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EXECUTIVE SUMMARY

Accelerated Inflation and a Financial Gap

Recent inflation in college tuition fees has caused concern. Nation-

wide, tuition has risen during the 1980s at double the general inflation rate and

faster than income. This is a significant speedup from the 1970s, and there is

fear about the consequences:

Students kLcreasingly are emerging from college heavily in debt;
their indebtedness is four times greater tnan a decade ago.

The loan burden is an economic problem in itself, but the problem may
be compounded by the effect it has on selections of college majors- -
students may avoid fields in which first jobs do not offer high
salaries.

The quality of instruction may be in jeopardy, as college administra-
tors try to cut costs.

There may be less aid available for the neediest stuuents.

Recent federal changes add to the fear. The 1986 tax reform reduced the deduct-

ibility of interest paid on student loans and incentives for charitable contribu-

tions, through which independent colleges, especially, obtain revenues. Federal

grants cover a declining pgrcentage of college costs, and federal loan programs

are becoming even more predominant.

New York State's support of higher education through appropriations for

institutions and students has been pioneering and 14rge. Its student aid consti-

tutes more than one-fourth of the total amount of student aid given by all the

states. Despite the State's relatively massive effort, however, the amount of

assistance New York's collegians receive from the State is only about one-fourth

of the amount they receive from the federal government. It's understandable,

then, that the recent changes in federal policy and appropriations have buffeted

colleges, students and families even more than could most changes the State might

make.
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At the public colleges, State assistance has escalated in reasonable

proportion to cost increases, and tuition increases have not significantly ex-

ceeded increases in people's typical incomes. Neither of these conditions holds

at the independent colleges: there, tuition is increasing faster. Independents'

tuition fee revenues must cover a growing propertion of their operating expenses

and assistance to students.

There appears, then, to be a gap developing between college costs and

available resources. One way to partly cicse that gap is the use of family

savings.

Tuition Futures
In response to the development of this gap, colleges have created

several new means of tuition payment. Some delay payment; L;hers accelerate it.

Tuition futures is one of the advance pe7ment techniques. The typical, indivi-

dual institutional program of advance payment involves paving a lump sum, at the

time of matriculation, to the college to cover all of four years' tuition. The

college gets the money "up front" to invest or enhance its efficiency; families

and students, paying tuition fully at a rate charged at the time of payment,

avoid subsequent tuition increases.

The kind of advance payment program we will explore here differs from

the individual institutional plans. We are interested in plans whereby:

payment would buy a stable tuition not just at a single college, but
at any of a group of colleges; and

payment would occur more distantly prior tc matriculation, when the
prospective student is, for instance, in grade school.

Chapter 2 reviews the major contract points addressed in tuition futures propo-

sals. They relate to eligible beneficiaries, purchasers, participating institu-

tions, and administrative procedures.

The basic problem of designing a tuition futures plan is to distribute

risk such that both sets of parties--institutions and investor-parents--will find

it advantageous to contract with each other.

The Ideal Plan for Institutions--The primary objective of the institu-

tions in a tuition futures plan is to enhance the enrollment base--or more gener-

ally, the revenue base--while not taking on too much financial risk. To do this,

they wish to use investors' monies freely and over an extended period in order to

deal with institutions' central risk--that earnings en the monies they collect
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will fail to keep pace with increases in tuition fees. To improve the proba-

bility that their earnings on investors' pay!..ents will be adequate, institutions

would include these features.

The plea would limit withdrawal. If a beneficiary for any reason
failed to register for college (at all or for less than four years),
only the prorated principal would be returned to the investor;
earnings would accrue entirely to the institution.

The plan wou1,1 limit portability. Investors would have to specify
one college at which the tuition guarantee would be valid.

The plan would limit transferability. Prohititing parent - investors
from using benefits for the brother or sister of the named benefi-
ciary would increase the i Litutions' opportunity to obtain the
withdrawal profit and would ensure that the investment earnings
(based partly on the child's age) would have time to accrue suffi-
ciently.

The plan would avoid tuition discounts.

The plan would require lump-sum payment.

Under the institutions' ideal plan, the investors would bear virtually

all of that risk which is related to prediction of what a beneficiary will

actually do when he or she reaches college age.

The ideal Plan for Families--The primary objective of the families 4.s

to obtain peace of mind about the problem of paying rapidly escalating tuition

fees, and their ideal plan would permit attainment of this goal without their

giving up too much flexibility--the components of an ideal plan from a family's

standpoint would require th-e institutions to bear the portion of risk based on

the beneficiary's eventual decision. The plan would have these features.

Withdrawal would result in no penalty.

The guarantee would be portable.

Transfer to a new beneficiary would be permitted.

Tuition would be discounted.

There would be installment payment options.

Finding . Balance

In moving from two ideal contracts to a working contract, then, there

is a question: Can institutions and investors agree on a distribution of risk--a
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balance--such that substantial numbers of both institutions and parents will be

willing to contract with each other? The features of the plans do offer opportu-

nities for bargaining--for different configurations of withdrawal, portability,

transferability, discount and financing features.

But actual plan design is more complicated than simple bargaining

between institutions and investors; there are problems of tuition variation among

the institutions that form consortia to offer the plans, and there are problems

cf taxation.

Tuition Variation Within College Groups--The institutions are likely to

have differing tuitions, and projections of tuition at each institution will com-

mensurately differ. The amcunt which a tuition futures investor is required to

pay, however, is based on a single projected tuition fee. Therefore, in a con-

sortium of institutions with various tuition fees, an investor paying an amount

in the middle of the range of tuition fees could well be conveying to the consor-

tium an amount that will be:

too low for higher-priced institutions to avoid loss if the benefi-
ciary selects and is admitted by one of them; and

too high for the investor to avoid an earnings loss if the benefi-
ciary attends a lower-priced institution.

One approach to this problem would be to make the guarantee completely

portable and to treat the matter as simply another risk: The consortium would

project an average tuition fee and then specify an amount required from the in-

vestor. If the beneficiary attended a higher-priced institution, the investor

would have won the bet and the institution would have lost; if the beneficiary

attended a lower-priced institution, the result would be the opposite.

Another approach would be to make the guarantee completely unportable;

it would be applicable to only one institution within the group, and the amount

paid by the investor would be determined by the tuition level at the designated

college.

One compromise approach would be for the consortium to establish a tier

system of institutions based on tuition levels. Families could target their

investments to e particular tier.

Fundamentally, the problem of inter-institutional agreement is this:

How big a difference in tuition levels will a higher-priced institution tolerate?

The bigger the difference, and the greater the number of institutions with lower
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tuition, the greater is the fiscal jeopardy in which a higher-priced institution

places itself. It does not seem unreasonable to expect that many college fiscal

officers would oppose any kind of linkage of their costs with the revenues re-

ceivable at lower-priced institutions.

The Taxation Dilemma--Many thillk that federal taxation could undermine

the marketability of tuition futures plans: If the IRS deems a plan to be a

"savings" or "investment" plan, it would most likely be taxable. If the plan is

a "prepayment" plan, it could be "considered a sale of services for future

delivery at the time of the initial purchase [with] no gain at maturity and no
tax upon surrender." (1)

Taxability and inflexibility each could render a plan unsalable, and

the more flexible are a plan's provisions, the greater is the risk of taxation;

the IRS would consider earned appreciation to be capital gain.

The offering of contracts in Michigan's plan is contingent on a ruling
from the IRS. Most states corsidering plans await the Michigan verdict.

Enter the State?

Current proposals for tuition futures plans (ether than plans for

single institutions) would involve state governments. Authorization of public

colleges to become involved in tuition futures plans might oblige the state, in

order to protect the interests of taxpayers and nonparticipating students, to

monitor the plan's projections and procedures. The proposals, however, call for

the state to create a plan and in some way operate it. Why do proposers choose a

"make it work" role for the state rather than a "let it happen" role? Underlying
the proposals for state involvement may he some skepticism:

skepticism that investor-families and colleges can arrive at an
apportionment of risk that is agreeable to both; and

skepticism that expensive colleges and inexpensive colleges can agree
on the technical arrangements necessary for them to offer a tuition
guarantee cooperatively.

Proposals for state tuition futures plans, then, may derive in part from an ex-

pectation that tuition futures plans won't work unless the state, by absorbing

some of the risk, offers itself as a bridge between investors and institutions.

There are several abstract modes of possible state involvement, with

risk for the state ranging from little or none to considerable. The state could:
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simply oversee operations, ensuring solvency;

operate the plan essentially as a fiduciary;

absorb some risk through annual appropriations or through coverage of
shortfalls; and/or

supplement the plen, providing loans to investors to reconcile the
need of institutions to receive payments in lump sums with the need
of many investors to pay ii. installments.

State involvement greatly complicates the tuition futures idea. All the design

problems (discounts, lump-sum requiremnts, withdrawal, portability, transfera-

bility, inter-institutional arrangements, plus the matter of determining resi-

dency) remain pertinent. But there are, in addition, questions of policy effec-

tiveness and fairness.

Effectiveness--The importance of the independent sector is a clear and

even cultivated fact of higher education in New York State. This makes a tuition

futures plan harder to design here than in Michigan. There are more colleges at

which tuition is a major revenue source, and in an atmosphere of rising costs,

administrators at those colleges must be generally wary of putting any limits

(including a guarantee) on that revenue source. The amount of risk the State

would have to absorb in order to make a plan with much portability work would be

far greater than in Michigan, where the State controls the tuitions of the vast

majority of students and institutions.

The State could avoid these problems by creating a tuition futures plan

that excluded the independents. But this would seem to be an essentially faulty

to -tic in dealing with the problem of college costs: Excluding the independents

would fail to attend to the instances in which tuition is the most significant

burden. And treating tuition at public colleges would be attending to that pair

of public college costs which is the minor burden. Tuition and fees at the State

University over the past five years have held at about one-fourth of all costs;

its room and board that is the major share--about three-fourths--of the costs.

At the independent colleges, however, tuition is the major and increas-

ing burden: The percentage of college costs attributable to tuition rose from

56.1 in 1980-81 tc 60.2 in 1986-87; the percentage constituted by room and board

declined from 43.9 in 1980-81 to 39.8 in 1986-87.

Choice and Fairness--We have suggested that the simple feasibility and

cost-effectiveness of the tuition futures idea in New York State is questionable.

But there also are questions of consistency and fairness.
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Questions of consistency pertain in a most direct way to some of higher

education policy's central criteria--choice and a cess.

Students' Choice uld the practical effect of a tuition futures
plan be to pre many students from selecting colleges that would
be best for their aptitud-.s? Beneficiaries approaching college age
would know that selections contrary to their parents' predictions
could be costly. Could such knowledge subtly press a student with
strong inclinations towarc the liberal arts into enrolling at a col-
lege that emphasizes engineering? Worse, could such knowledge
actually work to fc..-m a student's inclinations?

Institutions' Choices--Would there be sitrilar pressure on college
administrators? Rejecting an applicant who is a plan beneficiary,
especially in a plan with provisions that leaned toward investors'
needs, could mean that the college would have to return the invest-
ment. At a college with declining enrollments, that could mean fore-
going entirely the amount.. of revenue which college budgeters had
counted on for that enrollment slot. Would this situation--far from
impossible at a time when the num :r of people of full-time student
age is declining--cause administrators to implicitly alter their
acceptance standards? Could it give plan beneficiaries a competitive
advantage for acceptance over those not enrolled in plans (and es-
pecially over those who need financial aid)?

Such influer s contrary to a pro-choice policy, which is intended to increase

the probability of a match betweun institutions' strengths and students' apti-
tudes.

The most apparent questions of fairness have to do with special subsi-

dization of the college costs of plan participants. This subsidization would
occur if projections were inaccurate.

Would it be fair to non-participants if mistakes in plan projections
required colleges to raise tuitions in order to make up incurred
deficits? If this happened in an independent college consortium, the
non-partic Sating students would at least have the option of switch-
ing to public colleges or non-participating independent colleges. In
an institutional group including the public colleges, however, this
option would not be available. The most obvious design feature to
avoid this wo...ld be to have future plan participants cover plan
deficits by paying higher amounts for enrollment in the plan. But
that would eventually reduce the plan's attractiveness to investors,
and the number of plan participants could decline, perhaps to the
point of negligibility in the colleges' budgets.

Would it be fair to taxpayers, some of whose children would be stu-
dents not enrolled in the plan, if the state had to "bail out" the
plan, use the government's borrowing capacity to fund it, or increase
institutional aid in order to compensate for plan - incurred deficits?
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There is another question of fairness, however, which occurs even if a

plan works as it's supposed to. Is it fair to investors if, by virtue of their

participation in a plan--that is, by virtue of their saving--their children end

up being ineligible for tuition aid they otherwise would have received?

The idea that need-based aid penalizes savers applies not only to tui-

tion futures proposals, but to most uses of saving for college costs. Taken

alone, then, it's not a compelling argument against tuition futures. A state

tuition futures plan, however, would compound the unfairness--tuition futures is

a form of saving which not only could disqualify students from aid, but would

almost inescapably limit choice.

The Need for a Saving Incentive
"Higher education . . .

is conspicuously alone in creating a need for

savings for which there is an acknowledged public value yet no public inducements

for private saving." (2) This statement by an authority on tuition futures plans

reminds us of the idea's virtue: a basic intention :o encourage people to plan

and save for college. But it does not seem unreasonable to hope that government

could promote saving with means less labyrinthine and restrictive.

The current situation certainly exhibits room for initiative. Federal

incentives to plan for children's college expenses were indirect from the start.

But Congress, in its 1986 tax reforms, either deleted or restricted the tradi-

tional incentives (Clifford trusts, Gifts to Minors), leaving means which require

considerably more investment acumen.

New York State, in contrast, over the past ten years did attempt to

induce saving specifically for higher education, and it did so in a fairly simple

way. The Parent's and Student's Savings Plan (PASS) was a tax incentive; it was

eliminated in 1987 by an act that adjusted the State's tax structure to the 1986

federal amendments.

A Tax Incentive
There must be limits to offering part of the State's tax base as a mode

of State investment, and the recent federal and State tax reforms drew those

limits much tighter. With regard to incentives for college saving, however, we

suggest not only that it may have been a mistake to eliminate the PASS Plan, but

that it has been a mistake of the federal government through the years not to

structure its intergeneration transfer tax shelters explicitly to encourage

college saving.
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The fiscal argument for a college saving incentive is traditional, but
still valid: government's additional contribution to higher education in the
form of a tax incentive would lever far greater private assets. More important,
however, is the public purpose--the economic argument--for this leverage. For in
contrast to many purposes for which parents may have transferred income to their
children, the college education of a child is the creation of an asset that
serves the entire economy and society. Our recommendation for re-establishment

of this kind of tax incentive program, then, is also a recommendation that the
State offer to the federal government an example of policy which recognizes the
public value of college education in the same way that it recognizes the desira-
bility of home ownership, for which tax incentives have long existed and remain.

We recognize that this approach may seem inconsistent with recent
federal income tax policy and that federal tax incentives (State taxes being far
lower) might be necessary to increase savers' interest. However, the cost of
college is clearly a matter of intense national debate, and pressure to alter the
federal tax code will be correspondingly intense. In the meantime, states can

usefully explore variations in tax incentive programs; a New York State college

financing initiative could serve as a model for federal action, as it did rela-
tive to guaranteed student loans.

To employ a tuition guarantee program as the incentive for saving would

be to start with an incentive that in most forms is not very flexible: It would
practically reduce students' choices of college, would be difficult to use for
expenses other than tuition, and would subject investors or institutions or both
to the potential of significant financial losses if their projections of students'
selections and costs of education were inaccurate.

AN,oiding the complications of tuition guarantees would make design of
an incentive considerably easier, but there still would be choices of conse-
quence. A tax incentive could vary by kind (different combinations of deduction
and exemption), size, extent of state administrative involvement, restrictions

(regarding withdrawal, transfer of benefits, age of beneficiary and time of use
of benefits, and in-state/out-of-state location of colleges), and qualified
instruments. Th3 Regents have added a tax incentive proposal to their legisla-
tive agenda.
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RECOMMENDATIONS

Tuition Futures: A Cautious Development

Our first recommendation regarding tuition futures plans is simple:

The Legislature ought not enact a plan in the very near future and should
instead consider alternative means of managing the problem of tuition financing.

If the Legislature should decide to establish a guarantee program, we

would urge this guideline: Explore all possibilities of making it comprehensive.

The plan should not only include both public and independent colleges, but it

should also treat their respective primary cost problems: tuition at the inde-
pendents, room and board at the :Publics.

Encouraging Planning

We recommend that the Legislature develop means of encouraging
parents and others to plan for college costs through vehicles more flexible than

tuition futures. We urge the Legislature to investigate and approve a college

saving incentive that provides students maximum choice among colleges, creates

funds usable for all college expenses, and limits State liability and involvement

to that implicit in a tax incentive. We urge it also to direct the State Educa-
tion Department and the Department of Taxation and Finance to monitor the suc-

cess of the incentive and, periodically and by specified dates, suggest altera-

tions that might improve its efficiency.
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INTRODUCTION

This inquiry is about tuition futures, a college finance technique that

involves a guarantee of stable tuition rates in return for payment years in

advance. The college invests the advance payment, and it's intended that earr-

ings on the investment will keep up with tuition increases. Tuition futures

plans recently have received much press notice, as unusually high inflation in

tuition fees has caused anxiety among parents and policymakers. Michigan, Wyom-

ing, Tennesee, Indiana, Florida and Maine have enacted plans.

We find that tuition futures may not be right for New York State.

While the idea offers design problems anywhere, it offers a particularly great

design problem here. The inter-institutional agreements necessary for tuition

guarantees become harder to obtain as the range of tuition fees grows; that range

is greatest where the independent college sector is large. One-third to one-half

(depending on the specific measure) of New York's college students enroll in the

independent sector. Also, most tuition futures proposals ignore expenses for

room and board, which in New York State constitute three-fourths of the cost of

going to a public college.

Regardless of setting, a key assumption behind tuition futures pro-

posals is increasingly questionable. Tuition futures became a popular idea as

the bull market of the 1980s stretched to an unexpected length; proponents could

suggest that it was safe to expect average investment returns to keep pace with

recent and projected tuition inflation. The massive stock market adjustment of

late 1987 suggests that the market may be considerably more volatile than the

tuition futures idea can bear. It's now easily conceivable that tuition fees

will continue a steep climb as investment earnings slow. Falling stock values

threaten not only the practicality of tuition futures, but also the endowment

fund growth of many colleges with already fragile budgets; their administrators

are unlikely to be comfortable with investment arrangements that seem speculative.

The tuition futures proposition has served to focus discussion on the

need to encourage parents to plan and save for their children's college educa-

1
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tion. But while a sound tuition futures plan may not be impossible in New York,

it seems an unnecessarily inflexible way to accomplish this purpose. Instead, we

suggest that saving for college expenses should be treated as a public purpose

that deserves a tax incentive much as home purchasing does.

The recommendations reflect that view, despite its dissonance with

recent federal and State tax actions. We suggest that a New York State college

financing initiative might again be a model for federal efforts--in this case,

efforts to draw more investment toward a highly productive enterprise: college

education.

Chapter one provides some context--the recent rate of tuition increases

nationwide and in New York State particularly. Chapter two reviews the structure

of typical tuition futures proposals, and chapter three describes the implicit

bargaining necessary to make a structure work. Chapter four raises the questions

of effectiveness and fairness that lead us to suggest a more flexible way of

encouraging saving for college education.

18
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CHAPTER 1

THE CONTEXT: RECENT INCREASES IN

THE RATE OF COLLEGE COST INFLATION

Paying fcr college has become a common problem for Americans. This

fact is both welcome and unwelcome: It's a happy fact in that it's reasonable

for individuals of a great range of means to aspire to go to college; that this

aspiration is reasonable is the fruition of decades of national and state policy.

It's an unhappy fact in that the problem has never before, in the post-WWII

years, been so great; the cost of college has become major, and increasingly it

causes anxiety for parents, students and college administrators.

A Focus on Tuition Fees

Accelerated Inflation
I-'s tuition fees, more than any other college cost, that have been the

subject of recent expressions of concern. Research confirms that tuition fees

have been rising fast during the 1980s, at double the inflation rate and faster

than income. For the six years since fall 1980, tuition fees nationwide have

annually risen an average of 9.8 percent. (1)

During the 1970s, the increases had been lower, ranging among the dif-

ferent kinds of institutions (public and independent two- and four-year colleges

and universities) from about six percent to about eight percent; the independent

institutions' tuitions inflated at a rate about one percentage point higher than

did the public institutions'. In the 1980s, the average percentage increases for

the publics and independents have been about the same. (Among all kinds of pub-

lic and independent institutions, the increase at independent universities--11

percent--has been greatest.) (2) But inasmuch as the independents' tuition fees

3
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are higher, the dollar gap between publics and independents has increased, and

consequently the press focuses much of its attention to the problem of paying for

college on the independents.

Tuition fee increases during the 1970s lagged behind increases in the

Consumer Price Index (CPI) and personal income by 1.2 and 2.6 points, respec-

tively; during the 1980s, however, tuition increases have outpaced the CPI and

income growth by 4.9 and 3.3 percentage points. (3,4) Whether tuition-fee infla-

tion will continue at this high rate is unknown, but even if the rate declines,

there is fear about the effects of the level tuition already has reached. For

instance:

Students increasingly are emerging from college heavily in debt; this
remains true even controlling for inflation. A Congressional Joint
Economic Committee report indicates that the average rate of in-
debtedness upon graduation from public colleges in 1986 was $6,685.
Average indebtedness at independent schools is even greater, and at
both publics and independents, it's expected to increase. (5)

The loan burden is an economic problem in itself, but the problem may
be compounded by the effect it has on selections of college majors.
As students worry about their post-graduation job prospects, they may
decline to major not only in the liberal arts generally, but also in
lower-paying but obviously vital areas such as teaching, nursing and
social work. (6)

The quality of instruction may be in jeopardy, as the colleges use
more of their assets to provide additional aid to enrollees and less,
therefore, to pay professors and buy books and equipment.

There may be less aid available for the neediest students. Some
colleges, competing for students in what is increasingly a buyer's
market, may be using the ever-dearer student assistance to entice
enrollment, and they may be doing it with less regard for student
need than was formerly the case. (7)

Recent federal changes add to the fear.

The 1986 tax reform act included provisions that reduce:

. the deductibility of interest paid on student loans; and

. incentives fcr charitable contributions, through which indepen-
dent colleges, especially, obtain operating revenues.

Federal grants cover a declining percentage of college costs, and
federal loan programs are becoming even more predominant. Loan
availability, however, has declined somewhat as a result of more
stringent requirements to demonstrate financial need.
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A Financial Gap

In short, it seems that there is an increasingly large gap between

college costs and available resources. This gap occurs despite the enrichment

(especially in New York State) of state aid programs. In fact, while aid has

increased 23 percent cver the last five years, costs have increased so fast that

the net effect nationwide has been a three-percent decline in aid. (8)

An obvious way to partly close the gap is the use of family savings.

The obviousness of this approach, however, does not make it either welcome to

students' families or necessarily available. Many families may never have had

incomes sufficient to save for college costs. Other families may have had suf-

ficient incomes, but have not been aware of how widely the gap has been opening.

Recently, then, college officials and observers of academic finances have been

stressing the need to sensitize parents to the wisdom of planning earlier for

their children's higher education and to sensitize government to the wisdom of

inducing parents to do such planning. From the standpoint of the institutions,

of course, the wisdom of creating and applying savings for higher education is

straightforward: they need the money to operate, especially in a nation in which

the number of people available to be full-time students is declining.

