in
need of infusions of government capital." (Brodersohn in IDB, 1978, p.
163) "There is not much likelihood of student loan funds becoming entirely
self-sufficient, as the period of full loan recovery set in, unless
additional financing is provided".{IDB 197)

The extent of the problem is shown by Table 3.8, which shows
income from loan repayments in 15 institutions in 1978, compared with the
total outstanding debt. In most cases loan repayments represented less
than 10 per cent of total debt, and even in the case of the oldest, ICETEX
it is only 14 per cent. Only in Brazil (APLUB), Honduras and Peru is it
higher. One reason for this is the rapid escalation of educational credit
in recent years, but another, of course, is the fact that,all the student
loan programs provide subsidies in the form of low interest sales, as well
as long repayment periuds and other generous repayment terms.

REPAYMENT TERMS

There are considerable differences in the length of repayment
period of student loans in Latin America as well as in other repayment
terms. These are summarised in Table 3.7. In some cases for example INCE
in Argentina, the loan must be paid back in the same period of time as the
student's borrowing period, while other programs, for example SACUEDO in
Venezuela allow double the borrowing period, or three times in the
Dominican Republic. Where a specific period of time is laid down, it
ranges from 2 years in Peru (INABEC) and 4 years in some private programs
in Mexico to 15 years in the case of Panama (IFARHU).

All the loan programws allow a grace period before repayment must
commence, usuglly 6 wiaths or & year, In some cases it is possible for
borrowers to postpone iepayments., or renegotiate repayment terms, if they
are in financial Jdifficulties, dus 1> Illness or unemployment, for
example, but in no case is this auroratic as in Sweden.

The method of wmak.cy vepayments varies. In most cases borrowers
are irequired to pay througl. daiks, 3¢ to send payments directly to the
loan institutions, but in sas-: caz:s deductions may be made from
employees' salaries by either pulilic or private employers, for example
ICETEX is authorised to require this, in some cases.

Interest rates vary between countries, but are invariably below
market rates of interest, and usually below the central bank discount
rate. Dominguez (1973) found that in 1972 the interest rate on student
loans in seven Latin American countries was about 2 per cent below central
bank discount rates. A survey by IDB (1976) showed that in Jamaica, for
example, the interest on student loans in 1972-3 was 6 per cent in 1972-
73, vhen the central bank rate was 8.4 per cent and the annual rate of

inflation was 10.8 per cent. Similarly, in Trinidad and Tobago interest on
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TABLE 3.7

REPAYMENTS OF STUDENT LOANS AS A % OF TOTAL OUTSTANDING

N /fal  DEBTS, LATIN AMERICA, 1978
Bolivia (CIDEP) 8
Brazil (APLUB) 21
(Caixa Economica Federal) 1
Colombia (ICETEX) 14
Costa Rica (CONAPE) N 0.2
Chile (Catholic University) 7
Ecuador (l50%; 8
El Salvador (Educredito) 8
Honduras (Educredito) . 16
Jamaica (Students' Loan Bureau) 0.5
Mexico (Bank of Mexico) 12
Nicavagua (Educredito) 9
Panama (IFARHU) 6

~ Peru (INABEC) ~48
Dominican Republic (FCE) 13
Venezuela (Educredito) 9

(SACUEDO) 2

Source: AsS Table 3.4
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TABLE 3.8

REPAYMENT TERMS OF STUDENT LOANS, LATIN AMERICA 1978

Interest Length Grace
(1) - ¢2) of Period

During During Repayment

Study Repayment
‘Argentina Linked to cost of living éame as borrowing 12 months

and Bank Rate.
Bolivia 5% 5-15% Max. 10 years. 3 months
Brazil 5% 10% Same as borrowing 6-12 months
(APLUB)
(Caixa 12%+ 12%+ variable 12 months
Economica
Federal)
Colombia 3-147% 6-16% variable 3-6 months
(ICETEX)
Costa Rica 6-8% 6-8% ? 2-6 months
Chile Linked to cost of living 6 years 12 months
(Catholic
University)
Ecuador variable 6 years variable
Honduras 8% 8% 8 years 3-6 months
Jamaica 6% 6% 9 years 12 months '
Mexico - - 7 years 12 months
(Bank of 2%
Mexico)
Nicaragua 3% 6% ? 12 months
Paname - 5% 15 years ?
Dominican 122 122 3 x borrowing variable
Republic
Venezuela
(Educredito) 8% variable 6 months
(SACUEDO) 3-8% 3-82 2 x borrowing 6-12 months
Source: As Table 3.4
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student loans was 5 per cent when bank rate averaged 8.2 per cent and
inflagion 12 pr cent,

Thus, the real rste of interest on student loans was negative,
and student borrowers were receiving a substantial subsidy. As already
shown in Table 1.2, Rogers calculated that this subsidy represented
between 14 and 31 per cent of the value of the loan in Henduras, Panama
and Mexico if the real interest rate in the economy was 8 per cent and
between 39 and 61 per cent if the real interest rate were 16 per cent.
(Rogers February 1972). In other words, according to this calculation
about a quarter to a half of each loan is in fact a grant.

Since these estimates were made, both inflation and interest
rates have risen markedly in Latin America. Interest rates on student
loans have also risen, but are still well below market rates. In 1978,
panama ( IFARHU), Nicaragua (Educredito) and Jamaica were still charging 5
or 6 per cent, but Mexico (Bank of Mexico), Honduras (Educredito) charged
8 per cent and ICETEX charged between 6 and 16 per cent, according to the
length of repayment period.