One Response: Advance Payment of Tuition

Individual and Group Plans,
and Complications

Advance payment of tuition is one way by which families' savings can be

used toward the education of a child. Advance payment, in fact, has been tried,

and continues to be tried, at many individual colleges. These programs, however,

are not the kind which this inquiry is addressing. The typical, individual in-

stitutional program of advance payment involves paying a lump sum, at the time of

matriculation, to the college to cover all of four years' tuition. The college

gets the money "up front" to invest or enhance its efficiency; families and stu-

dents, paying tuition fully at the rate charged at the time of payment, avoid

subsequent tuition increases. Sometimes, too, the payers receive a discount

(ranging from three percent to ten percent) on the four-year tuition fee.
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The kind of advance payment program we will explore here--tuition

futures--differs from these individual institutional plans. We are interested in

plans wLereby:

payment would buy a stable tuition not just at a single college, but
at any of a group of colleges; and

payment would occur more distantly prior to matriculation, when the
prospective student is, for instance, in grade school.

Such a plan would do nothing for families of students who will matriculate in the

very near future. Nevertheless, it has attractions: The college group arrange-

ment would permit the students some choice of institutions when they 1-ecome old

enough to matriculate, and it would relieve the parent-investors of some of the

stress of trying to predict the kind of college their child will be able and wil-

ling to attend. Making payment earlier would permit parent-investors more flexi-

bility in the incorporation of college costs into their personal finances. Pay-

ment might be made in a single lump sum or several sums, and it might be made

partly or completely out of savings or borrowings. These earlier payments also

would give the institutions a longer period in which they could have and manage

the money.

The concept may seem simple; upon a closer loLik, however, we find p_ac-

tical uncertainties that are serious and complicated. For instance:

For the colleges, parents and students who are parties to tuition
futures contracts, there are questions of:

. whether colleges' costs of operating are reliably predictable
and whether investment interest rates will keep pace with them;

. how to apportion earnings on the prepaid amounc if die partici-
pating colleges reject the student applicant, if the student
chooses to go to a non-participating college or not to attend
college at all, or if the student withdraws or is expelled;

. whether necessary cost cutting will cause, by the time the child
reaches college, a decline in the quality of education at the
colles in which the parents are investing; and

. whether this form of saving for college will disqualify students
from aid for which they would otherwise be eligible.

Observers, parents and students who are not parties to such tuition
futures contracts can understandably be interested in:

22
6



. whether colleges, in investing the prepaid funds, will nake
misjudgments that force tuition fees even higher and, in effest,
require other students to subsidize those who prepaid; aii

. whether such plans assist colleges in avoiding reasonable cost
cutting measures that could dampen the rise in tuition fees.

Lawmakers in particular must ask why so many proponents of 1..his idea
call for the state to establish and operate the plans. Do public
colleges need this idea? Can the state become involved without be-
coming liable for deficits that could result from errors in projec-
ting investment earnings and inflation in college costs and revenues?

Despite these uncertainties, there are many proposals for state-coor-

dinated plans; in Michigan and several other states, such proposals have become

law. The uncertainties, however, require resolution, or at least assumptions, on

which program designers would depend in creating the specific structures of the

plans.

Pervading Concerns:
Access and Choice

Access and choice are the widely accepted reasons for which state and

federal governments have become involved in student aid programs. New York

State, perhaps even more than the federal government, has been a pioneer. With

its guaranteed student loans and entitlement assistance ("TAP" is the best

known), it has attempted to convey funds to students in a manner and to a degree

that ensures that those who wish to go to college can do so, regardless of their

means at the time they reach college age. And with its Bundy aid, the State has

shown its intention that tuition fees at independent colleges should be kept

within reach of a large proportion of the state's residents.

The tuition futures idea combines the objectives of access and choice

in a new way, a way that creates something of a contradiction between them. A

tuition futures plan can enhance access--it can provide both impetus and means

for people of moderate income to ensure that their children can afford college.

But a tuition futures plan also can work, both directly and subtly, to inhibit

choice: The direct inhibition would be any penalties incurred if a student does

not, for any reason, end up going to a college participating in the plan. (The

most likely penalty would be partial or total surrender of interest earnings on

the prepaid amount.) The more subtle inhibition would be the communication of

fait accompli for a student that could occur as a consequence of parents' enroll-

ment in a plan.
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One of the problems at the heart of the policy question of tuition

futures, then, is finding an acceptable combination of access and choice. And

if the State sponsors a plan, then it should be acceptable not only to partici-

pating families and colleges, but also to nonparticipating families and other

taxpayers. Most of this inquiry will focus on the problem of finding an optimum;

we might obtain a clearer focus if we turn first to describing the financial con-

text of higher education in New York State.

The New York State Context

To be credible, an account of the status of college financing in New

York State ought to be somewhat complicated; questions of college financing

involve several factors, several perspectives and several different needs.

The factors are tuition and fees, State student aid, federal student
aid, S'..ate institutional aid, federal institutional aid, college
costs, the cost of living, and family income.

Different parties have different needs in the college marketplace.

. Parents and students need ways to pay for college and, in
general, wish the costs were lower.

. The colleges need enrollments (a reason to hold down tuition
fees) and revenue to deal with rising operating costs (a reason
to raise tuition fees). Administrators in the different
sectors (the 64 State University campuses, the 19 City Univer-
sity campuses, the 115 independent institutions and the 24 pro-
prietary colleges) may, because of differences in funding
sources, feel these needs to different degrees.

. The State needs a substantial base of well-educated citizens in
order to obtain economic development, and it needs to represent
third parties (e.g., the taxpayers) in negotiations over the
factors of college finance.

It's easily conceivable that answers to the question, "How's it going?"

would differ depending on which of these parties you were asking, and it might

differ from student to student or from college official to college official

depending on whether the institution involved was independent or public. In the

case of the State's needs, the answer might also be "I'm not sure," because data

necessary to answer the question in relation to the State's more subtle needs are

sparse, at best.
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Vehicles of Government Assistance

Trends in State and federal aid are critical to an account of the

status of college financing. Some readers are not familiar with the different

ways by which governments convey money to colleges; for them, t',e following brief

description may be a useful prelude to the few statistics we will shortly

present. Those who are familiar with higher educational aid might well skip this

description.

The categories of "institutional assistance" and "student aid" are use-

ful to distinguish the manners in which government spends money on higher educa-

tion. It should be remembered, however, that institutional assistance--money

conveyed directly to a college for its operations--does help students and their

families to finance education by helping the college to hold down tuition fees.

And student aid can be understood as a stream of money on which institutions

depend.

State Assistance--New York State assistance occurs mainly in these

categories:

Institutional Aid

. State University of New York--The 64 campuses received about
$2.3 billion in fiscal year 1987. (9) Figure 1 exhibits the
range of activities on which SUNY spent this money.

. City University of New York--The State shares funding responsi-
bility for CUNY; in fiscal year 1987, it provided about $1.6
billion, which CUNY spent on a range of activities similar to
that of SUNY. (10)

. Bundy Aid--The State Education Department conveys unrestricted
aid to independent colleges in accordance with the number and
types of degrees awarded each year. An independent college
receives up to $600 for an Associate's degree, $1,500 for a

Bachelor's degree, $950 for a Master's degree and $4,550 for a
Doctor's degree. The amount of Bundy aid an institution re-

ceives varies with the year-to-year number and configuration of
degrees it awards, and the State's annual allocation for Bundy
aid varies with the year-to-year number and configuration of
degrees in the independent sector. In fiscal year 1987, Bundy
aid came to about $114 million. (11)

. Various other categories include facilities financing through
the State Dormitory Authority and Housing Finance Agency, medi-
cal and dental capitation, reimbursement for the non-federal
portion of work-study payments, and support for science and

humanities chairs.

9 25



Figure 1

State University Expenditure Categories

State Operations

Instruction and Departmental Research

Academic Related Services (Organized Research,

Extension and Public Service, Organized

Activities and Libraries)

Student Services

Institutional Support Services

Hospitals and Clinics

Dormitory Operations

Programs Administered by the

State University

New York Network

Programs for Educationally and

Economically Disadvantaged

Educational Opportunity Program

Educational Opportunity Centers

Minority Recruitment

and Retentive

University-Wide Programs

Academic Equipment

Equipment Replacement

Engineering Equipment

Building Repairs

Canine Research

Municipal Contracts

Child Care Centers

College Work Study

Comprehensive Computer Upgrade Program

Computer Access

Intercampus Data Network

Library Automation

Coordinated Collection Development

The Empire State Institute for the

Performing Arts

Organized Research

Graduate Fellowships

Small Business Development

Centers

Indirect Cost Waivers

Internal Audit

Statistical Yearbook

Engineering Faculty

Library Conservation Program

Geriatrics Chair

New York State Writers' Institute

Program in the Arts

State University Supplemental

Tuition Assistance

Tuition Reimbursement Program

University Computer Center

University-Wide Governance

University-Wide Student Access

Services

Abstracted from the State of New York, Executive Budget, April 1, 198/ to
March 31, 198E, pp. 391 -417.
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Student Aid--The State (largely through the Higher Education Services
Corporation) makes payments on behalf of specific students in the
following categories:

Tuition Assistance Program--TAP awards are entitlement grants
based on family income and the tuition a student is paying. To
qualify, P student must attend a college within New York State.
The inual awards range from $100 to $2,850. l.0st sty ents are

e-igible-, for four years of assistance (in certain programs,
eligiUllity is for five years). The Supplemental Tuition Assis-
tance Program (STAP) provides an additional year of aid for

educationally disadvantaged undergraduates. Projected expendi-
tures for TAP/STAP in fiscal year 1987 were somewhat more than
$386 milli ^-; the projected number of recipients was somewhat
more than 281,000. (12)

Scholarships and Fellowships--New York State provides many
thousands (by one estimate, more than 100,000) scholarships,
fellowships and special awards to promote excellence and induce
enrollment in certain areas. (13) Examples of general merit
awards are Empire State Scholarships of Excellence and Lehman
Fellowships. Examples of inducements in specific areas are
Regents College and Nursing Scholarships, Carl D. Perkins
Scholarships and Empire State Challenger Scholarships and

Fellowships (fcr those who intend to become teachers), the
Regents Loan Forgiveness Program (for prospective physicians)
and Health Services Corps Scholarships and Fellowships (for

preparation in other health care prof ,ssions).

Aid for Part-Time Study--Income-based grants of up to $2,000 are
available to residents who engage in part-time college study
within the state. Qualifications have resulted in the typical
award being much less than the maximum (often only several

hundred dollars). (14)

Opportunity Programs--Four separate but similar programs provide
assistance for students who are academically or economically
disadvantaged. This limited assistance is rendered at the
discretion of college finance officers. The program at the
State University campuses is called the Educational Opportunity
P- ,:am (EOP); at the City University's four-year schools, it's
Search for Elevation and Education Through Knowledge (SEEK); at
the City University's two-year schools, it's College Discovery
(CD); and et the independent colleges, it's the Higher Education
Opportunity Program (HEOP).

Various other categories include aid to Native Americans, State
Guaranteed Student Loans (a program which is beil6 phased out),
and a work incentive program which assists recipients of Aid to
Dependent Children with expenses for vocational education. The
State Dormitory Authority funds and administers a Supplemental
Higher Education Loan Financing (SHELF) Program. SHELF I spans
the gap between the total of other assistance and the costs of
attendance at participating colleges. SHELF II is a prepayment
plan: the Dormitory Authority funds loans through which stu-
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dents may obtain up to four years of tuition at the current rate
at participating colleges. Due to matching fund requirements
for the participating institutions (and perhaps also due to the
interest rates involved), the SHELF programs are not large.

Federal Assistance--Federal assistance for higher education became

important after World War II; its predominant form is student aid. The law that

authorizes most federal assistance is the Higher Education Act of 1965; Congress

has Amended this act several times, altering existing programs, adding others and

extending the life of the Act. The most recent amendments and extension occurred

in 1986. Federal aid to institutions supports:

development of libraries and other academic facilities;

migrant aid, provision of child care and other special services for
disadvantaged students;

creation and development of programs of continuing and cooperative
education;

programs of college assistance for community development; and

programs of international education.

Federal student aid is by far the nation's greatest siille source of

higher educational assistance; it is almost entirely need-based.

Guaranteed Student Loans--This loan program has become the federal
government's chief higher educational commitment. Until the 1986
amendments, only borrowers whose families earned more than $30,000
were required to undergo a financial needs test; now all applicants
must undergo such a test. It's somewhat simplistic, but not inac-
curate, to say that the fundamental idea of the program is to induce
private lenders, through interest rate subsidies and guarantees, to
make loans to students. The amount of indebtedness which the federal
government underwrites varies by formula from state to state. Ad-
ministrative responsibility is chiefly with designated state authori-
ties and campus financial officers. There are limits, ranging from
$2,500 to $7,400, on the annual amount students can borrow. Limits
on total indebtedness range from $25,000 to $54,750. Borrowers have
ten years to rr'pay the loans.

PLUS and ALAS--Additional bat owing of up to $3,000-4,000 per year is
available through Parent Loans for Undergraduate Students (PLUS) and
Auxiliary Loans to Assist Students (ALAS). PLUS loans have no
interest subsidy.
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National Direct Student Loans--This program was established in 1958
as part of the National Defense Education Act; the loans used to be
called National Defense Student Loans. The program's administration
differs from that of other federal loan programs in that participat-
ing colleges directly contract with the federal government (rather
than via a designated state authority) to obtain loans for specific
need-qualified students and must provide a ten-percent match. Annual

loan limits range from $3,000 to $4,500 for the first two years;
total indebtedness limits range up to $18,000. The interest rate is

five percent.

Pell Grants--Also known as Basic Educational Opportunity Grants, and
formerly the chief federal student assistance program, these

need-based awards theoretically can range up to $2,300 for the

1987-88 academic year. In practice, however, Pell Grants usually are
several hundred dollars less than the maximum. (15) Additional grant

aid known as SEOG (Supplemental Educational Opportunity Grant) is

available to those who satisfy the need criteria.

State Student Incentive Grants--The federal government established
this program to induce states to create or enlarge scholarship and
grant programs. The inducement is the provision of federal monies
for amounts of up to half of the total award for each student.

College Work-Study--The federal government allocates monies to col-
leges to employ students (low-income applicants are preferred) at
the college or at public or non-profit agencies. Starting with the
1988-89 school year, the portion of federal funds that colleges must
match will increase in two steps from 20 percent to 30 percent.

The Changing Configuration--New York State's support of higher educa-

tion through appropriations for institutions and students has been pioneering and

large. Its annual appropriations for college operations and student aid well

exceed $2 billion, and this figure does not include capital construction assis-

tance. (16) New York's assistance to students, in fact, far exceeds the combined

total provided by the next three highest states (California, Illinois and Penn-

sylvania), and in 1986-87 constituted more than one-fourth of the total amount of

student aid given by all the states. (17)

But despit- the State's relatively massive effort, the amount of assis-

tance New York's collegians receive from thc. State is oily ab It one-fourth of

the amount they receive from the federal government. (18) It's understandable,

then, that changes in federal policy and appropriations sometimes can buffet stu-

dents, parents and colleges--including the public colleges, but especially the

independent colleges--even more than changes the State might make. Declines and

other changes in federal assistance can create needs and pressures for states to

provide even more assistance than they do currently.
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Two basic movements have, over the past ten years, increased stress on

those involved with financing college education.

The federal government's assistance to higher education increasingly
takes the form of loan underwriting; the proportion of its commitment
to grant programs has declined and apparently will continue to
decline. (19)

Inflation of college costs, which lagged behind general inflation
during the 1970s, has in the 1980s caught and surpassed general
inflation.

This combination of changes has been felt, and will continue to be felt, by all

the other participants--parents, students, colleges, and the State--in their

efforts to cover the costs of higher education.

Parents are digging deeper into savings and incurring more indebted-
ness.

Many college administrators, aware of increasing stress, are trying
to hold down costs. Many colleges are redirecting more institutional
resources to student aid. This can bring operating deficits and cost
cutting that conceivably could damage the quality of education at
some institutions.

The State has enriched its student aid programs and generally in-
creased its support of higher education.

Students are borrowing more; despite the increased efforts of par-
ents, colleges and the State, students are emerging from c-glege with
more debt.

An additj,d1,11 source of stress on the colleges is a decline in the number of

people of the typical college-going age. The Regents report that by 1992, the

population aged 15-19 years will have declined by 24 percent, and the population

aged "3-24 years by 13 percent. (20)

Tuition Trends in New York State

Tuition fees usually are the central point in the discussion of higher

educational finance. This is sensible in that tuition fees can be understood as

a summary of the relationship between a college's costs and available resources

to cover them: The more the college's costs exceed the total of state aid,

federal aid and endowment, the higher must tuition fees be in order for the

college to operate without a loss. If the sum of revenue available from other
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sources (including the amount saved from either reasonable or quality-damaging

cutting of costs) rises slower than do costs, then tuition fees too must rise.

A simplistic focus on tuition fees, however, can be misleading;

discussants should be consistently aware that a tuition fee does not simply

represent an amount necessary to cover the college's costs divided by the number

of enrollees, but rather a complex margin created by trends in government aid,

t ax law (through effects on charitable contributions), general inflation, and

sometimes especially high inflation in specific college cost categories such as

faculty salaries and benefit packages.

With that caveat, we might use tuition trends as the center of a sketch

of "how it's going" in New York State higher educational finance. We can, for

instance, review trends in tuition fees alone and vis-a-vis general inflation,

inflat ion in colleges' costs of operating, government assistance, and per capita

(The following analysis will concentrate on a comparison of the two

segments of higher education institutions: the State University and

nt colleges. It might be noted, also, that the sources and structure of

rsity finances have been so changed in recent years by State assumption

that comparison might as often be misleading as enlightening. The

colleges' cost increases, while perhaps consonant with nationwide

e trends, are rarely the subject of the recent concern over college

han one percent of New York's college enrollment is at the proprie-

income.

largest

independ

City Univ

of funding

proprietary

and state;id

costs; less t

taries.)

Tuition Fees Alone--Tuition fee increases have been larger at the

independent col

exceed those of

leges. Not only do independent colleges' percentage increases

public colleges, but their base amounts--the tuition levels on

ntage increases occur--are higher. In such comparisons, it's

o remember that the publics' tuition is subsidized by massive

aid; the independents must depend far more on tuition fees.

to 1985, tuition fees at the independents increased by 144

e University (SUN?), they it creased by 102.5 percent. From

which those perce

important always t

State institutional

From 1975

percent; at the Stat

1980 to 1985, the figures, respectively, were 66.1 percent and 46.8 percent; the

increase at the City U

tuition and fees at th

niversity (CUNY) was 33.7 percent. The average level of

independents increased from $2,763 in 1975 to $6,741 in

ease was from $720 to $1,458. (21) (See table 1.) In1985; at SUNY, the incr

these, as well as subsequent figures, there is some variation among the different

kinds of independent colleges (multiversities, college complexes, health sciences
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centers) and also among the different kinds of State University campuses (univer-

sity centers, statutory colleges, community colleges).

Tuition Vis-a-Vis General Inflation--During the five-year period lead-

ing up to 1985, the tuition increases at both SUNY and the independent colleges

exceeded the increase in the consumer price index (CPI) for New York State urban

areas. The respective percentage increases in tuition fees of 46.8 and 66.1 out-

ran the CPI increase of 36 percent. (At CUNY, the five-year increase of 33.7

percent was slightly less than the increase in CPI.) (22)

Another way to measure the rate of tuition increases against general

inflation is to statistically compensate for it, i.e., to subtract from the col-

leges' figures the amount due to general inflation. In constant dollars, then,

the percentage increase from 1975 to 1985 at SUNY was 7.2, while at the indepen-

dent colleges it was 29.1 From 1980 to 1985, the constant-dollar percentage

increases at SUNY, CUNY and the independents were, respectively, 11.5, 1.5 and

26.1. (See table 2.)

Tuition Vis-a-Vis College Costs--Some public officials who over the

past few years have objected to the sizes of tuition increases suggest that

administrators operate their colleges less efficiently than they ought to. There

is concern that avoidable increases in the cost of educating a student are

causing tuition inflation.

There would be plenty of room for argument even if the debaters were

concerned only with the problem of measuring this cost. They generally focus,

however, on questions that are even more complicated and that depend on resolving

the measurement problem.

They argue about the relationship of cost to quality; and

they try to construe the fact that massive state subsidies at the
public colleges means that there is no necessary relationship between
costs and tuition.

The debate will not soon be resolved by research, for the basic problem

of Leasurement is great. Colleges' accounting conventions probably are even more

diverse than their administrative structures. All accounting involves some

allocation of costs across expenditure categories--essentially, accountants'

judgments rather than s mple measurement. These judgments are made more compli-

cated by the fact that some colleges' expenses are partly absorbed by a central

entity (like SONY Central) while other colleges operate with complete indepen-
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Table 1

Average Tuition and Required Annual Fees
Weighted by Full-time Undergraduate Enrollment

1975, 1980, 1983-85

Cu rrent Dollars

Weighted Average
Tuition and Fees Percent Percent Percent

Change Change Change

Sector/Type 1975 1980 1983 1984 1985 75-85 80-85 84-85

New York State $1,277 $2,239 $3,107 $3,391 $3,667 187.2 63.8 8.1

State University 720 993 1,366 1,427 1,458 102.5 46.8 2.2

University Centers 726 1,029 1,468 1,514 1,483 104.3 44.1 -2.0

University Colleges 757 1,005 1,460 1,463 1,470 94.2 46.3 0.5

Health Sciences
Centers 857 1,035 1,454 1,530 1,471 71.6 4',..1 -3.9

Specialized Colleges 739 963 1,510 1,488 1,475 99.6 53.2 -0.9

Statutory Colleges 1,593 2,333 3,554 3,867 4,166 161.5 78.6 7.7

Agricultural &
Technical 764 1,035 1,481 1,487 1,4J3 94.1 43.3 -0.3

Community Colleges 620 877 1,106 1,191 1,245 100.8 42.0 4.5

City University 0 986 1,289 1,317 1,318 *** 33.7 0.1

Senior Colleges 0 987 1,292 1,331 1,334 *** 35.2 0.2

Community Colleges 0 984 1,283 1,289 1,289 *** 31.0 0.0

Indepenaent
Institutions 2,763 4,059 5,666 6,198 6,741 144.0 66.1 8.8

Multiversities 3,470 5,338 7,614 8,223 9,010 159.7 68.8 9.6

Universities 2,590 3,679 4,870 5,350 5,765 122.6 56.7 7.8

College Complexes 2,920 4,352 6,153 6,678 7,329 151.0 68.4 9.7

Colleges 2,319 3,114 4,211 4,657 4,988 115.1 60.2 7.1

Specialized Colleges 2,468 3,837 5,530 5,467 5,915 139.7 54.2 8.2

Engineering &
Technical 2,546 3,994 5,829 6,392 6,968 173.7 74.5 9.0

Seminaries 1,939 2,473 2,861 2,895 3,195 64.8 29.2 10.4

Health Sciences
Centers 2,025 2,197 3,430 3,980 4,390 116.8 99.8 10.3

NursiAg Schools *** 2,584 3,115 3,046 3,495 ** 35.3 14.7

2-Year Institutions 2,088 2,716 3,621 3,988 4,426 112.0 63.0 11.0

Proprietary
Institutions $1,812 $2,821 $3,688 $3,980 $4,318 138.3 53.1 8.5

Source: New York State Education Department, Bureau of Postsecondary Research and
Information Systems, September 1986.
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Table 2

Average Tuition and Required Annual Fees
Weighted by Full-time Undergraduate Enrollment

Weighted Average
Tuition and Fees

1975, 1980, 1983-85

Constant Dollars, 1975 Base Year

Percent Percent Percent
Change Change Change

Sector/Type 1975 1980 1983 1984 1985 75-85 80-85 84-85

New York State $1,277 $1,561 $1,785 $1,864 $1,941 52.0 24.4 4.1

State University 720 692 785 784 772 7.2 11.5 -1.6
University Centers 726 717 843 832 785 8.1 9.4 -5.7
University Colleges 757 701 839 804 778 2.8 11.1 -3.2
Health Sciences

Centers 857 721 835 841 779 -9 1 7.9 -7.4
SpP.Aalized Colleges 739 6-1 868 818 781 5.7 16.3 -4.5
Statutory Colleges 1,593 1,626 2,042 2,125 2,205 38.4 35.6 3.8
Agricultural &

m,chnical 764 721 851 817 785 2.8 8.8 -3.9
Community Colleges 620 611 635 655 659 6.3 7.8 0.7

City University 0 687 741 724 698 *** 1.5 -3.6
Senior Colleges 0 688 742 732 706 *** 2.6 -3.5
Community Colleges 0 686 737 708 682 *** -0.5 -3.7

Independent
Institutions 2,763 2,829 3,255 3,407 3,568 29.1 26.1 4.7
Multiversities 3,470 3,721 +,374 4,520 4,769 37.4 28.2 5.5
Universities 2,590 2,565 2,798 2,941 3,052 17.8 19.0 3.8
College Complexes 2,920 3,034 3,535 3,670 3,880 32.9 27.9 3.7
Colleges 2,319 2,171 2,419 2,560 2,640 13.9 21.6 3.2
Specialized Colleges 2,468 2,675 3,177 3,005 3,131 26.9 17.1 4.2
Engineering &

Technical 2,546 2,784 3,349 3,513 3,689 44.9 32.5 5.0
Seminaries 1,939 1,724 1,644 1,591 1,691 -12.8 -1.9 6.3
Health Sciences

Centers 2,025 1,531 1,971 2,188 2,324 14.8 51.7 6.2
Nursing Schools *** 1,801 1,790 1,674 1,850 *** 2.7 10.5
2-Year Institutions 2,088 1,893 2,080 2,192 2,343 12.2 23.7 6.9

Proprietary
Institutions $1,812 1,966 2,119 2,188 2,286 26.2 16.2 4.5

Source: New York State Education Department, Bureau of Postsecondary Research and
Information Systems, September 1986.
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dence. And still other colleges, while mostly independent, are involved in

consortia to provide student services (e.g., intercampus bus lines).

While existing measures are not considered adequate to resolve the

debate, a look at two current measures of college costs might indicate the nature

of the research necessary.

The Higher Education Price Index (HEPI) is a nationwide composite
describing a fixed set of expenditures including salaries for faculty
and other staff, technical services, contracted services, supplies
and utilities. The baseline year is 1971-72; increases are measured
since and against the index figure for that school year. The State
Education Department suggests that if there were a HEPI strictly for
New York State, its recent trend probably would not differ greatly
from the trend of the nationwide HEPI. (23)

Student-related educational expenditures (SRE) "represents those
costs directly related to the education of the student. The major
component of SRE expenditures is the cost of instruction. The
remainder, the non-instructional costs, are comyosed of items such as
student services, libraries, administration, and the operation and
maintenance of the educational plant." (24)

Using a measure like HEPI, we could compare college sectors' tuition increases

only against a nationwide average; using a measure like SRE, we could compare the

sectors' tuition increases with sector-specific measures of cost. For instance,

the HEPI, during the first half of the 1980s, increased by 46 percent--about 12

points more than the increase in the CPI. (25) Increases in SUNY's tuition

fees--46.8 percent--approximately matched HEPI increases, but the independent

colleges' increases exceeded that of the HEPI by about 20 points.

The HEPI represents the costs at a cross-section of colleges, and one

possible reason for any sector's tuition increases exceeding HEPI increases could

be that its operating expenditures increased more than did college operating

costs generally. This hypothesis could be checked through an examination of SRE.

For instance, the SRE increases in the first half of the 1980s were 48 percent at

SUNY and 63 percent at the independent colleges. (26) SUNY's increase, then, was

similar to that of the HEPI; the independents' increase exceeded the HEPI by

about 17 points. So it would appear from this kind of comparison that tuition

increases at both SUNY and the independents approximated cost increases.

Were such comparison reliable, it would then be helpful, ane perhaps

important, to understand why the independents' costs of instruction rose at a

pace noticeably faster than average. One obvious possibility would be that
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education at independent colleges is better; another would be that it's ineffi-

cient. A less obvious possibility, however, would have to do with a kind of

deferral of maintenance. It has often been noted that tuition fees increased

slower during the 1970s than did the CPI and that these good times for the

consumer of college education depended on a lag in faculty salary increases.

(Others would note, however, that a truer assessment would include benefit

packages and that the overall compensation lag might not have been so great.)

It's often suggested that the tuition increases during the first half of the

1980s happened because colleges have simply been "catching up." Perhaps the

1970s lag at New York's independents was greater--they had more catching up to do.

Tuition Vis-a-Vis Other Revenues - -As college costs have increased, so

has college revenue, but smaller increases jn some forms of revenue have required

greater increases in other forms. Statewide, the percentage of total college

revenues constituted by State aid has been stable during the first half of the

1980s, but the percentage of revenues constituted by federal institutional aid

declined, from 14 percent to 11 percent. (See table 3.)

Table 3

Current Fund Revenues by Source
and Shares of Major Current Fund Revenue Categories

Degree-Granting Institutions

New York State Totals
($ millions)

1981 1985

1 112 1 S1.1

Tuition and Fees $1,894 (35) $2,904 (38)
Federal 728 (14) 865 (11)
State 1,504 (28) 2,156 (28)
Local 398 (7) 470 (6)
Private Gifts and Contracts 354 (7) 550 (7)
Endowment Income 204 (4) 312 (4)
Miscellaneous 263 (5) 388 (5)

Subtotal-Common Sources $5,345 (100) 57,675 (100)

Source: Adapted from the New York State Education Department's Fiscal Indica-
tors for Postsecondary Education in New York State, 1980-81 Through
1984-85, DRAFT, February 1987, p. 16.
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The trends at independent colleges, however, differ importantly from

the general trend: At independents, the percentage of revenue constituted by

federal aid declined by a point more--from 19 to 15--than it has generally, and

State institutional aid increased less than it has generally. Institutional aid

increases for public schools ranged from 37 to 41 percent, while for the inde-

pendents the increase was 13 percent. (27) State institutional aid to indepen-

dents (Bundy Aid), as a percentage of SRE, declined from about 5 percent to 4

percent. (28)

State institutional aid increases in all sectors lagged behind the

increases in HEPI and SRE. But while the lag was less than 10 points among the

SUNY schonls, it was considerably more--on the order of 35-50 points--among the

independents. It's no surprise, then, that while the percentage of revenue con-

stituted by tuition fees at SUNY remained at 15 (and it actually declined, from

20 to 19, at CUNY senior colleges), it increased from 48 to 52 at the indepen-

dents. (29) (See table 4.)

While the student aid portion of public monies for higher education has

increased, there is evidence that a gap between costs and aid has developed and

widened. The Regents, for instance, concluded that "the growth in student assis-

tance in recent years has failed to keep pace with inflation. According to an

estimate by the Higher Education Services Corporation, the real value of total

student aid from government sources, adjusted for inflation, declined by 21 per-

cent between 1980 and 1983." (30) The State Education Department (SED) likewise

found a decline in real aid.

Increases in TAP and Pell did not keep pace with increases in
college costs; college costs rose by between $1,300 and $3,400
between 1981-82 and 1983-84, while the maximum Pell increase (at
$9,000 family income) was $350 and the range of TAP increases was
between $50 and $650 (depending upon family income and the insti-
tution attended). (31)

The independent colleges have attempted to compensate by increasing their own

student aid: Student aid provided from independents' campus revenues increased

57 percent during 1980-85. (32)

College Costs Vis-a-Vis incomeIndependents' tuition increases seem,

as they do nationwide, to have been greater than income increases. Direct com-

parisons of tuition increases and income increases appear not to be readily

available. SED, however, in 1985 completed a helpful study of students' college
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Table 4

Total Current Fund Revenues by Source and
Shares of Majcr Current Fund Revenue Categories by Source

By Sector-Degree-Granting Institutions
($ millions)

1981

SUNY

1985

Independent

1981 1985

/ SI/ 1 (%) / rn / SI/

Tuition and Fees $ 193 (15) $ 272 (15) $1,399 (48) $2,168 (52)
Federal 124 (10) 170 (9) 542 (19) 643 (15)
State 875 (68) 1,218 (67) 139 (5) 165 (4)
Local 9 (1) 20 (1) 130 (5) 180 (4)
Private Gifts &
Contracts 39 (3) 74 (4) 301 (10) 453 (11)

Endowment Income 5 (0) 9 (1) 198 (7) 299 (7)
Miscellaneous 47 (4) 58 (3) 182 (6) 284 (7)

Subtotal-Common
Sources $1,292 (100) $1,821 (100) $2,891 (100) $4,192 (100)

Source: Adapted from the New York State Education Department's Fiscal Indica-
tors for Postsecondary Education in New York State, 1980-81 Through
1984-85, DRAFT, February 1987, pp. 17-18.

costs. The measure of these costs in the SED study covered not only tuition,

but also room and board. From 1976-77 to 1983-84, students' costs at indepen-

dent institutions increased about 90 percent; at SUNY, they increased about 74

percent. Median family income also increased about 74 percent during that per-

iod--about the same as students' costs at SUNY and about 15 points less than at

the independents. SED, to control for the effect of general inflation, also

developed cost and income figures in constant dollars. The cost increase at

independents was 9-10 percent; at SUNY, costs were virtually stable--.5 percent.

Meanwhile, median family income in New York also rose only .5 percent. (33) (See

table 5.)

It's difficult to compare trends in income and tuition only; years for

which the U.S. Census Bureau has estimated per capita income do not precisely

align with the period for which we have tuition figures. Nevertheless, some
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Table 5

Students' College Costs
and Median Family Income

New York State
1976-77 to 1983-84

Current Dollars

Median

Average Family

Year Cost of Attendance Income

Independent
Universities

Independent

Colleges SUNY

1976-77 $4,952 $4,456 $2,333 $15,037

1977-78 5,258 4,741 2,405 16,541

1978-79 5,725 5,085 2,462 18,691

1979-80 6,201 5,533 2,685 19,913

1980-81 6,841 6,103 2,937 21,599

1981-82 7,676 7,039 3,330 23,000

1982-83 8,614 7,756 3,556 24,781

1983-84 9,367 8,510 4,068 26,198

Constant 1982 Dollars

Median
Average Family

Year Cost of Attendance Income

Independent
Universities

Independent
Colleges SUNY

1976-77 $8,141 $7,326 $3,835 $24,721

1977-78 8,103 7,306 3,706 25,490

1978-79 8,067 7,165 3,469 26,243

1979-80 7,708 6,878 3,337 24,752

1980-81 7,628 6,805 3,275 24,083

1981-82 7,876 7,222 3,417 23,598

1982-83 8,468 7,624 3,496 24,360

1983-84 8,880 8,067 3,856 24,836

Cost of attendance includes tuition, required fees, room and board estimated for
the independent sector from 1976-77 to 1980-81. Costs are averages weighted by
full-time undergraduate enrollments for independent 4-year-or-more and public
4-year-or-more residential campuses. Median family income is total money before

taxes.

Source: Adapted from the New York State Education Department's Net Cost of Stu-
dent Attendance at Postsecondary Institutions in New York State, Decem-

ber, 1985, p. 14.
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inference is possible. It appears that per capita income in New York State has

been rising fast enough to keep up with tuition increases at the public colleges,

but not fast enough to keep up with tuition increases at the independent col-

leges. From 1979 to 1983, per capita income rose 35.8 percent. (34) Assuming a

continuing rise, it's likely that the increase in per capita income would have

approximated and perhaps exceeded the 46.8 percent rise in SUNY tuitions during

the years 1980-85; it's less likely that a continuing rise in per capita income

would have been sufficient over the years 1984-85 to match the increase in inde-

pendent colleges' tuitions, 66.1 percent during the years 1980-85.

A Net Result: Rising Student Indebtedness--Sketchy data, then, do sug-

gest revenue and cost changes that have especially pressed independent colleges,

which receive little State institutional aid, to raise tuition fees.

Certainly declines in the share of college revenue constituted by

federal and State aid have something to do with that pressure. Perhaps as signi-

ficant as the total volume of aid, however, are charges in the typical form of

aid: increasingly, federal aid (which is largely student aid) has taken the form

of loans. The generally accepted impression is that students are emerging from

college more seriously in debt than did students of a few years ago. The

Regents, upon comparing the trend of grants with that of loans, concluded that

there is "a growing reliance on loans as a source of student assistance that is

potentially an over-reliance." (35)

SED found that average student indebtedness in New York exceeded the

national average in 1976-77 by $382 and in 1983-84 by $413. (36) SED also found

"an average cumulative four-year total for borrowers of $6,000 at CUNY, $7,500 at

SUNY and almost $8,500 at independent sector institutions." (37) Average borrow-

ing at independents exceeds that at SUNY less than one might expect from a simple

comparison of tuition levels; this probably is evidence of the extent to which

independents have used their campus revenues for student aid.

As of 1983-84, the percentage of total student assistance constituted

by loans was 56.9. (38)

Can Tuition Futures Be Significant?

Probably most observers would not call the current situation an emer-

gency or a crisis. Most would agree, however, that rising tuitions are indeed a

problem for some institutions and for some students and their families. The
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problem at New York's independent institutions is greater than it is at the

public institutions. At the public colleges, State aid has escalated in reason-

able proportion to cost increases, and tuition increases have not significantly

exceeded increases in people's typical incomes.

holds at the independent colleges: there, tuition

because tuition must cover a growing proportion of

Neither of those conditions

is increasing faster, partly

college operating expenses as

well as greater amounts of student aid provided by the colleges.

As a consequence, there is stress: More and more, students who wish to

attend college cannot be confident of being able to affrrd it. College adminis-

trators

tuition

pendent

are increasingly mindful of the need to cut costs in order to hold down

increases while the env-llment pool declines, and administrators at inde-

colleges must devise more ways to divert college revenues to college

funded student aid. Students in public and independent colleges are emerging

increasingly in life-aifecting debt. If the re,-e. le gap covereb by tuition con-

tinues to open, some students who today would attend independent colleges will

attend public colleges--choice will practically have declined. And worst, it

seems possible that some students from low-income families--students for whom aid

used to be sufficient to enable them to attend college--will decline to attend

because they won't think they can carry that part of the financing burden which

falls on them and their families.

Can tuition future: plans be significant in our efforts to icduce these

stresses? That depends on the fe;,ibility of the plans, the size of the student

population to Tlich they are directly pertinent, the success of colleges' efforts

to control costs, and future trends in government aid. In chapters 2 and 3. we

will explore features and problems inherent to tuition futures plans; in chapter

4, we will open some quesions about the possible effeLtiveness and fairness of

these plans.
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CHAPTER 2

A REVIEW OF TUITION FUTURES PROPOSALS

Accelerated Payment Plans

From Paying Later
to Saving Earlier

The recently rapid rise in college costs and alterations in federal aid

have led to fear among both parents and college administrators. In response,

institutions have devised a variety of alternative financing techniques.

According to an alternative tuition financing monograph by the National

Association of College and University Business Officers (NACUBO), current alter-

native financing plans fall into two categories:

delayed payment plans, which require incremental payments over the
course of a semester, a year, or several years; and

accelerated payment plans, whicb require payment years in advance or
just prior to enrollment. (1)

The bass, idea of accelerated payment plans is that of families planning and

saving for the higher education of their children. With the increasing unwieldi-

ness of student debt and the reduction it federal grants, this "save now for the
future" approach, as opposed to "pay back la,cr," is quickly gaining nationwide
attention.

NACUBC cites four accelerated payment plans: prepayment or guarantee
plans, tuition stabilization plans, tuition gift certificates and tuition fu-
tures. Prepayment and stabilization plans are shorter-term arrangements, under-

taken at the time the s. ant registers in college. Investment in gift certifi-

cates and tuition futures plans, which guarantee a fixed, pzepaid tuition rate,
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can begin as early as at the birth of the child. The prediction involved in

these longer-term arrangements is far more difficult than in the shorter-term

plans, so they are more complicated. However, potential savings for families

could be significantly greater in the long-term plans.

What follows is a brief description of the four accelerated plans. It

should be noted that the terms "prepayment," "guarantee," "stabilization" and

"futures" have been used interchangeably by different sources. To prevent con-

fusion, the nomenclature used throughout this report is NACUBO's.

Prepayment Plans
Prepayment plans specify that four years of tuition are paid at or just

prior to the time a student begins college. Tuition is set at the student's

first-year rate, so any increases that occur during the time the stud',--tt is in

school are avoided. The prepayment amount is usually a lump sum. (2)

Given the rate at which tuition is rising each it appears that

such short-term prepayment could be advantageous to the consumer. On the other

hand, paying four years G already-inflated tuition in one sum is unmanageable

for many without the help of loans--loans that could prove too burdensome under

recent federal tax reform. The loss of interest deduction, in fact, could make

impractical any accelerated plan that requires heavy borrowing. (3)

Tuition Stabilization
Tuition stabilization plans, like prepayment plans, guarantee a set

tuition rate, but they avoid the lump-sum payment of four years of tuition.

Instead, the consumer pays a deposit or premium. For instance, a student might

pay a somewhat higher tuition (perhaps a three-percent premium) the first year.

Alternatively, the student might deposit an amount--several thousand dollars-

with the college upon enrollment. The college would invest the deposit d keep

the interest; upon graduation, the student would regain use of the deposit. In

return, the student's tuition rate would remain at the freshman level for four

years. A stabilization plan might include room and board, and ,Jayment could be

made semester-by-semester. (4)

Of the 240 institutions in NACUBO's survey, 5] independent and 3 public

institutions offered tuition prepayment or tuition stabilization.
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Tuition Gift Certificates
A few _nstitutions sell gift 'ertificates to cover some or all of

future tuition. One can purchase a certificate for any student--people can even

purchase certificates for themselves. At Michigan's Calvin College, the first
institution to offer this option, the certificate amount is based on specified
tuition units, such as credit hours; the value of the certificate, therefore,
keeps pace with rising tuition costs. So a purchaser, by buying a full four
years of tuition, need not worry about paying more later. (5) Certificates can
be purchased as early in advance as the birth of the child and currently cost
$56.50 a unit; a year's tuition, $5,650, equals 100 units. (,)

A problem with gift certificates is their inflexibility. Once a certi-
ficate is bought, it's bought: If a certificate is not used, the only recourses
available to the holder are to sell Ole certificate or donate it to the institu-
tion's scholarship fund and count it as a charitable deduction. For the instftu-
tion, gift certificates arr risky because they lock-in a student's tuitior over a
potentially long pe,.icd. If it's necessary to raise tuition tees rapidly, the
institution can lose more money in foregone tuition fee revenue than it gains in
the transaction. However, the college cuts down on its risk by ref sing to
refund unused certificates.

Gift certificates do noc cover room and hoard, but can cover other
educational expo ,s, sach as books. (7) :!il NACUBC's survey, three independent

and four publi, ttc,.ions offered gift certificates.

Tuition Futures

Tuition futures is probably the most discussed of all the alternative

financing options. Under -his plan, a family pays a predetermined sum years in
advance of a child's maL_iculation. The college invests this sum and intends
that the appreciation on that investment will keep pace with inflation in tui-
tion. Whether or not it actually does keep pace, coverage of the student's
future tuition is guaranteed; the family need not make up the difference.

Each of the other accelerated payment devices anticipates in one way or
another the problems and risks of tuition futures plans. With prepayment and
stabilization plans, a major concern is coming up with substantial lump-sum

payments (some might borow to do so). Witf, gift certificates, a major concern
is infleAibility. TI:Ition futures plans incur these problems and more. The
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participants generally must predict tuition inflation and investment earnings

over longer periods.

Tuition futures plans do not guarantee acceptance into or graduation

from a college. Most do not cover cost-nf-living expenses. (8) Most existing

tuition futures plans are those devised by individual colleges. More and more,

however, there are proposals and programs for state plans, and there is some dis-

cussion of regional and national plans.

Individual Institutions--Approximately ten percent of the respondents

to the NACUBO survey have a tuition futures plan :I place. (9) Duquesne Univer-

sity (Pennsylvania) has by far the most publicized tuition futures plan. In

Duquesne's plan, the amount a family must pay depends on the age of the child--

1:or instance, the amount for 1986-87 is approximately $5,800 for a newborn matri-

culating in 2004 and $18,400 for a 16-year-old matriculating in 1988. (10)

Paying only $5,800, and even $18,400, may be a bargain when projected

tuition for the year 2004 is $93,000 (based on seven-percent annual inflation).

(11) But while securing significant savings in Duquesne's plan, families run the

risk that the child will not go to Duquesne. The family then receives a refund

of only the initial payment, with no appreciation. The plan does offer a re-

stricted transfer option, however: Duquesne will finance a child's education at

(... different institution with the investment earnings if the child completes one

year at Duquesne and maintains good grades throughout college.

The Duquesne plan is limited to 400 enrollees per entering class. The

investment instrument is U.S. Treasury zero-coupon bonds. The costs depend on

the annual return rate in the bond market and are recalculated each year. The

rat,I. of return declined from 11 percent in the first year to 8 percent in the

second year; it was therefore necessary to raise the 'uition futures rates (by,

for instance, $3,000 for a 16-year-old, moving the payment from $15,400 to

$18,400). (12)

Despite the risks and the annual fluctuation in cost, the plan has

quickly gained in popularity. Originally open in 1985 only to children of

alumni, the plan now includes children of non-alumni. So far, the plan has en-

rolled 600 prospective students, 100 of whom are children of alumni. In fall

1987, the first 18 enrollees in the plan were to have entered Duquesne. Most

current enrollees are eight years old or younger. (13)

The Duquesne plan was developed by Fred S. James and Company, an

insurance brokerage. At least ten other institutions have signed-up with James

and Company to establish tuition futures plans. (14) Duquesne has also received
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calls for information from other insurance companies interested in offering their
own tuition futures plans. (15) Any institution working with James and Company
must agree not to divulge the formulas used, and the company "is not forthcoming
about how it develops the pre-paid tuition plans." (16) It's rumored that attri-
tion is a factor in the formulas--that the formulas assume that a number of en-
rollees will not matriculate, thereby losing investment interest and essentially

subsidizing the other enrollees.

Cost schedules are unique from institution to institution. It's
reported that in devising a cost schedule, James and Company uses an "actuarially

ultra-conservative" financial model with "more than 48 economic and demographic
variables, such as the college's projected enrollment and tuition rates." (17)

As its payment, James and Company takes a commission of a percentage of the total
bonds that are bought. (18)

There are limits to the number of institutions for which James and
Company will deviss a plan. First, the company will not write a plan for "mar-
ginally competitive schools," becauss there would probably not be sufficient
demand for tuition futures at those institutions. Second, the company has agreed
that it will not develop plans at two or more institutions close enough to one
another to create competition. (19) But as the company continues to sell its
product aggressively, the definition of a suitable distance between institutions
could get lost in the marketi'g shuffle. (20)

State Plans--A group of colleges could organize a consortial plan to
offer tuition futures that would, because of greater choice, be more marketable
than the individual institutional versions. This, however, has not happened,
probably because of practical difficulties. Many institutions might not obtain
the assurances they seek in group tuition futures plans; that is, any specific
enrollment in the plan would not necessarily accrue to a particular institution.

So proposals for group plans instead are occurring as legislative
bills. A state plan would cover a set of institutions, usually public, within a
given state. Since Michigan developed the first state plan, the Michigan Educa-
tion Trust, similar proposals have proliferated; several other staces have
enacted plans as well. According to a recent survey by the Education Commission
of the States, "prepayment plans [are] being actively discussed in 20 states and

undergoing preliminary reviews in 22 [states]." (21)

The state variant of a group plan runs into some problems that a group
plan operated strictly by independent institutions wouldn't. Designers of state
plans must wrestle with questions of residency as well as the widely disparate
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tuitions among independents and publics and among two-year and four-year

institutions.