In Chile, the amount to be repaid was linked with the consumer
price index, as was the case in Sweden until 1975. Several countr’es
charge higher rates of interest to defaulters, and Ecuador and Venezuela
(SACUEDO) provide an incentive to borrowers to repay their loans quickly,
by charging lower interest in such cases.

Most loan programs require borrowers to provide a personal
guarantee. In some cases borrowers must promise to work in a particular
occupation, or region, after completing their studies, and those who get a
loan for study abroad must promise to rez;gn to work in their own country.
For example, the Studert Loan Fund run in/Dominica, with assistance from
the Caribbean Development Bank states "Lf the applicant is in the public
gservice or teaching service, he must, after completing his studies
undertake to work at least five years in such gervice, if the course of
study is for a period of one year or more. In all other cases, the
applicant must undertake to work, after completing his studies for at
least three years in any of the less developed member states of the bank".
(Dominica Agricultural and Industrial Development Bank).

THE COST OF ADMINISTERING STUDENT LOANS

There is very little information about the costs of administering
student loans in Latin America. The only study to examine this question in
detail is Herrick et al. (1974} which concludes:

"The recent experience of several institutions shows a range of

from 12 to 23 per cent for strictly administrative costs

expressed as a percentage of total annual outlay. It seems
reasonable to expect, however, that good management in an
established institution can keep these costs down to 10 to 15 per
cent", :
(Herrick et al. 1974, p.27)

This study gives various examples of operating and administrative
costs which suggest that several institutions spend about 12 per cent of

91
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their total expenditure on administrative costs. ICETEX of Colombia and
INCE of Argentina both spent about 12 per cent of their total 1972
expenditure on administration and Educredito in Honuras spent 12 per cent
in 1971, but incurred extra expenditure in 1972 which increased the
percentage to 17 per cent, and similarly, in Ecuador, IECE incurred high
start-up costs, but projected 12 per cent by 1977. (Herrick et al. 1974)
However, it was pointed out that administrative costs tend to be
proportionately higher for growing institutions, and several countries
predict z fall in administrative costs due to economies of scale.

In the case of a recent project evaluation by AID of a loan to
the Fundacion de Credito Educativo (FCE) in the Dominican Republic, the
assumption w' made that the costs of administering student loans would be
DR$80 a year, which is about 5 to 8 per cent of the average loan which
will be made available, of $1,000 to $1,500 per student. The project
assessument suggests that this figure will not vary with the size of a
loan, nor with the total number of loans: "It may be that there are
certain fixed costs (space rented or top management time) which do not
increase with the size of the portfolio. However, it appears that most of
FCE's costs are incurred in the physical processing of papers which are
probably directly proportionate to the number of loans'. (AID 1981, p.67)

The costs of administration depend very lergely on the costs of
collection and critics of student loans argue that the high costs of debt
collection will drastically reduce the potential of student loans as a
cost recovery mechanism. The cost of collection depend, very largely on
the rate of default on student loans.

DEFAULT ON STUDENT LOANS

Because, as we have already seen, in Table 3.5, the proportion of
student loans that have not yet become due for repayment is so high in
many countries it is difficult to find reliable evidence on the extent of
default in Latin America. Many individuals, particularly opponents of
loans, refer to high rates of default, and some countries have experienced
high default rates, but this is by no means a universal problem.

A review of IDB experience with loans to educational credit
institutions suggest that the problem of defaults has proved serious in
some Caribbean countries, (Ibacache 1978); the report quotes figures for
Trinidad and Tobago which show that 67 per cent of the borrowers who had
begun to repay their loans were late in their installments, and c¢laims
that the rate of defaults hed fallen in Jamaica, but had previously been
50 per cent. ! -

On the bYasis of this experience IDB now requires educational
credit institutions to limit repayment installments to no more than 10 per
cent of a borrowers' earnings, in/ the belief that this 1s the maximum
feasibte level of installments, any higher leading inevitably to default.
This figure of 10 per cent of earnings is widely quoted as being the
maximum level of repayments that should be demanded. Dominguez (1973)
discusses the question of the maximum level of repayments at some length.
He quotes American students who regard &4 per cent of income as the maximum
they would be able to pay, Mit suggests "Students in developing countries,

perhaps ought to be willing .% accept a higher percentage' (Domingez 1973,
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p.145). On the other hand he regards 15 per cent as clearly unacceptable
and supports Daniere (1964) in his belief that about 6.4 per ceat of gross
inzome or 7.5.per cent ofsdisposable income (after tax and other legal
deductions) represents "a socially acceptable ceiling".

Herrick et al (1974) examined default rates in Latin America and
found considerable variety. In the case of Colombig, the study reports
that ICETEX had an average 5 per cent annual loss, due to defaults between

1953 and 1968 and concludes "Considering the length of experience, histor
> y

of good management and breadth of program of ICETEX this example
illustrates probably the lowest rate of loss that can be expected. A rate
of 10 per cent might not be unreasonable for any institution". (Herrick
et.al. 1974, p.31) -

Oth€T examples quoted in this study are Honduras where the
collection/experience of Educredito is described as good "and it has been
found that(&ower-income students have the better repayment records'. On
the other hand, the study quotes FCE, in the Dominican Republic as an
example of an institution with severe collection problems. "FQ§ took over
the portf011o of a predecessor organization, sponsored by the’ government
which had a very poor record of collection and had not succeeded in
persuading recipients of credit that loans were indeed expected to be paid
back. FCE believes that it has created some change in attitude. Borrowers
on the whole understand the concept of an education loan, and the majoricy
of them are making payments, though not necessagily on schedule.
Collection of payments due, however, remains a pressing current problem
for FCE." '

(Herrick et al. 1974, p.29)

However, more recently, the AID report on the Dominican repu