Regional and National Plans--Some observers feel that state plans,

while offering purchasers some choice of institutions, are still too restrictive

and that a regional plan (such as a Northeast consortium) could alleviate this

problem.

Regional plans could be steps toward a national lan, which would maxi-

mize students' choices. The formation of a national plan might also increase the

legitimacy of tuition futures as a savings vehicle. Calling the current institu-

tional approaches a fad, one noted researcher asserts that, "the higher education

community would be better off advocating and getting enacted a national incentive

plan that would encourage parents at every income level to save more for their

children's college expenses." (22) A national tuition futures plan might make

the tuition guarantee approach more attractive.

There are no formal plans for a nationwide tuition guarantee program.

The National Association of Independent Colleges and Universities has discussed a

national plan for independent institutions. (23) Appendix one describes a

con- ssional bill--H.R. 2509--which would establish a National Postsecondary

Education Trust to administer an advance tuition payment fund.

Some Elements of a State Tuition Futures Plan

This section describes features--participants, relationships, func-

tions--that emerge from a review of legislative proposals for tuition futures

plans. Many of the proposals are extremely similar to one another, as most have

copied the structure of Michigan's plan. Nevertheless, there is some variation.

Various proposals are based on different crafts of Michigan's plan throughout its

development; they therefore contain features that have since been modified in

Michigan. (24) And proposals in states other than Michigan are undergoing their

own evolution. So information cited in the ensuing discussion should not be

regarded as the final word from the vrrious states, but more as a list of ideas

that have sprung from nationwide discussions of plan designs. (25) Appendix one

describes a selection °I the proposals reviewed in preparation of this chapter.

The parties that would be involved in any tuition futures plan are the

beneficiaries (the students), the investors (or "purchasers," usually parents or
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grandparents of prospective students), and the institutions. In a state plan,
the plan administrator, or the trust, is an additional, fourth party.

Beneficiaries

The chief points of concern regarding beneficiaries have been residen-

cy, transferability, and age.

Residency--A consortium of independent colleges need not worry about
residency, but a state plan including public institutions must take into account
the difference between in-state and out-of-state tuition. The question is when
state residency is registered--at the time of enrollment in the plan or at the
time the benefits are used. A plan's viability depends on investment earnings,
which in turn depend on the size of the initial payment. Plan administrators

would not wish to return funds to beneficiaries who started as nonresidents and
immigrated prior to college. And colleges generally would not wish to accept
in-state rates for beneficiaries who had become non-residents.

Michigan's standard is based on residency at the date of matriculation

(each institution determines its own cri 'rid for in-state/out-of-state tui-
tions). (26) A beneficiary who moves out-of-state is no longer eligible for
in-state tuition sates (and therefore no longer eligible for a full tuition guar-

antee) no matter how close that person is to entering college or how long the

parent has invested in the program.

Other plans would determine residency at the time the contract is

signed; (27) an in-state beneficiary would retain in-state status regardless of

actual residency at the time of matriculation. This would permit an uncondition-

al tuition guarantee despite the beneficiary's state-to-state migration.

Transferability--The plan would be more attractive to investors if it

permitted them to transfer benefits from one beneficiary to another. Transfer-
ability would be most attractive to households with more than one child. It

would give parents the security of knowing that if the intended beneficiary did
not attend college, another child could benefit from their investment. But
because tuition guarantees are based on the age of the beneficiary, unconditional
transferability is difficult to establish. If benefits were transferred from a

6-year-old child to a 14-year-old, there might not be sufficient investment earn-
ings to cover tuition.

Plans based on Michigan's program give the purchaser the right to

ename the beneficiary, on approval of the administering agent. New Jersey's
pr posed Guaranteed College Tuition Investment Program would specify that if the



investment value was greater than the actual tuition, the purchaser would have

the option of either getting a refund or applying the balance to another depen-

dent. A Massachusetts proposal would permit transfer of funds within the imme-

diate family of the beneficiary. Use of funds could be deferred for other family

members, but there would be no guarantee of fixed tuition.

Age--The beneficiary's age is important at two points: when enrollment

occurs and when the benefits are claimed. Bill language usually specifies that

the name and age of the beneficiary must appear in the contract, so the benefi-

ciary would at least need to be already born. In Michigan, efforts are underway

to delete this requirement so that corporations can sponsor scholarship programs

for unnamed beneficiaries. (28)

Plans modelled on Michigan's program direct that if the beneficiary

has reached a specified age (e.g., 16 years, or perhaps a more complicated

standard of four years before college entrance), the contract shall be based on

the highest tuition rate of the participating institutions or of the specific

college the beneficiary plans to attc.nd.

The Michigan model does not set time limits within which the benefi-

ciary must use the benefits, but directs that the contract is to establish time

limits. If the benefits are not used within the established time limits, and if

the beneficiary or purchaser cannot be located, the contract is terminated and

the refund amount is kept by the trust.

Purchasers

Purchasers' residence and relationship to ...he beneficiary are pertinent

in some proposals.

Residency--Residency standards for determining tuition rates are usual-

ly applied to beneficiaries, not purchasers. It's probably assumed that the

residences of purchasers (usually parents) an0 heneficiaries (usually their chil-

dren) wuuld be the same prior to matriculation. A flexible residency requirement

for purchasers woula increase the attractiveness of the plan, because it would

allow anyone (not just parents) to act as a purchaser. It would allow for the

occurrences of single-parent households--the other parent, a potential purchaser,

might reside in another state. Nevertheless, some state proposals have applied

somewhat limiting residency standards to the purchasers.

Unlike plans based on the Michigan Education Trust, which set no resi-

dency requirements for the purchaser, New Jersey's proposed Guaranteed College

Tuition Investment Program would require that the purchaser be a resident for 12
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months prior to enrollment in the plan. The purchaser would then be considered

a resident es long as the contract terms were fulfilled. Also, the beneficiary

would be considered a resident for the purpose of determining tuition rates.

Some proposals would permit the purchaser to deduct the payment from

state taxable income. A purchaser who emigrated would no longer obtain the tax

benefit.

Relationship to the Beneficiary--Proposals following Michigan's lead do

not specify a particular relationship between investor and beneficiary. Essen-

tially, this means that investors can purchase benefits f.r themselves, their

children, grandchildren, spouses, or other persons. (29) If a person is both

purchaser and beneficiary or purchases for another adult, it remains necessary to

establish the period over which earnii.gs will accumulate--the time of first use

of the benefits would have to be established to ensure that enough interest

accrues to cover tuition.

Participating Institutions
Unlike an autonomous institutional plan, a state plan incorporates a

number of colleges. These colleges could conceivably be any configuration of

public and private institutions and two- and four-year institutions. While a

plan structured to include only four-year public institutions would be the

simplest to administer, it might harm those institutions not includei and re

strict the participating students' academic choices. But to include all institu-

tions, with tuitions ranging from that of a junior college to that of an elite

university, presents a problematic discrepancy.

Plan design must deel in some way with the degree of heterogeneity in

financial needs and educational goals exhibited by an institutional group.

Essentially, tuition futures plans contain two agreements:

that between the families and the trust; and

that between the institutions and the trust.

Most proposals say little about the institutional/trust relationship and mainly

specify rights and responsibilities for families that may constrain the institu-

tions in coming to an agreement. Proposals based on Michigan's plan, for in-

stance, make little reference to the agreement between the institutions and the

trust, instead simply directing that the administrative body is to make the

necessary arrangements with the institutions to fulfill contract obligations to
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purchasers. Missouri's proposed College Tuition Trust Fund Act is slightly moe

specific, directing the trust to pay an institution within 30 days of receiving

written notice that the beneficiary is enrolled in that college and s'.fpulating

that the institution is to inform the trust of any scholarship awarded to a

beneficiary.

Tuition Discrepancy Among Four-Year Schools--A plan for public colleges

only might not need more extensive contractual detail. But inclusio: of indepen-

dent colleges would practically require a much more detailed agreement, because

the discrepancies among tuition rates are much greater (and the amount of finan-

cial risk therefore higher).

One way for groups to handle tuition fee discrepancy is to jettison the

guarantee provision. In the Michigan Education Trust, if a participating student

wishes to av;end one of Michigan's independent institutions, the tuition prepay-

ment contract is terminated and the refund, which is bases on the prevailing

average of tuitions at the state's public institutions, is directed to the

independent institution. In Indiana's Baccalaureate Education System Trust, a

refund that was transferred to an independent institution could not exceed the

highest prevailing public tuition. In Missouri's proposed College Tuition Trust

Fund, the transferred refund would be based on either the cost of tuition due to

the qualified beneficiary or the average state tuition, whichever was less.

A group could use an index. It could sell standard tuition units

(STUs), each of which could represent the group's average cost for one credit;

each college's tuition would be indexed against this standard cost. (30) A

beneficiary's access to institutions would depend on the number of STUs pur-

chased. For instance, the total STUs might be sufficient to guarantee tuition

at a community college, but would cover only a portion of the tuition at other

institutions. While such an indexed system loses the full guarantee, it accommo-

dates great heterogeneity.

In the Massachusetts proposal for a College Opportunity Investment

Fund, families could buy tuition in shares of $1,000; the minimum amount would be

one year's tuition at the least expensive participating institution, and the

maximum would 1.-_, four years at the most expensive institution. Participating

institutions would provide projections of tuition costs and agree that the

projections would be binding. New Jersey's proposed Guaranteed Tuition Invest-

ment Program would be based on a similar principle, with annualized tuition pro-

jections for 15 years into the future. The guarantee could be used at any parti-
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cipating institution the projected tuition of which investors had covered with

their payments.

Most proposals are not aggressive attempts to ihelude independent

institutions. But for states with substantial independent sectors and pronounced

tuition discrepancies, it may be necessary to address this problem before design-

ing the purchase contract. (31) In all likelihood, a plan that would result from

this strategy could pres-ant more clearly defined relationships among the insti-

tutions and between the institutions and the trust than do the existing bills.

Including Two-Year Schools--Some proposals contain directives for trans-

ferring benefits from two-year colleges to four-year colleges. Two ways of

including two-year institutions are separate agreements and termination of

four-year baccalaureate contracts.

In the Florida Prepaid Postsecondary Education Expense Program, com-

munity colleges are included through a separate contract. The purchaser can en-

roll in either a university plan, which guarantees credit hours up to a bac-

calaureate degree, or a community college plan, which guarantees credit hours up

to an associate's degree. A student enrolled in the university plan can convert

the credit hours required for an associate's degree to a community college plan

and retain the balance of credits in the university plan or request a refund. If

students wish to switch from a community college plan to a university plan, they

are not guaranteed coverage of the tuition at the more costly school and have to

make up the difference.

In the Michigan Education Trust and those plans modelled on it, stu-

dents may attend two-year colleges. Upon completion of the associate's degree,

the student can elect either to terminate the four-year baccalaureate contract,

with a refund of the balance going to the individual specified in the contract,

or to continue at a four-year public institution at no extra tuition charge to

complete the baccalaureate degree. There are variations in other state plans as

to the amount of refund given upon completion of the associate's degree and ter-

mination of the contract. In the Texas Baccalaureate Education System Trust, the

refund would be based on the tuition of a four-year institution charging the low-

est rate of tuition. In the Connecticut Higher Education Opportunity Trust, the

refund would be 50 percent of the highest tuition cost or 50 percent of the face

amount of the payment plus interest.
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Administrator

The administrator, or trust, is responsible for operating the plan- -

contracting with purchasers, collecting funds and reinvesting them, making pay-

ments on claims and monitoring solvency. The trust could be a state agency or

authority, either newly created (as in Michigan) or already established te.g

New Jersey's Higher Education Assistance Authority). In proposals modelled on

Michigan's plan, the trust is provided with the rights and responsibilities

necessary to implement a plan--most of the design decisions are left to the

trust.

While the agency designated to administer a state plan might have the

necessary resources, it could sti.1 be valuable to contract for the performance

of certain functions. The agency could contract with private management services

to handle collection and investment. Florida's law calls for contracting with:

a records administrator to condu,t the daily operations of the
program;

a trustee services firm, which would act as an investment counselor;
and

authorized insurers, banks and investment companies to provide
investment instruments. (32)

Enactments could specify qualified investment instruments, such as high

grade corporate bonds, U.S. Treasury obligations, Prime-1 commercial paper, and

certificates of deposit. Some proposals would permit plan funds to be pooled

for investment_ urposes with state funds, including pension funds. The specific

investment instruments are critical, for tuition futures plans require investment

that is both safe and productive of high annual earnings. Such instruments are

rare almost by definition.

Most plans would require annual audits and reports to the legislature.

The funds themselves could be a separate account in the state treasury and could

consist not only of payments fror. purchasers on behalf of beneficiaries, but also

state appropriations. In most proposals, however, assets of the fund would not

be considered state money and could not be loaned, transferred or used by the

state for any purpose beyond the scope of a prepaid tuition plan. Some plans

woulk not permit assets to be commingled with state funds. If any balance re-

mained at the end of a fiscal year, it would in most cases be carried forward to
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the next year, and an additional percentage of the fund could be directed to a

contingency subaccount. (33)

Bills based on the Michigan Education Trust list reasons, in the

following order, for disbursing monies from the fund:

to make payments to state institutions of higher education on behalf
of qualified beneficiaries;

to make refunds upon termination of advance tuition payment con-
tracts; and

to pay the costs of administration and organization of the trust and
the fund.

Tuition futures plans are designed to be eventually, if not initially,

self-sufficient. It may be necessary at first to cover administrative costs

with state funds. Florida projects that $500,000 will be necessary to cover

start-up costs. (34) The Michigan trust is planning either to borrow money from

the State or from another State agency. (35) Plans modelled on Michigan's re-

quire that part of the payments cover administrative costs and that these costs

be subtracted from refunds.

Some Other Featur3s
of the Purchase Contract

The basic agreement is that in return or a specified payment from the

purchaser to the trust, the beneficiary will receive a guarantee of full tuition

coverage at one or more of the institutions participating in the plan. In New

Jersey's proposed Guaranteed College Tuition Investment Program, purchasers would

receive a 10-percent discount on tuition. They would be required to make pay-

ments intended to accumulate to 90 percent of projected tuition or 90 percent of

actual tuition, whichever was less.

In Michigan's plan, the contract sets forth the rights and obligations

of the trust and the purchaser, such as the number of credit hours covered up to

a baocalaureate degree, conditions for termination and withdrawal, the time

period within which the contract is valid, and payment terms. The legislation

specifies that a contract may not be sold or transferred wLthout approval of the

trust.

Termination of the contract prior to its full execution could occur for

any of several reasons. (36)
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The beneficiary dies;

the beneficiary's college application is rejected;

the beneficiary chooses not to attend a participating institution;

the bene.,ciary attends a community college and chooses not to

continue to a four-year program;

the beneficiary fails to use the benefits within the specified period
of time; or

the rrchaser fails to make sufficient payments.

Refund po , 'ies upon termination vary. (37)

Some proposals world include earned interest as well as principal for
most te-ninations. In Michigan, investors choose a refund option- -
principal plus interest or without interest--and the particular
choice determines other contractual features.

The refund could be based on tuition costs, whether it is the average
tuition cost of the institutions or the lowest tuit_on cost.

Refunds could be differentiated by the date of termination. In

Connecticut's plan for the Higher Education Opportunity Trust, for
instance, a contract terminated before the beneficiary graduated from
hign school would yield the principal without interest; if the
contract was terminated after the beneficiary graduated from high
school, the refund would be 50 percent of the highest tuition cost in
the plan or 50 percent of the principal plus interest. In Michigan's
plar a student completing more than half of the credit hours re-
quired for a baccalaureate degree is not entitled to a refund. This
does not apply, however, to those students electing to attend a

community college.

Refunds could be based on whether the student attends an in-state or
out-of-state institution. A Connecticut proposal would specify that
if t'l beneficiary attended an out-of-state institution, the refund
would be the lesser of 85 percent of the highest tuition cost or 85
percent of the principal plus interest. A New Jersey proposal would
offer a full refund of principal plus interest if the student at-
tended an out-of-state school.

The plar could specify that refund payments be spread in install-
ments.

The plan could require one lump-sum payment by the purchaser at the

time of enro,ment or allow a series of smaller payments. Payment through pay-

roll deduction is one possible option. (38) The entry cost could be low, with

39



subsequent payments gradually increasing. The Michigan Education Trust plans to

permit extension of payments over a pe_iod of one -to -taro years. (39)

While a tuition futures plan is meant to alleviate anxiety about future

tuition costs, it nevertheless can cause an immediate filancial burden. Very few

families actually save for higher education, and most families have limited

liquid assets whatever their income levels. (40) Installment plans could relieve

Iome of the burden. Some suggest further assistance: a low-interest loan of-

fered by the state or (for ax independent consortial plan) through banks. New

Jersey's pror.sed Guaranteed College Tuition Investment Program would permit the

purchaser to borrow from an authority-established fund to make payments. If the

beneficiary, u-on reaching college age, preferred an institution more expensive

than the one covered by the final value of the investment, low-interest loans

would be available to cover the additional cost. (41)

The money necessary to make such loans could be borrowed from the state

or a public authority. Some even suggest taking it from the tuition futures

fund, which in its early years would be accumulating without payouts. The

Michigan Education Trust is working on an arrangement with the institutions in

which the institutions would provide loans to participants. (42)

There is some irony in these borrowing schemes inasmuch as advocates of

tuition futures often bemoan the increasing student indebtedness. Given the

possibility that the child may choose not to attend the designated college or set

of colleges, parents taking loans for tuition futures could lose the interest

earnings on the investment while also paying interest on a loan.

Many state plans offer state tax incentives--deductibility of the pay-

ment, exemption of earnings, or both. In Michigan, deductibility is offered if

(among other conditions) the contract is signed at least four years before col-

lege enrollment. Some plans do not offer any tax incentives: Wyoming's plan

makes no mention of tax benefits, but tuition is very low (approximately $300 for

in-state, $1,200 for out-of-state), so tax benefits might not be important. (43)

New Jersey's proposal doesn', offer tax benefits, but it does offer a tuition

discount and loans to help finance payments.

The Central Design Problem: Satisfying Both Parties

This chapter has been about plan structures; it has described the mat-

ters that contracts must address. There is variation from s'lte to state in the



way laws ano proposals address these matters, and the configurations of struc-

tural features do offer such diversity that it's conceivable a plan could satisfy

the needs of both institutions and investors. In the next chapter, we will

explore the dynamics of the tuition futures idea; we will examine the tradeoffs

necessary for a particular plan structure to be both helpful to institutions and

marketable to investors.
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CHAPTER 3

FITTING IT ALL TOGETHER- -
A PROBLEM OF DISTRIBUTING INVESTMENT RISK

in this chapter, we will first review those questions of viability

which are inherent to the tuition futures idea and then explore some possible

modes of state involvement.

As with any financial instrument--mutual funds, :.ommodities futures,

even certificates of deposit--decisions to buy or sell tuition futures call for

some prediction. In order to assess the wisdom of offering or buying the prod-

uct, sellers and investors must predict trends in alternative in' stments, costs

of operating colleges, tuition increases and enrollment. Any decision to

buy or sell carries risk, more or less, for investor and seller.

The way the instrument is constructed determines how much risk each

party bears and thereby determines whether investors end sellers will come to-

gether. If the sellers bear too much risk, they won't offer the product; if the

investors bear too much risk, they won't buy. The basic problem of designing a

tuition futures plan is to distribute risk sucn that both sets of parties--insti-

tutions and investor-parents--will find it advantageous to contract with each

other.

The Participants' Ideal Plans

The Ideal Plan for Institutions
The primary objective of the institutions im a tuition futures plan is

to enhance the enrollment base--or more generally, the revenue base--while not

taking on too much financial risk. To do this, they wish to use investors'

monies freely api over an extended period in orde- to deal with institutions'

central risk--that earnings on the monies they collect will fail to keep pace
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with increases in tuition fees (which in good part reflect increase in the

institutions' costs of operation). To state it simplistically, if the amount by

which tuition fees rise exceeds the amount institutions earn on the families'

payments, then the institutions will have lost their bet--they will be liable to

educate beneficiaries for whom they have received less revenue than they have

determined is necessary to educate a student to the institutions' standards.

To improve the probability that their earnings on investors' payments

will be ade, late, then, institutions would include the features in their ideal

plan:

The plan would limit withdrawal The institutions can reasonably
expect that the number who eventually matriculate will fall short of
the number who enroll in the plan. If a beneficiary for any reason
fails to register for college (at all or for less than four years),
only the prorated principal would be returned to the investor; earn-
ings would accrue entirely to the institution. (Few seriously sug-
gest that the institution should keep the principal as well if, fcr

instar-.e, a beneficiary decides not to attend college.)

The institutions, in effect, obtain tuition revenues without having
to educate the beneficiary. The beneficiary's spot in the college is
perhaps taken by someone who pays full current tuition, and the
retained earnings constitute a cushion on which the institutions can
depend in those periods during which investment earnings fall short
of tuition and cost increases.

The plan would limit portability. A tuition futures plan operated by
a group of institutions would be ideal for the institutions if in-
vestors had to specify one college at which the tuition guarantee
would be valid. the extreme and probably only hypothetical case,
the colleges would form their consortium only to reduce the admini-
strative overhead (with, for instance, common computer facilities and
a single set of accountants), and not to make the plan more marketa-
ble by offering beneficiaries a choice of colleges where the guaran-
tee would hold.

The effect of tying the guarantee to a single institution would be to
maximize the parents' risk in predicting which institution the
beneficiary will be willing and able to attend. There would be some
error, and tne advantage of retained earnings upon witndrawal would
accrue to the institutions more frequently than it would if the
guarantee was valid at many or all of the institutions within the
consortium.

Limiting portability could also protect higher-priced institutions
from occasionally having to settle for the revenues receivable at the
lower-priced institutions with which they marketed a plan.

The plan would limit transferability. Prohibiting parent-investors
from using benefits for the brother or sister of the named benefi-
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ciary would increase the institutions' opportunity to obtain the
withdrawal profit. It would also ensure that the period prior to a
beneficiary's matriculation (during which the college was accumu-
lating interest on the payment) would not be shortened by transfer of
the benefits to an older child.

The plan would avoid tuition discounts. The institutions would be
better off if they could sell tuition futures simply on the basis of
the peace of mind it offered parents. Tuition discounts would
increase the difference between the sum the investor pays and the
actual average tuition fee the institutions need in order to operate
at the time the beneficiary attends college. Trying to induce in-
vestment through tuition discounts, then, would increase the amount
of money the investment earnings would have to make up in order for
institutions to operate the plan without losing money.

The plan would require lump-sum payment. The earlier the institu-
tions obtained all of the investors' money to be provided under the
contract, the longer they would have to use it to generate investment
earnings.

In just about any kind of tuition futures plan, all parties have some

risk. Investors will purchase peace of mind at the risk that the saving in

tuition costs will be less than the amount of money they could reasonably have

expected to earn through alternative investments. And the quality and value of

education from the designated college or set of colleges could decline between

the time of investment and the time of graduation.

Under the institutions' ideal plan, the investors would in addition

bear virtually all of :hat risk which is related to prediction of what a benefi-

ciary will actually do when he or she reaches college age. And in those cases in

which the beneficiary did do what the investor predicted--i.e., the beneficiary

did enroll in and graduate from a designated institution--there would no doubt be

many cases in which the student has paid a price: enrollment in the plan would

practically, through plan restrictions or family influence, limit the student's

cnoice of institutions.

The Ideal Plan for Families

The primary objective of the families is to obtain peace of mind about

the problem of paying rapidly escalating tuitior Zees, ana their ideal plan would

permit attainment of this goal without their giving up too much flexibility. The

ccmponents of an ideal plan from a family's standpoint, then, would require the

institutions to bear the portion of risk based on the beneficiary's eventual

decision. The plan would have these features:
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Withdrawal would result in no penalty. If the beneficiary for any

reason did not attend one of the colleges, the consortium would re-
turn both princip-' and virtually all earned interest to the parti-
cipating investor.

Ths guarantee would be portable. Payment would guarantee coverage of
tuition at any institution in the consortium. The larger the group,
the more valuable this feature would be.

Transfer would be permissible. Families with more than one child
would be able to transfer the benefits from one child to another.
Even less limiting would be plans which permitted investors to trans-
fer the guarantee (perhaps through sale) to anyone.

Tuition would be discounted.

There would be payment options. Lump-sum payments could prove too
large for many families, forcing them to resort to loans. Having the
option of smaller, installment payments over a longer period of time
would be to a family's advantage.

In a tuition futures plan involving a guarante-?., the fundamental risk

that the institutions can never avoid is the risk of interest on parents' pay-

ments failing to cover the tuition increases that occur between the time of pay-

ment and the time of matriculation. Institutions improve the probability that

they won't operate the plan at a loss if they obtain investors' entire payments

immediately upon enrollment in the plan and retain all of the earnings when bene-

ficiaries don't matriculate at the institutions. And assuming full enrollment at

the colleges, the more such withdrawals, the better.

The families' ideal plan would deny the institutions this margin; it

would increase the degree of consistency with which institutions would have to

obtain investment earnings equal to o- greater than tuition increases.

Finding a Balance

If we continue to confine our focus to the direct participants, we can

describe the problem of viability and advisability with some simplicity. Can

institutions and investors negotiate a distribution of risk--a balance--such that

substantial numbers of both institutions and parents will be willing to contract

with each other? The features of the plans do offer opportunities for varying

distributions of risk, but the tuition futures idea is so young that we don't yet

have evidence that such a balance is possible over a long period of time.

Institutions can, by restricting plan enrollment, reduce their risk

without requiring investors to assume more risk. If a plan is kept small,
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institutions can absorb the losses arising from faulty projections without

serious effect on their operations. A small plan, however, means small potential

benefits.

Much depends on the number of people whose need for peace of mind about

tuition affordability might be characterized as great or even extreme. The lar-

ger that number is, the more institutions can successfully offer tuition futures

that tilt toward the -nstitutions' ideal. But in a world in which people manage

their money with increasing awareness, it's only realistic to think that some

negotiation will be necessary in o der to move from two different ideal plans to

a workable plan. This negotiation will probably occur indirec.ly, as inst tu-

tions modify plans upon ascertaining their salability. If the number of respon-

dents is great, institutions may be able to sell plans that shift more risk to

the investors; if the number of respondents is small, plan administrators will

understand that investors won't spend their money on tuition futures unless in-

stitutions absorb more risk.

The choice of colleges that group institutional arrangements can offer

to beneficiaries will certainly enhance salability. Nevertheless, there ,ill no

doubt be variation from group to group in the configurations of withdrawal,

portability, transferability, discount and financing features. For instance:

Institutions could offer discounts to induce investment in plans with strict

withdrawal penalties. Easy transferability could make it easier for parents to

justify investment in a plan with low portability. Installment financing might

make lack of a discount acceptable.

Although the administrative complexities might deter many institutions,

a cclsortium could design a plan that offered more than one configuration of

features. For instance, investors could choose either discounted tuition with

a severe withdrawal penalty or full tuition with little withdrawal penalty; tui-

tion discounts could be more or less time-restricted; installment plans could

require equal payments or a larger ini...ial payment; withdrawal penalties could

vary on the basis of the reason for withdrawal. In all, the objective would be

to find configurations that could serve the needs of institutions and investors

simultaneously.

New Jersey's proposed Guaranteed Tuition Investment Program, for exam-

ple, would have offered no tax benefits and would have limited transfer to imme-

diate family members, but it would have offere0 a tuition discount, loans, and

portability of benefits between public and independent colleges. (1) Michigan's

plan has strict re_idency requirements and limits transfer, but it offers tax
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benefits. Wyoming's plan offers no tax benefits and limits transfer, but it pro-

vides for 'overage of room and board expenses.

Some Complications

Actual plan design involves more than simple bargaining between insti-

tutions and investors; there are complicating tasks:

arrangements among institutions that form consortia to offer the
plans; and

taxation.

Tuition Variation Within Institutional Groups
The Central Problem: the Guarantee--Tuition futures plans have several

elements which can be "negotiated," but their central element is the guarantee.

It's chiefly the tuition guarantee that offers the investors the peace of mind

that motivates most of them, and it's the tuition guarantee that creates the risk

that the institutions beer. The other discussed features of the plans can be

seen as limits on the guarantee; an unconditional guarantee would be unlikely to

make fiscal sense for the institutions.

But even apart from the question of whether investment earnings will

keep up with tuition increases, guaranteeing tuition creates a serious technical

problem in group institutional plans. The institutions are likely to have

different tuitions, and projections of tuition a, each institution will commensu-

rately differ. The amount which a tuition futures investor is required to pay,

however, is based on a single projected tuition fee. Therefore, in a consortium

of institutions with various tuition fees, an investor paying an amount in the

middle of the range of tuition fees could well be conveying to the consortium an

amount that will be:

too low for higher-priced institutions to a.Toid loss if the benefi-
ciary selects and is admitted by one of them; and

too high for the investor to avoid an earnings loss if the benefi-
ciary attend3 a lower-priced institution.

Designing Portability--One approach to this problem would be to make

the guarantee completely portable and to treat the matter as simply another risk:
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The consortium would project an average tuition fee and then specify an amount

required from the investor. If the beneficiary attended a higher-priced institu-

tion, the investor would have won the bet and the institution would have lost; if

the beneficiary attended a lower-priced institution, the result would 'oe the

opposite. From the standpoint of the plan's overall fiscal viability, the aggre-

gate results might "wash out": each institution would win some and lose some,

but the group would have enhanced enrollment without incurring a net lost. In

reality, however, investors would be quite aware of the greater value of the

beneficiary's attendance at a higher-priced institution, and the higher-priced

institutions would probably receive a disproportionately high percentage of the

beneficiaries' applications.

Another approach would be to make the guarantee completely unportable;

it would be applicable to only one institution within the group, and the amount

paid by the investor would be determined by the tuition level at the designated

college. The group structure would have only an administrative function, and the

nature of the withdrawal agreement would be of critical importance. (Investors

would be disappointed if the beneficiary, by choosing the "wrong" institution,

failed to use the guarantee, but they might feel stung if the beneficiary was

willing and able to use the principal and interest earnings at another of the

group's institutions.) A plan with such drastic limitation on portability,

however, might not be sufficiently salable.

There emerges, then, the problem of designing the plan to accommodate

some portability among institutions with varying tuition levels. Here, for

instance, are some possible compromises.

Targetted Institution--Parents could specify a target institution
with the understanding that it could either cost more or less to
guarantee tuition at that institution than elsewhere. If the tuition
fee at the institution actually selected by the beneficiary was less
than that at the targetted institution, the guarantee would hold.
The plan's provisions would have to specify which party--the target-
ted institution or the investor--would have the right to any unspent
"balance." (This would be the standard withdrawal problem: institu-
tions might regard 4-heir retention of this balance to be necessary
for plan viability; investors might regard the possible loss of the
balance as too much risk. For those investors who have high regard
for all institutions in a group, the tuition guarantee might seem a
bargain regardless of the way the balance was handled.)

If the tuition fee at the institution the beneficiary attended was
more than that at the targetted institution, the student would have
liability. But there are alternative ways (ways which differ greatly
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in the apportionment of risk) of handling this circumstance. For
instance:

. The student could be held liable for the amount by which payable
tuition exceeded the guaranteed amount. The guarantee, for

instance, could be for 110 percent of the payable tuition at the
targetted institution; if tuition at the institution where the
student matriculated turned out to be 120 percent of the tuition
at the targetted institution, the student would pay the ten
point difference between the maximum guaranteed amount and the
payable tuition.

. The guarantee could be voided. In effect, the investor would
receive whatever refund accrued upon withdrawal, and the stu-
dent would be liable for the entire payable tuition. In most
cases, it can be expected, the investor would apply the refund
toward payment of tuition.

Targetted Range--The consortium could establish a tier system of
institutions based on tuition levels, and families could target their
investments to a particular tier. The amount an investor paid could
be based on the average tuition at the schools composing the tier.
The guarantee would be portable to all institutions within a tier.
Lower discrepancy in tuition levels of institutions within tiers
would limit the institutions' loss when the group ended up selling a
high-priced education for a lower price.

The technical problem for the participating institutions is seen most

clearly in the second of the compromises. How big a difference in tuition levels

will a higher-priced institution tolerate among member- of its tier? The bigger

the difference, and the greater the number of institutions with lower tuition,

the greater is the fiscal jeopardy in which the higher-priced institution places

itself. It seems reasonable to expect that many college fiscal officers would

oppose any linkage of their costs with the revenues receivable at lower-priced

institutions.

The wore homogeneity a group's tuition fees exhibit, the less risk will

a guarantee place on the participating institutions. Guarantee agreements would

be easier to obtain, then, among public institutions where tuition fees are main-

tained in uniformity, or close to it, by the state. Independent colleges, in

forming a consortium, would have more difficulty arriving at such agreements

because their tuition fees have greater variance. And any agreement they did

derive would be more likely to e aibit the complicated safeguard? contained in

the targetted institution and targetted range approaches. Probably most compli-

cat d would be a group combining public and private tuition levels.
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When we cpened this chapter by describing ideal plans, we were speaking

of ideal plans that involved tuition guarantees. Even better for institutions

would be plans which involved no guarantees. Parents would, 10 to 15 years in

advance, deposit with institutions amounts of money which would be applicable

toward college costs and which world collect interest, but the tuition payable by

the beneficiary at the time of matriculation would be the tuition payable by all

students at that time.

Such a plan would erase the institutions' projection risks, and it

would make group arrangements easy to administer; portability would never require

an institution to offer a high-priced education at a greater bargain than it

offers generally. It would make it easy to use a voucher system based on stan-

dard tuition units (STUs) to accommodate a broad range of tuition levels. (2) In

such a system, the family would purchase a number of STUs based on the average

tuition cost at the institutions in the consortium. At the time of matricula-

tion, families would have to make up the difference if tuition at the selected

college cost more than the number of STUs purchased, or they might receive a

refund if tuition cost less than the number of STUs purchased.

The guarantee, however, is the feature that is most attractive to
investors. It's attractive in large part because of the recent high inflation

in tuition fees; people are frightened by news stories of possible six-figure

tuitions in coming decades. But the success of a "futures" plan that did not

involve a guarantee would depend on a degree of alarm among parents that is

probably not realistic to expect. Investors could save money toward higher

education through many alternative investments, and they could do it without

losing access to the money. No doubt there are some parents wao are so concerned

about paying for college that they begin saving fog it many years in advance.

But there probably aren't many parents who simultaneously have the means to save

significant amounts and are so doubtful of their investment acumen .nd discipline

that they feel a need to commit those amounts, without a tuition glairantee, to a

particular college or set of colleges well before their children's wishes and

abilities are clear.

The Taxation Dilemma

The prospect of federal taxation of tuition futures benefits looms as

an imposing uncertainty. State taxation is both far less imposing and far less

uncertain: Legislatures can choose to exempt earnings and even to permit deduc-

tion of payments, and they can place varying degrees of constraint on access to
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exemption and deduction (the Michigan law lists detailed provisions applying to

state tax deduction).

Many think that federal taxation could undermine the marketability of

tuition futures plans: "These programs will simply not be attractive to parents

if either . . . the interest return is taxed each year or . . . the [final]

'gain' . . . is subject to federal income tax." (3) If a plan is deemed a

"savings" or "investment" plan, it would most likely be taxable. If the plan is

a "prepayment" plan, it could be "considered a sale of services for futui

delivery at the time of the initial purchase [with] no gain at maturity and no

tax upon surrender." (4) Taxability and inflexibility each ould render a plan

unsalable, and th-: more flexible are a plan's provisions, the greater is the risk

of taxation; the IRS would consider earned appreciation to be capital gain. (5)

Michigan's plan offers different withdrawal options, Plan A and Plan B,

with Plan B allowing withdrawal of interest as well as principal. But some

observers think that withdrawal of cash, even if limited to the principal, could

cause a tax burden for all participating families, whether they withdraw or

not. They could be subject "(1) to annual tax on the implicit interest earned

through the plan even though they did not actually receive the interest or (2)

tax on implicit gain under the tuition contract [through] the constructive re-

ceipt doctrine (you could have had the cash but did not take it)." (6)

The practical problem for plan designers is to ascertain how flexible a

plan can be before it becomes subject to taxation. At this time--prior to clear

definition by the IRS--the balancing point between flexibility and taxation must

be regarded as precarious. It may be that several kinds of limits on flexibil-

ity, singly or in combination, might prevent earnings from being taxed. Limits

on withOrawal of interest, on portability of the guarantee, and on transferabil-

ity (limits, incidentally, that would render the plans more like the institutions'

ideal) come quickly to mind. Perhaps less drastic limits would be adequate.

Secondary Market Withdrawal--Perhaps the IRS would be satisfied if
those investors whose beneficiaries did not use the benefits had to
sell their "shares" in the plan to a secondary market association
similar to those that exist in the home mortgage market (i.e., the
Federal National Mortgage Association and the Government National
Mortgage Association) and pay a tax on the gain. (7) This kind of
withdrawal provision, however, would be unlikely to be acceptable to
the institutions unless provision could be made for some institution-
al retention of earnings.
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Time Limits--Specifying a limit on the amount of time during which
the guarantee would be valid might make a plan appear to be more like
a purchase L-d less like a savings plan.

Tax-free Investments--Institutions' investment of the paid sums in
tax-exempt bonds might also induce a favorable IRS ruling. (8) Such
investments, however, usually carry a low interest rate; gains proba-
bly would not keep pace if tuition continued to rise as fast as it
has recently. A slowdown in tuition fee inflation would make this
possibility more useful.

In Michigan's plan, no contract can be entered into Lefore the IRS

issues a favorable ruling. However, there seems to be interest in these plans

despite the prospect of taxation. Here, for instance, is a statement Ly the
California Student Aid Co,amission:

It is important to note that parents do not invest in these
programs because they are lucrative investment options. They are
not engaging in speculation, they are providing themselves and
their children with security against future increases in tuition
and fees at colleges and universities. (9)

But most states considering plans await the Michigan verdict. (Ultimately, even

a favorable ruling may be insuffic4ent--as investors in Individual Retirement

Accounts know, government officials can change their minds.)

Enter the State?

Current proposals for tuition futures plans, other than plans for

single institutions, would involve state governments. Because many colleges are

state institutions, some degre of state involvement would be necessary for a
plan to include public colleges--the state would have to permit their participa-

tion. This would be somewhat more complicated than it may at first appear: If

the state authorized public colleges to become involved in tuition futures plans,

it would be authorizing them to engage in the projections; if the projections

were faulty, the colleges would have to cover losses with current or future reve-

nues. The current and future revenues at public colleges are matters on which

the state directly and indirectly decides and provides, so the state might have

an obligation to third parties--taxpayers and nonparticipating students--to take

an interest in the plan's projections and procedures, even if the intention was

simply to permit the participation of public colleges.
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inl proposals, however, call for the state to create a plan and in some

way operate it. Why dc' proposers choose a "make it work" role for the state

rather than a "let it happen" role? Perhaps they think the protectior of third

party inte_ests requires the stat to have such seminal and central iiA,olvement.

Statem3nts accompanying the proposals, however, focus on the problem of financing

college education and imply that tuition futures should be an important part of

the solution. Some advocates predict that a tuition futures plan, 'y inducing

saving by some families, would free student aid for use by students whc otherwise

would receive less aid, or perhaps no aid at all.

But howe r powerful the tuition futures idea may be for such purposes,

the fact is that group institutional tuition futures plans have not emerged from

the colleges, even among the independent institutions (which do not need state

authorization). Underlying the proposals for state involvement, then, may be

some skepticism:

skepticism that investor-families and colleges can arrive at an
apportionment of risk *hat is agreeable to both; and

skepticism that expensive colleges and inexpensive colleges can agree
on the technical arrangements necessary for them to offer a tuition
guarantee cooperatively.

If such skepticism is weli-r- nde' (and institutional response to the idea so far

suggests that it is), then in order for tuition futures to become a significant

part of college financing--that is, in crder fcr a plan to get big--some partici-

pant other than the investors and colleges might have to absorb enough risk so

that the plan would offer a more daring guarantee than cooper sting colleges would

offer on their own. In short, proposals fcr state tuition futures plans may

derive in part from an expectation that tuition futures plans won't work unless

the state, by absorbing some of the risk, offers itself as a bridge between in-

vestors and institutions.

State involvement greatly complicates the tuition futures idea. All

the points of design renewed earlier in this chapter remain pertinent: It would

till be necessary to make decisions about conditions on wit' r ;al, portability

and transferability. Designers would still have to decide whether discounts were

necessary and feasible and whether the plan c-11( ;'irvive if investors were per-

mitted to pay in installments. And there -tould be a conti-uing techr'cal problem

of accommodating the higher revenue needs of high-tuition institutions within

guarantee arrangements that linked them with lower-tuition institutions. State
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involvement would also bring up the problem of residency requirements in deter-

mining in-state and out-of-state tuition.

The more risk the state absorbed, the easier it would be to design a

workable plan. It's not certain, however, that state involvement short of whole-

sal; subsidy would permit design of a plan that would draw great numbers of

investors: While people exhibit interest in the tuition futures idea, their

responsiveness as investors to a workable plan (one that deviates from the inves-

tors' ideal) r mains unclear.

This questionable feasibility has so far referred only to the !.nternal

working of the plan. But internal workability is an inappropriately limited

criterion for state involvement; the state must also consider the broad policy

effectiveness 3f its involvement: Can such a plan be fair not only to the insti-

tutions and investors (on whose needs a private plan could focus exclusively),

but also to nonparticipating students and taxpayers? How would a tuition futures

plan sery the general objectives of access and choice, which have through the

decades guided, more or less, the state's decisions on higher educational finan-

cing and assistance? Is this the best way for the state to further invest its

finite resources in order to maintain and improve access to higher education?

Modes of State Invol% nent

There are choices available in the mode and extent cf government

involvement in a state tuition futures plan, and any particular choice will do

much to determine how big a plan can get. Generally, the greater the state's

involvement, the larger the plan can grow and the more impact it therefore can

have on the achievement or frustration of higher educational policy.

It's true that the state could coordinate a tuition futures plan that

remained small. It's often claimed, fur instance, that the PASS Plan, a defunct

New York State tax incentive for ,:ollege saving, produced little, but the Plan

was innocuous enough to permit its continuation (its repeal was incidental to an

act adjusting the State's tax code to federal tax amendments). A tuition futures

plan that directly or indirectly restricted participation to a small percentaLe

of students likewise would have little practical relevance to higher educational

policy: there would be little to fear, and the advancement of state pu-poses

wou:ii be minimal. There are a few college administrators and investors--those

who are most anxious about the future of tuition fees--who, even without the
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state's involvement, can agree on the conditions of a plan. And even if it was

necessary for the state to absorb a great proportion of risk in order to make a

small plan feasible, this risk would be small in the context of the state's bud-

get or higher educational enterprise.

But those who proJose state plans do not sem to be suggesting that the

plans should play minimal or negligible roles in higher educational finance. And

as the enrollment in a plan grows bigger, so also grows the risk for which the

state's participation is needed. The risk grows in two ways: One way has to do

with simple weight of numbers. If projections were ever seriously faulty and

revenues were therefore insufficient to meet beneficiaries' claims, a plan with

many beneficiaries would claim more of the state's resources than would a small

plan.

The potential claim of a larger plan on the state's resources, however,

would not be larger simrly because of the fact of more claimants. Rather, the

percentage of potential total losses that the institutions would be willing to

bear would decline as the number of enrollees increased. And the more a plan

app,oached the investors' ideal, the more pronounced this institutional risk

aversion would be. Many colleges have fragile budgets. A small plan :4_n which

projections "went bad" could produce a net loss, but not one sufficient to (mse

fundamental damage to college's budget. The same faulty projection in a plan

in which the p..an enrollees constituted a large proportion of the total number of

students could cause a disastrous loss. In an arrangement in which colleges and

the state shared the loss burden, then, the colleges would wish L.heir percentage

share or the losses to be smaller as the number of plan enrollees grew larger, in

effect limiting their absolute losses to amounts approximating those in a smaller

plan. Their justification for such risk aversion would be the practical limits

on their own budgets; the justification for shifting a larger percentage share of

the burden to the state would be the much greater sir- of tne state's budget.

Several abstract categories of state participation in a tuition futures

plan suggest lesser or greater involvement; and within some of these categories,

there is opportunity for some variation. (10)

Operational Oversight
The state could regulate the plan much as it regulates insurance

companies. The state could, for instance, set standards for operating procedures

and assets-to-li,hilities ratios, audit the plan to monitor its adhererme to
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standards, and periodically assess the adequacy of the standards. Excess payouts
result-4..ng from faulty projections would be covered either by institutional
revenues or by higher charges for future plan participants; the state would bear
no direct liability for any part of a shortfall. (It could be self-defeating
to cover faulty projections by requiring future participants to pay more -- higher

charp.,es would reduce the marketability of the plan If the institutions permit-
ted a succession of deficits to drive up the cost of enrollment, it might reduce
the pool of participants so much that the plan would no longer attract revenue
sufficient to cover the shortfalls.)

But assuming this kind of involvement is simplistic: If the state per-
mitted public institutions to participate, shortfalls which institutions had to
cover would practically be the state's responsibility. The state would have to
either convey more institutional aid to a participating public colleg: or permit
the college to charge higher tuitions.

Nevertheless, this kind of state involvement is possible. It may be
that the state's oversight would keep the plan sGlvent not only by ensuring sound
practice, but also by providing the appearance of security on which public confi-
dence, necessary for salability, would be based.

Limited Operation

The state might further increase a plan's legitimacy by operating it.
The state would not only set standards and conduct audits; it would also design
and modify ,he plan, set prices, receive payments, invest revenues and process
benefits. The state conceivably could do all this without ink.urrIng an explicit
liability. Its role would essentially be that of a fiduciary, a role the state
already plays (for instance, it administers commodity marketing orders and
security funds and manages pension funds). The increased liability, compared to
that in a simple oversight role, would be that which fiauciaries carr: for
misfeasance.

Absorption of Residual Liability- -
Questions -f Contingency and Limits

Simple oversight and operation do not suggest the k.nd of state role
that would most stimulate many investors to buy tuition futures. It's in the
absorption of some of the institutions' liability that the state could most
encourage such investment.
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There are ''ifferent ways by which the state could absorb some liabil-

ity. The state, in assuming some responsibility for the solvency of the trust

fund, could oblige itself to a simple, annual appropriation. The appropriation

could be a fixed amount or it could be indexed (for instance, to tuition cost,

the size of the plan, or a measurement of institutions' liability).

advantage in this approach would be that its commitment would be

relatively predictable. But state infusions should be unnecessary.

of public monies presumably would be regarded as a fiscal cushion

The state's

limited and

This stream

which would

provide institutions with the security necessary to design and market a more

daring and therefore more salable plan.

instead of periodically infusing a plan with money, the state could

make its liability contingent on shortfalls. Least complicated would be complete

state liability for shortfalls: If fund income for a particular cohort of bene-

ficiaries had failed to keep pace with tuition increases, the state would convey

the appropriate differences to the participating institutions. This kind or

state absorption of risk would no doubt induce the institutions to be somewhat

daring in plan design and marketing.

More realistic would be state infusions that are both contingent and

limited. It's important to note here that most proposals do nct call for direct

state participation. Instead, they create an entity--for instance, a "trust" or

a public authority--which is to administer the plan. Among .. , entity's duties

is the development of reserve funds to cover deficits occurring when investment

earnings lag behind tuition increases. It's rare that proposers explicitly sug-

gest any state liability; on the contrary, they suggest by reference to reserve

funds (and by statements that the plan's monies shall not be considered state

monies) that the taxpayers won't be liable. And when they specify a contingent

and limited liability from which the participating institutions are relieved,

they indicate that it's the administrative entity (and not the "state") which

will assume that residual liability through use of the reserve funds. (One sig-

nificant exception is Florida's enacted Prepaid Postsecondary Education Expense

Program, which requires appropriations to cover shortfalls.)

A New Jersey proposal provides a good example. (11) The legislature

would establish a public authority to administer a Tuition Assurance Plan Fund.

A loan from an :-xisting higher educational assistance entity would enable the

authority ''..o establish reserves and cover its start-up administrative costs. The

authority would receive payments from investors and reinvest the monies. The
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authority would guarantee the participating institutions at least 90 percent of

the tuition revenue due from plat-, beneficiaries. If a shortfall was less than

10 percent of the amount due, the institutions would have to absorb the loss.

(If the Fund generated a surplus, the State and the institutions would divide the

excess.)

The question of "state" liability is avoided if we assume that the

authority's reserves will always be adequate to cover the authority's portion of

shortfalls. h th reasonably careful management, this should rarely be in doubt.

But as usual, things are not that simple. One problem is that "reasonably

careful management" can mean restriction of enrollment in the plan--if tuition

fees became too volatile, the danger of excessive liaoility would increase, and

maintaining solvency would require minimization of future liabilities. If the

point of state involvement is growth of the plan, this would obviously be at odds

with policy.

Another problem is the seemingly banal fact that nothing is certain.

However banal, this fact is one which New York State painfully confirmed in the

1970s, when several public authorities were unable to meet their obligations.

The state was not leolly liable to save these authorities from default, but both

ethics and the protection of the State's credit practically required the Legisla-

ture to appropriate funds, yea-.: after year, to cover liabilities for which

authority managers had not adequately planned.

So from the standpoints both of policy fulfullment and fiscal uncer-

tainty, assuming away the matter of state liabilicy through use of public author-

ities is somewhat artificial.

Supplementation

Another possible mode of state involvement is best regarded as supple-

mental; the state could engage in it with or without any particular kind of

participation in the administration of the plan. The state could provide means

of reconciling the need of institutions to receive payments in lump sums with the

need of many investors to pay in installments. A variation on this idea would be

for the state to lend to beneficiaries
,.,.-. parents the extra funds they may need

when beneficiaries select institutions costing more than those to which their

guarantees apply.

In New York State, the Dormitory Authority already operates a simi'ar

program. The Authority's Supplemental Higher Education Loan Financing Program

(SHELF) covers, at several institutions, the gap between tuition costs and the
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amount of aid a student receives. Repayment occurs over a period of Up to 15

years at interest ranging from 11.7 percent to ]3.87 percent. (12) An authority

could fund such a program for a tuition futures plan through bond issues, with

a cha ge levied on participating institutions and families to cover operating

expenses.

The irony in this kind of supplementation is that tuition futures are

touted as a means of reducing the extent to which college financing depends on

borrowing.

Toward a Real-Jorld Look

This chapter has explored the dynamics of tuition futures plans in

general and as state participation would affect them. Lookin& at state tuition

futures plans in the abstract, however, is inadequate, at least in the case of

New York State. New York is one of the states in which the independent sector

is large; in fact, about half of the college students in New York State enroll at

independent colleges. So tuition variation here is far greater than in most

other states; a workable tuition futures plan, therefore, would be even harder to

design than it appears to be in the abstract.

That reality and an alternative are the subjects of chapter 4.
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CHAPTER 4

A BETTER DISTRIBUTION OF THE BURDEN

We have seen that designing a guarantee plan that offers much choice

and portability would be far easier in places where there is little variation

among the colleges' tuition fees. State governments manage public colleges'

tuitions--tLey control tuition fee increases by giving institutional aid, and

they directly regulate school-to-school variation in tuition fees. The places in

which there is likely to be great variation in tuition fees, therefore, are those

places in which many of the colleges are not public and must deal with their

costs without major streams of state institutional assistance.

A Problem of Effectiveness

The Importance of
the Independents

In seven states, entirely clustered In the Northeast and including

New York, the independent sector enrolls more than 30 percent of the students

attending college in those states (see table 6). In fact, the eighth-place state

in this respect (Missouri, at 23.6 percent) falls a full nine points behind the

seventh-place state (Maine, at 37.7 percent).

Of those New York State full-time undergrr dates who are New York State

residents when they enroll, about one-third attend independent collages. And of

the full-time undergraduate enrollment in New York's independent sector, more

than 70 percent is composed of New York State residents. (See table 7.)

Enrollment in the independent sector ,:mong all college students in the

United States is 22.3 percent, and it's probably no mere coincidence that the

first statewide tuition futures plan was established in a state with independent

sector enrollment well below the national average (Michigan, at 14 percent). (1)
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Table 6

Percent of Students
Enrolled in the Independent Sector

Top Eight States
Fall 1983

Massachusetts 56.

New Hampshire 50.9

Rhode Island 49.2

Pennsylvania 43.7

New York 43.3

Vermont 41.9

Maine 37.7

Missouri 28.6

United States 22.3

Source: Figures derived from raw numbers contaired in United States Depart-
ment of Education, Office of Educational Research and Improvement,
Digest of Education Statistics, 1935 -86, Table 77, p. 90.

Nnte: These percentages include part-time students. State Education
Department rumbers indicate that the independent sector share of
full-time enrollment in New York somewhat exceeds 50 percent.
(New York State Emi:ation Department, Office of Policy Analysis,
New York State Enrollment Trend Tables, May 1986.)

Table 7

New York State Resident Studer.ts
and Sectors

Full-Time Undergraduates (UG)
from New York State, 1985

Number of
Students

% of Sector
Enrollment

% of All Resident
UG Enrollment

SUNY 201,176 96.0 42.4

CUNY 93,862 95.4 19.8

Independent 158,861 72.4 ?3.5

Proprietary 20,367 91.4 4.3

474,266 100.0

Source: Extracted and adapted from figures supplied by the New York State
Education Department, Bureau of Postse_ondary Research and Infor-
mation Syste...s, July 2, 1987.
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The significant role of independent colleges in New York State is not a
simple matter of current students' matriculation preferences. Two hundred years
agc, independent colleges provided the only higher education mailable in the
state; the independents' longer history has meant that New York's most presti-
gious colleges and largest academic research facilities are in the independent
sector. Because of this inheritance, New York State, in contrast to almost all
of the younger states, was able to defer the development of a large public system
of higher education. The State's program of Bundy aid is an acknowledgement of
the contribution the independent sector makes to the commonweal.

So the importance of the independent sector is a clear and even culti-

vated fact of higher education in New York State. This makes a tuition futures

plan harder to design here than in Michigan.

In New York, there are more colleges at which tuition is a major
revenue source, and in an atmosphere of rising operation costs,
administrators at those colleges must be generally wary of putting
any limits (including a guarantee) on that revenue source.

This general wariness of limits on tuition incrcises would exist even
with regard to plans in which the guarantee had eery little portabil-
ity. But the grec.c variation in tuition fees--a variation which
cannot be avoided by excluding onij a few colleges from a plan--does
make it less likely that institutions can come to agreements tying
high-tuition colleges to revenues reeaiver! at lower-tuition colleges.

The amount of risk the state would have to absorb in order to make a
plan with much portability work would be far greater than in Michi-
gan, where the State controls the tuitions of the great majority of
students and institutions.

The State could avoid these problems by creating a tuition futures plan
that excluded the independents. This would make it more difficult for the
independents to compete for students. The independents might respond with their

own tuition guarantee arrangement, but they would be hard-pressed to offer as

much portability because of tuition variation.

What's the Cost Problem, Anyway?

Creating a tuition futures plan that excluded the independents, in

fact, would seem to be an essentially faulty tactic in dealing with the problem
of college costs: By excluding the independents, it would fail to attend to the

instances in which tuition is the most significant burden. And in treating

tl ition at public colleges, it wou-J be attending to the part of public college
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costs which is the minor burden. Table 8 provides some helpful figures: Tuition

and fees at the State University campuses ovcc the past five years have held aL

about one-fourth of the total cost of tuition, room and board, it's the room and

board costs that constitute the major share. (SUNY's 1985 Dormitory Self-Suffi-

ciency initiative, as the State continues a low-tuitthn policy, may even dr,ve-up

the proportion of costs constituted by room and board.)

It's at the independent co_leges that tuition is the major and increas-

ing burden: The percentage of costs attributable to tuition rose from 56.1 in

1980-81 to 60.2 in 1986-87; the percentage constituted by room and board de-

clined, from 43.9 to 39.8. Any continued inflation of tuition at a rate higher

than that of the Consumer Price Index can be expected to further increase tae

percentage constituted by tuition.

A plan that dealt with the major college costs, then, would be one

that managed tuition fees at the independent colleges and room and board fees at

the public colleges. Including room and board would certainly complicate the

problems of predicting costs and developing refund guidelines for withdrawal.

Room and board expenses vary not only from college to college, but also among

students at the same college--some live on-campus, where costs are reasonably

predictable, and others live off-campus by themselves or with their families.

Also, earnings in a plan that covered room and board world be more

likely to be taxed by the federal government: Payments into a program covering

costs that vary not only from college to college, but also from student to stu-

Table 8

Tuition vis-a-vis Room and Board
Dollar Amounts and Percentage of Total Costs

Tuition & Fees Room & Board
SUNY Indeps SUNY Indeps

1980-81 1003 (24.7) 4159 (56.1)

1986-87 1483 (24.7) 7347 (60.2)

3013 (75.3) 3252 (42.9)

4.,11 (75.3) 4850 (39.8)

Source: Extracted and adapted from figures furnished by the New York State
Education Department, Office of Postsecondary Policy Analysis,

April 22, 1987.
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dent, might seem more like savings than simple prepayments. Also, the federal
tax code, as most recently amended, specifies that portions of scholarships and

fellowships covering costs other than tuition and certain fees are ta,:able. (2)

Who Neeis 111

If the independent institutions are the places where tuition futures

plans are needed, an observer might reasonably ask why the State should create a
plan. If administrators at the independ at colleges found that a group tuition

futures plan would help them to de,1 witL the competitive disadvantag' of their

high and rising tuitions, they could form a consortium, develop a plan and mar-
ket it; they do not need the State's authorization.

The independent colleges, in fact, are leery about government-sponsored

tuition futures plans. Here is a recent statement by the Task Force on TuitioT

Prepayment Plans of the National Association of Independent Colleges and Univer-
sities:

The Task Force believes that any nationwide tuition prepayment
plan which might be organized for independent colleges and univer-
sities should have a national charter and to formed as a
non-profit membership organization rather than a,federal or state
authority. Such an entity with principal governing authority
vested in member institutions would have several advantages over a
government-controlled organization:

It could be formed without state or federal enabling legisla-
tion.

It would facili,.ate portability of tuition services at matur-
ity

It would be unencumbered by public personnel and contracting
restrictions.

It would be more responsive to the concerns of participating
institutions. (3)

Many administrators at independent colleges are understandably reluc-

tant to link their revenue needs, which they must satisfy in great part with tui-

tion fee income, with other institutions' lower tuition fees. And while there is
always the possibility that a Farticular increase in tuition fees Gill pr-s,e to

be the one that results in serious enrollment declines, the current evidence does

not suggest that the independert colleges, as a group, are in great trouble.
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Tables 9-13 offer some enrollment measurements. Between 1980 and 1985, enroll-

ment declined at SUNY and CUNY (by 3.4 and 12.8 percent, respectively) while en-

rollment at the independents slightly increased (by 2.2 percent). The indepen-

dents' share of full-time enrollment increased between 1980 and 1985 from 52.0

percent to 53.5 percent.

The Regents' 1984 enrollment projections, however, are not comforting:

their most recent published figures have enrollment at both SUNY and the iiidepen-

dentF declining by more than 20 percent between 1983 and 1992. (Each sector's

projection for itself was far more optimistic: -0.9 for SUNY, +0.1 for the inde-

pendents.) Projected declines in the number of New Yorkers aged 15-19 and 20-24

(declines of 24 percent and 13 percent, respectively) over roughly the same

period provide much of the basiF for the Regents' enrollment projections.

It may be that independents' recent increases in their own institution-

al aid to students has permitted them to maintain enrollment numbers and that

increasing costs of operation will undermine their ability to continue such an

aggressive aid strategy. In that case, further large tuition increases could

bring declines in enrollment (though recent history suggests otherwise for the

elite schools). Nevertheless, in the current situation of reasonably static (and

even positive) enrollment trends, the independents are understandably not jumping

at arrangements which could threaten one of their major revenue sources.

A Problem of Fairness

Access, Choice, and Subsidies
We have suggested that the simple feasibility and cost-effectiveness of

the tuition futures idea in New York State is questionable. New York State has a

particularly large independent sector, which makes tuition variation a signifi-

cant impediment in the design of a plan. And excluding the independents makes

little sense inasmuch as they are the institutions where tuition is a major part

of the problem of college costs; at the public colleges, room and board is the

major part.

But when government sponsorship of an effort is proposed and consid-

ered, simple feasibility and effectiveness are not the only criteria. Government

programs should not only be effective; they should also serve the State's policy

purposes, and they should be fair. Tuition futures plans suggest questions of

65



Table 9

Trends in Fall Enrollments
Percent Change

1975-85 1980-85 1983-84 1984-85

SUNY -3.2 -3.4 -1.2 -2.0

CUNY Senior -36.6 -12.8 -4.9 -1.9

Independents 16.3 2.2 -1.3 1.5

Proprietary 86.7 25.0 -0.5 -7.1

Source: Extracted and adapted from New York State Education Department, Office of
Postsecondary Policy Analysib, New York State Enrollment Trend Tables,
April 1986.

Table 10

Sector Shares
Percent of

Full-Time Enrollment

1975 1980 1983 1984 1985

SUNY 28.6 28.9 29.1 30.2 29.7

CUNY 25.3 18.5 17.0 16.6 16.2

Independents 45.6 52.0 53.2 52.6 53.5

Proprietary 0.5 0.6 0.7 0.6 0.6

Source: F.,..tracted and adc ted from New York State Education Department, Office of
Postsecondary Policy Analysis, New York State Enrollment Trend Tables,
April 1986.

66 S2



Table 11

Comparison of Enrollment Projections
Prepared by Each Sector with

Regents' Projections

Full-Time Undergraduate

Percent Change Projected
between 1983 and 1992

Sector Regents

SUNY State-Operated -0.9 -24.2
SUNY Community College -7.2 24.4
CUNY Senior College +1.4 -8.5

CUNY Community College +10.5 -5.6
Independent* +0.1 -23.8
Proprietary** -12.7

Part-Time Undergraduate
SUNY State-Operated -2.3 +2.1
SU.... Community College 49.5 +3.6
CUNY Senior ,,Pllege +-.1 -4.6
CUNY Community College +5.2 -5.9

Ine..pendent* +16.3 +0.3
Proprietary* -9.4

Full-Time Graduate
SUNY -0.4 +1.8
CUNY 44.4 -2.7
Independent +10.3 -2.6
Proprietary** ***

Fart-Time Graduate
SUNY +7.4 +9.6

CUNY +3.8 +1.0
I-dependenf +12.1 +-8.9

*Independent sector proj,:ctions based on 84 of 118 institutiohs.

**Proprietary lector did not make projections for 1992.

***Only one institution has graduate eniJllment in the proprietary sec:tor.

Source: New York State Education Department, Bureau of Postsecondary Research,
Information Systems, and Institutional Aid, 1984. Noted in the Univer-
sity of the State of New York, the State Education Department, The Re-
gents St.tewide Plan for the Developmew_ of Postsecondary Education in
New York State, 1984, Volume II, p. 148.
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Table '2

Projected NYS Population
By Age Group

Projected Percent
Age 1992 Change

15-19 1,157,000 -24
20-24 1,348,200 -13
25-34 3,095,700 +9
35-44 2,674,400 +23
45-59 2,8l3,106 0

Source: New York '1*-ate Department of Commerce, Spring 1583. Noted in the Univer-
sity of tna State of New York, the State Education Department, The Re-
gents Plan for the Development of Postsecondary Education in New York
State, 1984. Volume II, p. 131.

Table 13

Projected High School Graduates, 19-1-92
by Region

Number
Percent
Change

New York State 159,000 -30

Regions

Western 14,590 -37
Genesee Valley 12,370 -37
Central 12,960 -31
Northern 2,910 -35
Northeast 15,570 -31
hid-Hudsor 19,460 -34
New York city 50,280 -20
Long Island 30,850 -33

Source: New York State Education Department, Information Center on Education, Aug-
ust 1983 Noted in the University of the State of New York, the State
Education Department, The Regents Statewide Plan for the Development of
Postsecondary Education in New York State, 1984, Volume II, p. 131.
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consistency and fairness. We can .rise these questions, but it's difficult to

discuss them with the detail with which we've treated th.! tL -ical design diffi-

culties; there seems little other than assumption to substantiate any response

to them. The problems these questions suggest seem to be in the most basic

nature of the plans and do not seem readily -educible by specific plan design.

The questions are unsettling, and tney suggest how deeply a proposal that seems

narrowly financial relates to basic higher educational policy.

Some of the questions of consistency pertain in a most direct way to

two of higher education policy's central criteria -- choice and access.

Stlents' Chcices--Would the practical effect of a tuition futures
plan be to prevent many students from selecting colleges that would
bP best for their interests and aptitudes? Many b.r.'ficiaries, as
they were growing and approaching college age, would kn'w that their
parents had invested in plans at a particular .,et of colleges or even
a single college. They would know that selections contrary to their
parents' predictions could be costly. Could such knowledge subt:j
press a student with strong inclinations toward the liberal arts

into enrolling at a college that emphasizes engineering? Worse,
could such knowledge actually work to form a student's inclinations?
Avoiding such an influence is a reason to design highly portable
plans, but it's not clear that institutions can agree on and benefit
from arrangements for highly portable plans.

Institutions' Choices--Would there be similar pressure on college
administrators? Rejecting an applicant who was a plan beneficiary,
especially in a plan .'ith provisions that leaned toward the inves-
tors' ideal, could met that the college would have to return the
investment. At a college with declining enrollments, that could mean
foregoing entirely the amount of revenue which college budgeters had
counted on for that enrollment slot. Would thifl situation--far from
impossible at a time when the number of people of full-time student
age is declining--cause administrators to implicitly alter their ac-
ceptance standards? Could it give plan beneficiaries d competitive
advantage for 'cceptance over those not enrolled in plans (and es-
pecially over those who need financial aid)? (Theoretically pos-
sible, but highly unlikely, would be institutions' rejection of
applicants in order to obtain withdrawal benefits in a plan oriented
strongly ward the institutions' ideal plan.)

Such influence is contrary to a pro-choice policy, which is intended to increase

the probabillty of matcaes between ins,itutions' strengtii- and students' apti-

tudes.

The most apparent questions of fairness have tc do with special subsl-

di?.atior of the college costs of :'an participants. This subsidiz.etion would

occur if projections were inaccurate.
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Would it be fair to non-participants if mistakes in plan projections
required colleges to raise tuitions in order to make up incurred
deficits? If this happened in an independent college consortium, the
non-participating students would at least have the option of switch-
ing to public colleges or non-participating independent colleges. In
a comprehensive institutional group (one including the public col-
leges), however, this option would not be available. The most ob-
vious design feature to avoid this kind of subsidization would be to
have future plan participants cover plan deficits by paying higher
amounts for enrollment in the plan. But that would eventually reduce
the plan's attractiveness to investors, and the number of plan parti-
cipants could decline, perhaps to the point of negligibility.

Would it be fair to taxpayers, some of whose children would be stu-
dents not enrolled in the plan, if the State had to "bail out" the
plan, use the gove.-nment's borrowing capacity to fund it, or increase
institutional aid in order to compensate for plan-incurred deficits?

Cot .4unding the Penalty for Saving

Another question of fairness, however, occurs even if a plan works as

it's supposed to and might apply to just about any use of savings to pay colleu
costs. Is it fair to investors if, by virtue of their participation in a plan- -

that is, by virtue of the r saving- -their children end up being ineligible for
tuition aid they otherwise would have received? Even though there is much

machination in the attempt to secure IRS designation of tuition futures plans as

"prepayment" rather than "savings," the practical fact is that tuition futures

plans ar'_ essentially one means of inducing saving for college. The much-debated

subtleties and uncertainties of plan design--gradatirsns it portability, with-

drawal rights, transferability and applicability to non-tuition c liege costs.-

suggest how blurry is the boundary between "prepayment" and "savings."

Here are some instances of how penalties for this saving could happen.

The need assessment for federal guaranteed student loan eligibility is based on
family assets. (4) If tuition futures benefits are considered an asset, they
could render a student ineligible for a loan--a loan that might be needed to

cover expenses not covered by the tuition futures plan (especially room and
board). More complicated would be the relationship of tuition futures benefits
to TAP awards. Need assessment for TAP eligibility is based not on total assets,

but on income. (5) Tuition futures benefits, then, probably would not disqualify

one from eligibility for I TAP award. Nevertheless, receirt of tuition futures

benefits might still hold practical consequences for the beneficiaries.

One consequence (one which could simply be incorporated among the
risks borne by investors) would be that tuition futures benefits
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would decline in value to th2 extent that TAP monies were available
to beneficiaries. An investor would have rendered a payment in
return for a full four years of tuition. But if the beneficiary
qualified for TAP awards, the amount of tuition the investor would
have in fact needed to cover would be less than full tuition.
Whether th._s reduction in the value of the tuition futures investment
would be great enough to make it a "bad" investmett would depend
greatly on the amount by which tuition exceeded the amount of TAP
monies awarded; at very high-priced colleges, tuition futures could
still turn out to be a bargain.

If by some arrangement the fullest values of both the tuition futures
investment end the TAP awards were paid to a beneficiary, the total
amount available would exceed the tuition charges. The excess might
be used for room and board and books, in which case someore--probably
the beneficiary--would be liable for fede'al taxes on the monies used
for expenses other than tuition.

The criteria for TAP awards have been specified in ways that qualify

people whose parents hEve a relatively broad range of income. For awards which

are less amply funded or for which demonstrated ne-d must be greater, a reserve

of tuition futures benefits could disqualify a beneficiary.

Some ha-Ye arguer that tuition futures programs, by reducing the number

of middle-income students who need aid, will free aid for more use by lower-in-

come students. This unquestionably is a potential, but it remains true that

this freeing of aid would occur at the expense not of all middle-income people,

but rather at the expense only of those who plan and save. And there also art

lower-income people whose discipline would yield savings that would enable them

to participate in a .uition futures plan; for them and others, the amount of

saving necessary would be painful.

Tie idea that need-based aid penalizes savers applies not only to

tuition futures proposals, but to most uses of saving for college costs. Taken

clone, then, it probably would not be a compelling argument against the creation

of a state tuition futures plan. A state tuition futu '-es plan, however, could

compound the unfairness--tuition futures is a form of saving which not o.-ly could

disqualify s udents from aid, but would almost ines,apably limit choice.

The Saving Incentive Problem

"Higher education . . . is conspicuously alone in creating a need for

savings for which there is an acknowledged public value yet no public inducements
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for private saving." (6) This statement by an authori,y on tuition futures plans

reminds us, in this mostly fault-finding discussion, of the idea's virtue: a

basic intention to encourage people to plan and save for college. But is does

not seem unreasonable to hope that government could promote saving with means

less labyrinthine and restrictive.

Federal Incentives:
Indirect and Reduced

The current situation certainly exhibits room for initiative. Federal

incentives to plan for childien's college expenses were indirecz from the start.

But Congress, in its 1986 tax reforms, either deleted or restricted the tradi-

tional incentives, le ving means which require considerably ore investment acu-

men. As one analyst has stated, "the new rules will force 'heavy emphasis on how

to invest, as opposed to looking to tax vehicles to help in that process.'" (7)

The most important federal changes were to vehicles known as Clifford

trusts and the Uniform Gifts to Minors Act.

Clifford Trusts--This has been a standard way by which the federal
government has assisted parents' attempts to accumulate funds to pay
for college Parents would establish a trust in the name of a child
and would hold assets in that trust for ten years: During that time,
the accumulating trust income would be taxed at the child's lower
rate. Following the tax reform act, all Clifford trust income is
taxed at the rate applicable to the person who established the trust.
The tax changes with respect to Clifford trusts are expected to have
the effect of abolishing them.

Gifts to Minors--Gifts to mthors, in contrast to Clifford crusts, are
outright endowments of up to $10,000 per year ($20,000 for spouses)
to children. Under the old tax law, income on this money was taxed
at the child's lower rate. Under the new law, only the first $1,000
of earnings will be taxable at the child's rate if the child is less
than 14 years old. If the child is at least 14, all earnings will be
taxable at the child's rate. (8)

The lessened availability of tax benefits from the Uniform Gifts to

Minors Act has caused tax analysts to suggest much more complicated investment

strategies. The instrument in which one places the gift will differ depending on

whether the child is at least 14 years old. Investors are advised to consider

the array of securities that remain tax-exempt. Those serious about accumulating

funds for their children's college expenses will now be carefully weighing the

benefits of such instruments as AA-rated corporate Lnd municipal bonds, single

premium deferred annuities and AA-rated zero-coupon bonds.
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So federal incentives to save for college expenses, never direct any-

way, are reduced. And many of the more useful instruments for parents' gifts to

m-nors, such as single-premium life insurance and t.x- exempt bonds, require sub-

strr'iai discret-,nary income. Anwher shelter which Congress chose to preserve

similarly requires a Eubst,-ntial asset: Those who own houses can borrow against

the value of the home in order to obtain money for college expenses, and the

interest they pay on that loan (in contrast to other kind: of loans to both

parents and students for college expenses) is tax deductil,le.

The PASS Plan

New York State, in contrast, over the past ten years did attcmpt to

induce saving especially for higher education and to do so in a fairly simple

way. The Parent's and Student's Savings Plan (PASS) tas a tax incen-ive; it was

eliminated in 1987 by an act that adjusted the State's tax structure to the 1986

federal amendments.

The PASS Plan allowed New Yorkers to establish PASS funds for children,

grandchildren, siblings, nieces or nephews. A beneficiary had to be a dependent

of he person who established the fund. A benefactor could deposit up to $750

per year per beneficiary and deduct that amount from the benefactor's New York

State taxable income. Fund earnings were exempt from State tax s. PASS funds

could be used to pay for tuition and fees, room and board, books, supplies and

equipment.

It's commonly said chat the PASS program did not induce much saving.

There is no evidence to the contrary, but there appears to be no published study

which would substantiate that contention. Table 14 provides some data. (The

available statistics cover years only through 1981, after which it was possible

to take the PASS deduction without specifically listing it on a return; this made

it more difficult to measure.) The State Bureau of Tax Statistics estimates that

tl:e PASS deduction was claimed on only 15,000-to-20,000 out of the annual total

of about 7-8 million State personal income tax returns. (9)

If a PASS fund was used for purposes other than those which qualified a

contributor for the ter. benefits, the monies were treated as ordinary income anu

subjected to special taxation that recaptured the deduction for the State. This

is rare'y mentioned, however, as a reason for the perceived lack of use.

Instead, it's suggested that a $750 contribution was too little relative to total

college expenses and that State ta.tion in any case is too low (frequent com-

plaints to the contrary notwithstanding) for a PASS fund to have been a worth-
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Tah le 14
PASS Plan Participation

Number of Total Amount of
Returns Deduct:1/2n Claimed
(thousands) (millions)

1980 17.8

1981 15.0
1982 13.2

1983 14.1

$21.0
16.7

i4.0

16.4

Source: N .w York State Department of Taxation and Finance,
Buieau of Tax Statistics.

while place o put money. Also, the qualified trustees of PASS funds were mainly

banking institutions, offering lcwer rate: of return than, for instlnce, broker-

age houses (with which investors can place IRAs).

So with the repeal of the PASS Plan, especially, it does seem fairly

clear that there is little public inducement for saving toward higher education,

despite the capital investment value such saving clearly would have for the

economy.

Fair Shares

The future trend of college ccit in general and tuition fees in

particukr will be of interest not only to those directly involved in higher

education, but to all of us. There may be too much alarm at recent tuition

increases--they could turn out I- be mere aberrations or otherwise temporary

adjustments. However, if inflation in college costs does continue to outstrip

the average family's income growth (and perhaps even if it doesn't), student bor-

rowing will further rise and pressure will rurther build on institutions to cut

costs and on states to increase institutional and student aid.

The burden of financing college education is distributed among govern-

ment, parents, and students. Collk.ges, in addition, receive money from donors.

The distribution contimously, if slowly, fluctuates among the bearers and varies

from state to state. SPme expect that donat:;Jns, especially important to inds-
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pendent colleges, will decline now that the federal government has reduced tax

incentives for charitable contributions.

One of the reasons other states' movement toward tuition futures plans

has been faster probably is that they provide less support than does New York--in

effect, they do less to control the ratio of tuition fees to av rage income.

Relative to a Pennsylvania tuition futures proposal, for instance, one journal

observed that "the proposal has bipartisan support and may be part 'f the solu-

tion to Pennsylvania's underfunding of higher education and resulting tuition

hikes. Education Daily reports that Pennsylvania ranks 50th among all states in

per capita spending on higher education." (10)

Some who propose a tuition futures plan for New York have asserted that

it's important to assure the people that enacting a plan does not constitute a

lessening of the State's commitment to higher education. It seems as imnortant,

however, not to understate the implications of such an enactment. Perhais plan

advocates, in their assurances, mean simply that an enactment -hould not be used

as a pretext to reduce the existing State commitment. Or the, may mean that it

would free an amount, currently used for student aid, which the State could use

for reedier students or for student aid innovation. Neverth less, it's less

tha:I candid to suggest that a tuition futures plan or any other kind of college

saving incentive is --,ot intended to ease the developing college cost crunch by

drawing more private money, by means other than student loans, into the equation.

It's well settled that the State is responsible for ensuring reasonable

levels of quality, access and choice in higher education. Less settled, but

nevertheless often acknowledged, is that people share some responsibility for

their own and their children's college educations.

A tuition futures plan is one way by which people could be encouraged

to carry that responsibility. While we think it ah inadvisable way, we acknowl-

edge that some inducement is neces.,ary and appropriate. As valuable and neces-

sary as higher education is, there are other vital matters for which the State

must spend money. And while there is public value in individual; colleg, educa-

tions, there also is plenty of private value. Private commitment to higher edr

cation, then, should be integral and fostered.

But in casting about for the best means of encouraging people to carry

tnat portion of tin, load which is a private responsibility, we must remember that

differeAt mearF, while perhaps drawing the same amount of money into the equa-

tion, have sharply different and important impli7.ations. We have pointed out,

for instance, that a tuition futures plan would compoL.nd the penalty which savers
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experience--not only could it disqualify them frcal some need-based aid, but it

would reduce choice. There is, as well, an important distinction between a

financing scheme that depends on students' borrowing and a scheme that depends on

use of parents' assets (whether it be through established savings or t1-2ough

parents' borrowing). One economist, a leading autAority CA higher educational

finance, suggests that societies have an elemental alternative:

Each generation could finance its own college education, mostly by
borrowing the necessary funds and repaying them over a number of
) ars that reflects the lifetime nature of this investment

Each generation could finance the college education of its children
by applying its own assets, through savings or borrowing. (11)

In effect, Amer ins have chosen a mix. Lately, borrowing by students has become

far more important in the mix, but the amount of time permitted to repay the

loans has perhaps not been sufficiently recalibrated to reflect the rising

student indebtedness. One result seem: to be that students' fears about debt

burdens are affecting their choices of majors and careers. So again we see that

particular means to incorporate private funds into the college finance equation

affect choice in a serious way. We may see, for instance, even fewer people

becoming teac,.ers and nurs-s as the oversupply of corporate lawyers increases.

The institutions, too, have some responsibillty for a contribution.

Those individuals demanding cost-cutting in college budgets should be sensitive

to the differing financial straits of elite and non-elite institutions. And they

ought not forget that while factory-like methods are available and perhaps oven

used at some of the nation's colleges, such methods will cause injui, to

,uality--injury difficult to measure as exactly as we 11,easare budget deficits,

but injury nonetheless. In the long run, permitting shoddiness is the least

effective way for any enterprise to ensure its survival; it bears repeating that

technological societies and economLls especially need not a simple issuing of

credentials, but education that is truly higher.

However, not eve- higher education can be held exempt from economics:

If costs continue to increase faster than people's and the State's abilities to

pay, colleges must continue to try to control costs. Many college administrators

already scrutinize their operations to find and eliminate waste. As financial

pressures mount, fewer of them may be able to limit scrutiny to relatively uncon-

troversial .natters such as travel budgets and food services; instead, many col-

leges will have tc. intensify the financial examination of alreaA'T contentious
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matters such as auministrative and faculty salaries, workload and tenure deci-

sions, and construction. The necessary bargaining and painful allocation of

resources will consume time, test morale, and require innovation in staffing and

practice in order to avoid harm to scholastic quality.

As our recommendations will set forth, we think there is much merit to

an enhanced tax-incentive, one that does not require the penalties inherent to

state tuition futures plans; we urge the Legislature to redevelop and reenact one

as part of a broad effort to arrive at the ,,ost productive distribution of the

college financing burden. But even if such an incentive proves to be powerful in

drawing the necessary private funds into college financing, we can e:pe,A a con-

tivling and perhaps quickenmg evolution of the college student profile to

require college financing to undergo fine tuning and remodeling in the coming

decade. The number of students of traditional college age is declining; more and

m're, students will come Zrom older age groups. They w'll be employed; they will

have some assets; and they will be financing not tF3ir children's education, but

their own continuing education.

Such evolutio' will apply new pressures on college budgets--fewer stu-

dents overall will mea hjgher tuitions, perhaps some losses of colleges, and a

continuing need to develop programs for the needs of people who have already

attained a degree. But it will, as well, provide new opportunities As lesser

populated cohorts nove into the workforce, employers will _aye an inci_ased need

to develop, retain and retrain employees, and they may be correspondingly willing

to assume a greater share of the burden of educating them. Cooperative education

,erhaps will become more common.

As higher education and public financing continue to evolve, so too

must )rivate financing. Family savings are becoming e more critical part of the

college cost-resources equation; it's sensible, then, that governments should

promote saving. With tax incentive initiatives, and col.,ege financing initia-

tives generally, the federal government is inescapably r ,:ritical participant.

The federal tax load certainly provides far greater oppertunity than can any

state for development of a powerful tax incentive. But with or without imagina-

tion and will on the part of the federal government, the facts of ccllege financ-

ing require New York State to continue to experiment. It was a New York State

program which provided the model for the federal guaranteed student loan program.

Inasmuch as New Nork State, in its size and in its institutional diversity,

resembles the nation's diversity more than do the other states, it's not u, a-

sonable to expect that successful experiments here will again stimulate federal

efforts.
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RECC MMENDATIONS

Tuition Futures: A Cautious Development
Our first recommendation regarding tuition futures plans is simple:

The Legislature ought not enact a plan in the very near future and should
instead consider alternative means of managing the problem of tuition financing.

There are questions of fairness inherent to any guarantee plan. But

the sheer size of the independent sector in New York makE.s a workable program

much harder to design than it would be in most other states.

If the Legislature should decide to establish a guarantee program, we
would urge this guideline: Explore all poisibilities of making it comprehensive.
The plan should not only include both public and independent colleges, rut it
should also treat their respective primary cost problems: tuition at the inde-
pendents, room and board at the publics.

One of the points on wh4-'^ we have been unable to offer measurement is

the degree of parents' anxiety about college costs generally an tuition in

particular. The greater

even with its drawbacks.

The Legislature, if it found that the public's

a guarantee plan is warranted, might establish a plan.

the anxiety, the more valuable a guarantee would be,

anxiety is such

It would, then,

that

have

to implicitly or explicitly consider whether or not it wishes the independent

sector to continue to play as significant a role as it has so far. A plan which

included only the public institutions would be xich easier to design, but it

probably would intensify competitive pressures on independent colleges. And a

tuition plan only for the publics ,'ould ignore their primary cost problem: room

and board.
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We have stated that a guarantee plan in New York State would be harder

to design than it would be elsewhere. Nevertheless, it's conceivable that insti-

tutions could agree on the revenue-sharing arrangements necessary for a statewide

plan that embraced both public and independent institutions. The more aggressive

was the State's risk-sharing, the more easily conceivable such design would be.

College administrators' and investors' willingness to participate would depend on

the degree of security the plan offered. The more the State indemnified each

against potential losses, the greater would be the likelihood of the plan becom-

ing a major factor in higher education finance.

So if they choose to establish a comprehensive guarantee plan,

policymakers will not only be assuming the burden of a difficult design problem;

they also will be making a difficult decision about the degree of potential lia-

bility to which they are willing to commit the State.

Encouraging Planning

We recommend that the Legislature develop means of encouraging

parents and others to plan for college costs through vehicles more flexible than

tuition futures. We urge the Legislature to investigate and approve a college

saving incentive thiit provides students maximum choice among colleges, creates

funds usable for ali college expenses, and limits State liability and involvement

to that implicit in a tax incentive. We urge it also to direct the State

Education Department and the Department of Taxation and Finance to monitor the

success of the incentive and, periodically and by specified dates, suggest

alterations that might improve its efficiency.

Parents' planning for college costs is clearly valuable. It may b

that increases in the cost of higher education will for some time continue to

exceed increases in the Consumer Price Index, and it's unrealistic to expect that

institutions and the state's taxpayers will be willing or able to pay for such

increases in their entirety. Student borrowing, at least with the repayment

periods in current loan programs, may well have reached its sensible limit. And

borrowing is often an inefficient form of capital investment (in this case, human

capital investment)--the weight of debt repayment, both for individuals and for

the economy as a whole, can become so great that it seriously restricts the abil-

ity to further develop capital. Tt's important, therefore, to alert parents to

the importance of saving for college costs and to encourage such saving.
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It's not unreasonable to ask whether its sensible to offer part of the
State's tax base as an incentive for college saving; there must be limits to this
mode of State investment, and the recent fedc'ral and State tax reforms drew those
limits much tighte

. With regard to incentives for college saving, however, we

suggest not only that it might have been a mistake to eliminate the PASS Plan,
but that it has been a mistake of the federal government through the years not to
structure its intergeneration transfer tax shelters explicitly to encourage
college saving.

The fiscal argu, nt for u college saving incentive is tradi...ional, but
still valid: government's additional contribution to higher education in the
form of a tax incentive will lever far greater private assets. M)re important,
however, is the public purpose--the economic argument--for this leverage. For in
contrast to many purposes for which parents may have transferred income to their
children, the college education of a child is the creation of an asset that
serves the entire economy and society. Our recommendation for reestablishment of
this kind of tax incentive program, then, is also a recommendation that the State
offer to the federal government an example of policy which recognizes the public
value of college education in the same way that it recognizes the desirability of
home ownership, for which tax incentives have long existed and remain.

We recognize that this approach might seem inconsistent with recent
federal income tax policy and that federal tax incentives (State taxes being far
lower) might be necessary to increase savers' interest significantly. However,
the cost of college is clearly a matter of intense national debate, and pressure
to alter the federal tax code will be correspondingly intense. In the meantime,

states can usefully explore variations in tax incentive programs; a New York
State co:lege inancing initiative could serve as a model for federal action, as

it did relative to guaranteed student. loans.

To employ a tuition guarantee program as the incentive for saving would
be to start with an incentive that in most forms is not very flexible: It would
practically reduce students' choices of college, would be difficult to use for
expenses other than tuition, - would subject investors or institutions or both
to the potential of significant financial losses if their projections of students'
selections and costs of education were inaccurate.

It seems unlikely, but perhaps we will eventually discover that a guar-
antee is the only incentive sufficient to induce parents to save specific-illy for
college costs. There seems little reason, however, to leap to that conclusion
and therfol assume the disadvantages of a guarantee program. Instead, there is
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much room to experiment with efforts to mark college education at last as a

public purpose for which special and powerful tax incentives for saving are

warrauted. And it is with an experimental attitude that we might best initiate

this effort, for the PASS Plan seems not to have generated saving in significant

volume. Some differences from the PASS Plan at the start, and some monitoring

and tinkering with an incentive during its early years, make sense.

Avoiding the complications of tuition guarantees would make design of

an incentive considerably easier, tut there still would be choices of

consequence.

Kinds of Incentives--Typical incentives are:

deductions of payments into special accounts; and

exemptions of interest earnings on those payments.

The Legislature could authorize either or both. An alternative is to tax special

funds, but at a lower rate. Some have even suggested that the State deposit

matching funds into the special accounts established by investors who have less

than a specified level of income.

Size of IncentiveDeductibili*y could be 1. ited to some absolute

amount or accorded to entire payments, whatever the amount. Exemption of earn-

ings could likewise be limited or unlimited.

Another way to limit the tax benefits would be to limit the amount

investors can deposit in the special fund; the tax incentive would be applicable

to that entire amount. It might be more sensible, however, to simply limit

applicability of the tax benefits to a specified amount of deposit. That way, an

investor who was highly motivated to save for college costs would be free to

deposit additional amounts; those extra amounts would still earn interest, but

they would not be deductible, and the earnings would be taxable. Another alter-

native would be to reduce (rath,2r than completely withhold) the incentive for

additional amounts by prohibiting deduction of additional deposits, but permit-

ting exemption of the earnings on those (..!p,,sits.

No doubt there is an optimum to be sought. The PASS Plan was too small

an incentive to generate much saving. But after finding a threshhold of incen-

tive that does induce significant saving, policymakers must also be sensitive to

that point at which the increments of saving induced by increments of the incen-

tive begin to decline. Too much leverage wastes the tax base.
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Nature and Extent of State Involvement--The mode of least state in-

volvement is the one that probably comes quickest to most minds: the State could
simply authorize the incentives in the way it authorized the PASS Plan and the
federal government authorized Individual Retirement Accounts. Monitoring and
studying the performance of the incentives would require closer attention than
the PASS Plan received. Nevertheless, this approa(h would create little need for

bureaucracy beyond the capacities that exist already in the Department of Taxa-
tion and Finance.

Some proposals would require considerably more bureaucracy. Rather
than directing payments toward traditional investment instruments, a state could
designate a public authority to receive and accumulate the payments and reinvest
them in the manner of a mutual fund. such intensive state administrative in-

volvement could probably be justified only by other involvement beyond simple
state tax incentives. For instance, an Illinois proposal would authorize a

public authority to sell federal tax-exempt general obligation bonds and convert
the proceeds to "col ge savings certificates" in an attempt to pass the exemp-
tion through to parents saving for college.

Restrictions--In general, the greater the incentive, the more
policymakers might wish to restrict use of the monies. But while it would take
very great restrictiveness for a tax-incentive program to be as inflexible as a
guarantee plan, it would be wise to remember that restriction does reduce the
incentive.

In fact, some of the restrictions suggested in one proposal or another

are similar or identical to those that are part of the design problem in tuition

guarantee proposals.

Withdrawal--Penalties for withdrawing funds for purposes other than
college generally would be determined by the size of tl,e tax benefit
the investor had obtaine,'. This contrasts with tuition futures
plans, in which plan feasibility could depend on a confiscatory kind
of penalty. If for s me reason the State did impose a punitive tax,
the tax (like tuition futures withdrawal penalties) presumably would
not be applicable in some cases (e.g., the beneficiary died or won
a full scholarship).

Transferability--The State it ght allow use of the monies by a person
other than the one for Awn a fund was established, but perhaps only
if that person was an immediate member of the family.

Age and Time--The Sta..:e could require that funds be established only
for dependent minoz3 and that trey be used by a specified age
25).
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In-State Colleges--Those who wish to ,scourage residents from emi-
grating for their college educction might wish tt State to reclaim

the tax benefit for funds spent at out-of-state ,J1leges. An alter-

native might be a state-funded bonus for matriculation at an in-state

college.

A possible restriction which relates more narrowly to tax incentive

plans has to do with qualified instruments. The federal government permits IRA

investors to place their funds in higher-risk instruments like common stocks.

And in the pursuit of the higher returns which higher-risk investments offer, IRA

investors sometimes lose their money. Inasmuch as a tax incentive does consti-

tute a financial investment by the State, olicymakers might wish to ensure that

investors do not fritter it away; that is, they may wish to restrict investments

to safer instruments in order to ensure that the public purpose for which they

established the incentive is served. Most common savings instruments offered by

banking institutions, for instance, offer low returns, but high (federally

insured) security. (This concern would exist even if the State established a

public authority to receive and reinvest the payments. Recent lasses by school

districts in the Lion Capital Group-RTD Securities case remind us that public

entities, too, can fritter away their assets through investment mistakes.)

Each added restriction can help to ensure that special funds will be

used for the public purpose for which they were established. The more elaborate

the public purpose is, the more restrictions will be necessary. For instance,

prohibition on use of funds out of state would reduce students' choices and might

even invite retaliatory legislation. However, if the public purpose of an

incentive is not only to induce saving, but also to induce New York students to

settle at home, prohibition on use of funds out of state might make sense.

Development of a new tax incentive might wisely include a study of the

PASS Plan. Surveys to ascertain reasons for its failure and some comparison with

other kinds of tax incentives might suggest the size and nature of incentives

needed in order to induce saving of the degree needed to finance college.

Legislatures in othr states, too, are considering proposals for tax

incentives, and it might be instructive to examine their experiences and deliber-

ations. Among the proposals exhibiting interesting features for study are some

in Missouri, Illinois, Georgia and Pennsylvania. In addition, New York State's

Board of Regents has added an incentive initiative to its agenda of legislative

proposals. (Appendix 2 describes these state proposals as well as two federal

proposals.)
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APPENDIX 1

SOME TUITION FUTURES LAWS AND BILLS

State Laws

Tuit'oa futures bills have been enacted in six states: Michigan,

Wyoming, Te , Indiana, Florida and Maine.

Michigan Michigan Education Trust
Enroll-td House Bill No. 5505

Appro,-.d by the Governor Dec. 23, 1986

The Michigan plan has been the model for most other state plans. Key

points of the MiGa.Lgan plan include the following:

O It is pending a ruling from the IRS concerning its tax status.

O It offers withdrawal options--Plan A and Plan B--which allow for
either withdrawal of principal only or withdrawal of principal plus
interest.

It is intended for use primarily at the State's public institutions,
although funds can also be used at independent instil.lcions.

Because the Michigan plan is representative of a good number of state plans, a

copy of the law is iticluded in this appendix.

Wyoming Advance Payment of Higher Education Costs
Enrolled Act No. 9

Senate, Approved by the Governor Feb. 19, 1987

Wyoming's plan is designed for a relatively simple academic system:

one four-year public university and seven community colleges ,tnere are no

independent institutions in the state). The program is to be administered
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primarily by the Deputy Treasurer of Lae University of Wyoming's Board of

Trustees. There are four payment options: resident or nonresident tuition for a

community college, and resident Jr nonresident tuition for the University of

Wyoming. A striking feature is that room and board costs are also covered in all

of the contract options. There is a lag of ten years between the time the

contracts are signed and the time the beneficiaries may actually enroll at

college. Participants may withdraw from the plan at any time, and the refund

shall be the principal plus four percent compounded interest. No state tax

benefits are offered, but tuition is very low (approximately $300 in-state and

$1,200 out-of-state), so tax benefits would not prove to be strong incentive,

anyway. (1)

Tennessee Tennessee Baccalaureate Education System Trust Act

House Bill No. 618
Approved by the Governor May 4, 1987

The Tennessee plan is similar to the Michigan Education Trust, but

simpler on several counts: The relationship of the purchaser and the beneficiary

with the trust is not stressed; contract terms between these parties are left for

the administering agent tc letermine. The law does not provide the withdrawal

options contained in the Michigan plan. Special attention is given to the forma-

tion of the governing board. No contract can be entered into without t'le board

making known the tax status. The trust funds are state tax-exempt.

Indiana Baccalaureate Education System Trust (BEST)

Ho-se Bill 1018
Approved by the Governor May 1987

The basic structure of House Enrolled Act No. 1018 is similar to

Michigan's plan, but there are some differences. The investment vehicles are

detailed, as are the conditions for use of these vehicles. As with Michigan,

there are contracts offering different withdrawal options (Plan A offers a refund

of principal without interest earnings; Plan B offers a refund of principal plus

interest). But Indiana's program offers a third contract--Plan C--which is

designed strictly for two-year public institutions. The law directs that in

needs analysis for the calculation of awards, tuition futLres benefits shall be
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regarded as parental contributions. The powers and responsibilities of the State

institution trustees to set and establish required semester charges shall not be
superseded by the trust or the State. The State and State institutions are not
responsible for meeting the conditions of the contract or any liabilities of the
fund.

Florida Florida Prepaid Postsecondary Education Expense Program
CS /CS /HBs 47 & 17, 2nd Engrossed

Enacted June 1987

Like the Michigan plan, Florida's Prepaid Postsecondary Education
Expense Program is to be administered by a governing board. The board is to
establish a comprehensive investment plan with specified investment vehicles.
In addition, the board is to designate a marketing agent and contract for the
services of a records administrator, a trustee services firm and authorized
insurers, banks and investment companies. Advance payment contracts will cover
at least three plans: the community college plan, the university plan, and the
dormitory residence plan. Funds in any of these plans may be applied toward
payment at certain independent institutions located in Florida. The board must
make the IRS ruling on the tax status known before entering into an advance
payment contract. State employees can make payments through payroll deductions.
The law directs that the Legislature shall appropriate to cover shortfalls.

Maine Student Educational Enhancement Deposit Plan
LD 779

Enacted June 18, 1987

Committee Amendment "A" to LD 779
H-259

Senate Amendment "A" to Committee Amendment "A" to LD 179
S-246

Maine's plan is similar to -.he Michigan plan in terms of the establish-
ment of a board, termination and refund policies, and handling of assets in the
fund. The board may contract wit:i external agents for management and operation
services. Plan A, offering d refund of the face amount of the investment, and
Plan B, offerirg a refund of the face amount plus interest, are offered. The
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board must make the IRS ruling on the tax status known before entering into an

advance payment contract. The fund is state tax-exempt and is intended for pub-

lic institutions; two-year vocational-technical institutes and community colleges

are included. Funds may be transferred to independent institutions if the con-

tract is first terminated (with the refund not exceeding the highest public

tuition rate).

H-Z59 supplies an emergency preamble, which puts the plan into effect

immediately. An appropriation of $25,000, provided to cover initial administra-

tive expenses, is to be repaid before July 1, 1989. A fiscal note recognizes the

revenue loss that would be caused by tax-exempt status, although the amount of

the loss cannot be specified. The note also recognizes that by 1988-89, the

General Fund will have recovered the initial appropriation. S-246 changes the

appropriation amount to $10,000 and deletes mention of the revenue loss from the

fiscal note.

Federal Proposals

H.R. 2509 Parental Assistance for Tuition Investment Act of 1987

Introduced May 1987

H.R. 2509, which would create a National Postsecondary Education Trust,

is simi.,ar in several respects to state legislation following Michigan's model.

S. 1572, known as the National Education Savings Trust Act of 1987 (NEST) and

introduced July 30, 1987, is similar to H.R. 2509. H.R. 2509 would establish a

trust, governed by a board inc.nding the Secretary oc Education, the Secretary of

the Treasury and ten Presidential appointees. The general duties of the trust,

use and disbursal of the funds, reporting requirements, and termination criteria

would generally be the same as specified in state plans. The trust would attempt

to obtain investment returns sufficient to cover its projections of average tui-

tion and fees charged at public and private colleges.

There are provisions that would permit a purchaser to transfer benefits

to another beneficiary and pay by installment (including through payroll deduc-

tions). Refunds would be disbursed in single payments. The tuition payment plan

agreement would not be a promise of acceptance at any institution. Appropria-

tions would be provided for start-up costs.

87



A good portion of this proposal deals with tax benefits. Deductions of
up to $2,000 a year ($48,000 total for all taxable years) would be permitted

subject to specified limits (e.g., the beneficiary dies of attains the age of
25; the taxpayer is the beneficiary). Benefits would not be included in gross

income if they were used for educational purpo.es.

H.R. 2404 Higher Education Prepayment Tax Act of 1987
Introduced May 1987

H.R. 2404 would amend the Internal Revenue Code to exclude from gross

income the benefits earned under certain tuition futures plans, including insti-

tutional plans and state plans.
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(f) It is in the best interest of the people of this state to encourage state residents desiring a public highereducation to enroll in state public institutions of higher learning.
(g) It is in the best interest of the people of this state to enhance and foster the ability of Michigan residentsto choose an independent, nonprofit higher education in order to provide well educated citizens and toencourage slate residents desiring an independent higher education to enroll in an independent degree-grantingcollege or university located in this state.
(h) Students in elementary and secondary schools tend to achieve to a higher standard of performance whenthe payment of tuition for their higher education is secured.
(i) Providing assistance to assure the higher education of the citizens of this state is necessary and desirablefor the public health, safety, and welfare.

Sec. 3. In light of the findings described in section 2, the legislature declares the purposes of this act and o:the Michigan education trust created by this act to be:
(a) To encourage education and the means of education.
(b) To mainta;n state institutions of higher education by helping to provide a stable financial base to theseinstitutions.
(c) To provide wide and affordable access to state institutions of higher education for the residents of thisstate.

(d) To encourage attendance at state institutions of higher education.
(e) To provide students and their parents economic protection against rising tuition costs.(f) To provide students and their parents financing assistance for postsecondary education at a Michiganinstitution of higher education of their choice.
(g) To heap provide thl benefits of higher education to the people of this state.(h) To encourage elementary and secondary students in this state to achieve high standards of performance.
Sec. 4. As used in this act, except where the context clearly requires otherwise:
(a) "Advance tuition payment contract" means a contract entered into by the trust and a purchaser pursuantto section 6 to provide for the higher education of a qualified beneficiary.
(b) "Board" means the board of directors of the Michigan education trust described in section 10.(c) "Fund" mains the advance tuition payment fund created in section 9.
(d) "Purchaser" means a person who makes or is obligated to make advance tuition payments pursuant to anadvance tuition payment contract.
(e) "Qualified beneficiary" means any resident of this state.
(f) "State institution of higher education" means a college or university described in section 4, 5, or 6 ofarticle VIII of the state constitution of 1963 or any 4-year degree-granting institution established by the stateafter the effective date of this act, which institution is designated by the state as a state institution of highereducation for purposes of this act.
(g) "Trust" means the Mich:Tan education trust created in section 5.
(h) "Tuition" means the quarter or semester charges imposed to attend a state institution of higher educationand all mandatory fees required as a condition of enrollment as determined by the board.(i) "Weighted average tuition cost of state institutions of higher education" means the tuition cost arrived atby adding the products of the annual undergraduate tuition cost at each ate institution of higher educationand its total number of undergraduate fiscal year e uated students, and then dividing the gross total of thiscumulation by the total number of undergraduate fiscal year equated students attending state institutions ofhigher education.

Sec. 5. (1) There is created a public body corporate and politic to be known as the Michigan education trust.The trust shall be within the department of treasury, but shall exercise its prescribed statutory powers, duties,and functions independentlyof the head of that department.
(2) The purposes, powers, and duties of the Michigan education trust are vested in and shall be exercised bya board of directors.

Sec. 6. (1) The trusi., on behalf of itself and the state, may contrac with a purchaser for the advance paymentof tuition by the purchaser for a qualified beneficiary to attend any of the state institutions of higher educationto which the qualified beneficiary is admitted, without further tuition cost to the qualified beneficiary. Inaddition, an advance tuition payment contract shall set forth in a clear, understandable manner all of thefollowing:
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(f) It is in the best interest of the people of this state to encourage state residents desiring a public highereducation to enroll in state public institutionsof higher learning.
(g) It is in the best interest of the people of this state to enhance and foster the ability of Michigan residentsto choose an independent, nonprofit higher education in order to provide well educated citizens and toencourage state residents desiring an independent higher education to enroll in an independent degree-grantingcollege or university located in this state.
(hi Students in elementary and secondary schools tend to achieve to a higher standard of performance whenthe payment of tuition for their higher education is secured.
(i) Providing assistance to assure the higher education of the citizens of this state is necessary and desirablefor the public health, safety, and welfare.

Sec. 3. In light of the findings described in section 2, the legislature declares the purposes of this act and o:the Michigan education trust created by this act to be:
(a) To encourage education and the means of education.
(b) To maintain state ;nstitutions of higher education by helping to provide a stable financial base to theseinstitutions.

(c) To provide wide and affordable access to state institutions of higher education for the residents of thisstate.

(d) To encourage attendance at state institutions of higher education.
(e) To provide students and their parents economic protection against rising tuition costs.(f) To provide students and their parents financing assistance for postsecondary education at a Michiganinstitution of hig}'er education of their choice.
(g) To heap provide t) benefits of higher education to the people of this state.(h) To encourage elementary and secondary students in this state to achieve high standards of performance.
Sec. 4. As used in this act, except where the context clearly requires otherwise:(a) "Advance tuition payment contract" means a contract entered into by the trust and a purchaser pursuantto section 6 to provide for the higher education ofa qualified beneficiary.
(b) "Board" means the board of directors of the Michigan education trust described in section 10.(c) "Fund" mans the advance tuition payment fund created in section 9.
(d) "Purchaser" means a person who makes or is obligated to make advance tuition payments pursuant to anadvance tuition payment contract.
(e) "Qualified beneficiary" means any resident of this state.
(f) "State institution of higher education" means a college or university described in section 4, 5, or 6 ofarticle VIII of the state constitution of 1963 or any 4-year degree-granting institution established by the stateafter the effective date of this act, which institution is designated by the state as a state institution of highereducation for purposes of this act.
(g) "Trust" means the Mich; tan education trust created in section 5.
(h) "Tuition" means the quarter or semester charges imposed to attend a state institution of higher educationand all mandatory fees required as a condition of enrollment as determined by the board.(i) "Weighted average tuition cost of state institutions of higher education" means the tuition cost arrived atby adding the products of the annual undergraduate tuition cost at each Ate institution of higher educationand its total number of undergraduate fiscal year e Listed students, and then dividing the gross total of thiscumulation by the total number of undergraduate fiscal year equated students attending state institutions ofhigher education.

Sec. 5. (1) There is created a public body corporate and politic to be known as the Michigan education trust.The trust shall be within the department of treasury, but shall exercise its prescribed statutory powers, duties,and functions independently of the head of that department.
(2) The purposes, powers, and duties of the Michigan education trust are vested in and shall be exercised bya board of directors.

Sec. 6. (1) The trust:, on behalf of itself and the state, may contrac. with a purchaser for the advance paymentof tuition by the purchaser for a qualified beneficiary to attend any of the state institutions of higher educationto which the qualified beneficiary is admitted, without further tuition cost to the qualified beneficiary. Inaddition, an advance tuition payment contract shall set forth in a clear, understandable manner all of thefollowing:
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(a) The amount of the payment or payments required from the purchaser on behalf of the qualified

beneficiary.
(b) The terms and conditions for making the payment, including, but not limited to, the date or dates upon

which the payment, or portions of the payment, shall be due.

(c) Provisions for late payment charges and for default.

(d) The name and age of the qualified beneficiary under the contract. The purchaser, with the approval of

and on conditions determined by the trust, may sui.:8( iuently substitute another person for the qualified

beneficiary originally named.
(e) The number of credit hours covered by the zont acc.

(f) The name of the person entitled to terminate the contract, which, as provided by the contract, may be the

purchaser, the qualified beneficiary, or a person to act on behalf of the purchaser or qualified beneficiary, or

any combination of these persons.
(g) The terms and conditions under which the contract may be terminated and the amount of the refund. if

any. to which the person terminating the contract, or specifically the purchaser or designated qualified

beneficiary if the contract so provides, shall be entitled upon termination.

(h) The assumption of a contractual obligation by the trust to the qualified beneficia..y on its own behalf and

on behalf of the state to provide for credit hours of higher education, not to exceed the credit hours required for

the granting of a baccalaureate degree. at any state institution of higher education to which the qualified

beneficiary is admitted. The advance tuition payment contract shall provide for the credit hours of higher

education that a qualified beneficiary may receive under the contract if the qualified beneficiary is not entitled

to in-state tuition rates.
(i) The period of time from the beginning to the end of which the qualified beneficiary may receive the

benefits under the contract.
(j) All other rights and obligations of the purchaser and the trust.

(k) Other terms, conditions, and provisions as the trust considers in its sole discretion to be necessary or

appropriate.
(2) The form of any advance tuition payment contract to be entered into by the trust shall first be approved

by the state administrative board.
(3) The trust shall make any arrangements that are necessary or appropriate with state institutions of higher

education in order to fulfill its obligations under advance tuition payment contracts, which arrangements may

include, but need not be limited to, the paymentby the trust of the then actual in-state tuition cost on behalf of a

qualified beneficiary to the state institution of nigher education.

(4) An advance tuition payment contract shall provide that the trust provide f...r the qualified beneficiary to

attend a community or junior college in this state before entering a state institution of higher education if the

beneficiary so chooses and that the contract may be terminated pursuant to section 8 after completing the

requirements for a degree at the community or junior college in this state or before entering the state

institution of higher education.
(5) An advance tuition payment contract may provide that, if after a number of years specified in the

contract the contract has not been terminated or the qualified beneficiary's rights under the contract have not

been exercised, the trust, after making a reasonable effort to locate the purchaser and qualified beneficiary or

the agent of either, shall retain the amounts otherwise payable and the rights of the qualified beneficiary, the

purchaser, or the agent of either shall be considered terminated,

Sec. 7. (1) At a minimum, the trust shall offer advance tuition payment contracts of the 2 types set forth in

subsections (2) and (3), to be known as Plan A and Plan B, respectively.

(2) Under Plan A:
(a) A payment or series of payments shall be required from the purchaser on behalf of a qualified

beneficiary.
(b) If an advance tuition payment contract is terminated before a qualified beneficiary earns a high school

diploma or reaches the age of majority, or pursuant to section 8(IXd), the trust shall refund the fare amount of

the payment or payments in accordance with the terms of the contract, less any administrative fee specified in

the contract, but shall not refund any investment income attributable to the payments.

(c) Except as provided in subdivision (d), the trust shall provide for the qualified beneficiary to attend a state

institution of higher education at which the qualified beneficiary attends for the number of credit hours

required by the institution for the awprding of a baccalaureate degree, without further tuition cost to the

qualified beneficiary, except as provided in section 6(1) for a qualified beneficiary who is not entitled to in-state

tuition rates.
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(d) As an alternative to subdivision (c), the trust shall provide for the qualified beneficiary to attend a stateinstit...:on of higher education at which the qualified beneficiary attends for a fixed number of credit hours. aspermitted by the trust, less than the total number of credit hours required by the institution for the awarding ofa baccalaureate degree, without further tuition cost to the qualified beneficiary for that fixed number of credithours, except as provided in section 6(1) for a qualified beneficiary who is not entitled to in-state tuition rates.
(3) Under Plan B:
(a) A payment or series of payments shall he required on behalf of a qualified beneficiary.
(b) If an advance tuition payment contract is terminated before a qualified beneficiary earns a high schooldiploma or reaches the age of majority, or pursurnt to section 8(1Xd), the trust shall refund the face amount ofthe payment or pay ;.ients in accordance with the terms of the contract, less any administrative fee specified inthe contract, together with all or a specified portion of accrued investment income attributable to the paymentor payments as may he agreed to in the contract.
(c) Except as provided in subdivision (d), the trust shall provide for the qualified beneficiary to attend a stateinstitution of higher education at which the qualified beneficiary attends for the number of credit hoursrequired by the institution for the awarding of a baccalaureate degree, without further tuition cost to thequalified beneficiary, except as provided in sectior 6(1) for a qualified beneficiary who is not entitled to in-statetuition rates.

(d) As an alternative to subdivision (c), the trust shall provide for the qualified beneficiary to attend a stateinstitution of higher education at which the qualified beneficiary attends for a fixed number of credit hours, aspermitted by the trust, less than the total number of credit hours required by the institution for the awarding ofa baccalaureate degree, without further tuition ,ost to the qualified beneficiary ft,r that fixed number of credithours, except as provided in section 6(1) for a qualified beneficiary who is not entitled to in-state tuition rates.
(4) Contracts required to be offered by this section may require that payment or payments "rum a purchaser,on behalf of a qualified beneficiary who may attend a state institution of higher education in less than 4 yearsafter the date the contract is entered into by the purchaser, be based ipon attendance at a certain stateinstitution of higher education or at that state institution of higher education with the highest prevailing tuitioncost for the number of credit hours covered by the contract.
(5) Contracts required to be offered by this section shall be offered with 2 alternatives. One alternative shalloffer advance tuition payment contracts that provide the credit hours of higher education necessary for thegranting of a baccalaureate degree at any of the state institutions of higher education. The second alternativeshall provide that the number of credit hours of higher education a qualified beneficiary may receive under thecontract will be reduced to a percentage of the credit hours required for the granting of a baccalaureate degreeat a state institution of higher education, as specified in the contract, if the qualified beneficiary enrolls in astate institution of higher education imposing at the time the qualified beneficiary enrolls an annual tuition ratethat is greater than 105% of the weighted average annual tuition rate of all sta . institutions of highereducation. This subsection shall not preclude a state institution of higher education at which a qualifiedbeneficiary is entitled to receive less than the minimum number of credit hours required for the granting of abaccalaureate degree from providing that qualified beneficiary, without further tuition charges, the additionalcredit hours necessary to receive a baccalaureate degree.
(6) If a beneficiary of an advance tuition payment contract with either an alternative 1 or alternative 2designation, as described in subsection (5), attends a community or junior college for 2 years at the in-districttuition rate, that beneficiary then may attend any state institution of higher education at no additional tuitioncost and receive the number of credit hours necessary for the awarding of a baccalaureate degree.

Sec. 8. (1) An advance tuition payment contract shall authorize a termination of the contract when any 1 ofthe following occurs:

(a) The qualified beneficiary dies.
(b) The qualified beneficiary is not admitted to a state institution of higher education after making properapplication.

(c) The qualified beneficiary certifies to the trust that he or she has decided to attend and has been acceptedby a Michigan independent, degree-granting institution of postsecondary education recognized by the stateboard of education or, after he or she has a high school diploma or has reached the age of majority, he or she hasdecided not to attend a state institution of higher education and requests, in writing, before July 15 of the yearin which the qualified beneficiary desires to terminate the contract, that the advance tuition payment contractbe terminated.

(d) Other circumstances, determined by the trust and set forth in the advance tuition payment contract,occur.

4
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(2) Except as provided in section 7(2Xb) and (3Xb), an advance tuition payment contract shall provide for a
refund pursuant to this section to a person to whom the refund is payable under the contract upon termination
of the contract. If the qualified beneficiary has a hip school diploma or has reached the age of majority, and
attends an ir,stitution of higher education, the amount of a refund, except as provided in subsection (4), shall be
the lesser of the average tuition cost of all state institutions of higher ,duration on the date of termination of the
contract, or the face am..ant of the payment or payments and any accrued investment income attributable to the
payment or payments, if he or she is cot -3, alternative 1, as described in section 7(5), or the lowest tuition
cost of all state institutions of higher e% i on the date of termination of the contract if he or she is covered
by alternative 2 or does not attend an Anon of higher education. The amount of a refund shall be reduced
by an appropriate percentage if the puechaser entered into an advance tuition payment contract that provided
for a fixed number of credit hours less i.h7....n the total number of credit hours required by a state institution of
higher edication for the awarding of a baccalaureate degree, by the amount transferred to a community or
junior college on behe.; of a qualified beneficiary w' ^11 the contract is terminated as provided in section 6(4),
and by the amount transferred to a state institution of higher education on behalf of a qualified beneficiary.
Termination of a contract and the right to receive a refund shall not be authorized under the contract if the
qualified beneficiary has completed more than 1/2 of the credit hours required by the state institution of higher
education for the awarding of a baccalaureate degree. However, this provision shall not affect the termination
and refunu rights of a graciiate of a community or junior college Pursuat.t to this subsection and except as
provided 'ay subsection (3), the trust shall make refund payments in equal installments over 4 years and not
later 'Ian August 15 of the year due.

(3) An advance tuition payment contract shall authorize a person, who is entitled under the advance tuition
payment contract to terminate the contract, to direr' nayment of the refund to an independent degree-granting
college or university located in this state or to a community or junior college located it this state. If directed to
make payments pursuant to this subsection, the trust shall transfer to the designated institution an amount
equal to the tuition due for the qualified beneficiary, but the ast shall not transfer a cumulative amount
greater than the refund to which the person is entitled. If the refund exceeds the total amount of transfers
di:ected to the designated institution, the excess shall be returned to the person to whom the refund is otherwise
payable.

(4) Notwithstanding any other section of this act, the amount of a refund paid upon termination of the
advance tuition payment contract by a person who directs the trust pursuant to subsection (3) to transfer the
refund to an in& *dent degree-granting college or university located in a ,.i state shall not be less than the
prevailing weigF - retage tuition cost of state institutions of higher education for the number of credit hours
covered by the contract on the date of termination. In calculating the amount of a refund for an advance
payment contract containing the restrictions provided by section 7(5), the prevailing weighted average tuition
cost shall be based upon only those state institutions of higher education at which the qualified beneficiary could
have received sufficier t credit hours for a baccalaureate degree.

Sec. 9. (1) There is created under the jurisdiction and control of the board an advance tuition payment fund.
Payments received by the trust from purchasers on behalf of qualified beneficiaries or from any other source,
public or private, shall be placed in th,, fund. The fund may be divided into separate accounts.

(2) Assets of the trust shall not be consideree tate money, common cash of the state, revenue for the
purposes of sections 26 to 34 of article IX of the state constitution of 1963, nor state money for the purpc es of
Act No. 259 of the Public Acts of 1982, being sections 12.61 to 12.64 of the Michigan Compiled Laws.

(3) Unless otherwise provided by resolution of the board, assets -f the trust shall be expended in the
following order of priority:

(a) To make payments to state institutions of higher education on behalf of qualified beneficiaries.
(b) To make refunds upon ermination of an advance tuition payment contract.
(c) To pay the costs of administration and organization of the trust and the fund.
(4) Assets of the trust may be invested in any instrument, obligation, security, or property considered

appropriate by the trust and may be pooled for investment purposes with investments of the state, including.
but not limited to, state pension funds, on such terms and conditions as are agreeable to the trust.

Sec. 10. (1) The board shall consist of the state treasurer, and 8 other members with knowledge, skill, and
experience in the academic, business, or financial field, who shall be appointed by the governor, by and with the
advice and consent of the senate. Not more than 2 of the 8 appointed members of the board shall be, during
their term of office on the board, either officials, appointees, or employees of this state. Of the 6 remaining
members appointed by the governor, 1 shall be appointed from 1 or more nominees of the speaker of the house
of representatives, 1 shall be appointed from 1 or more nominees of the majority leader of the senate, 1 shall be
a president of a state institution of higher education who shall be appointed from nominees of the president's
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council of state colleges and universities, 1 shall be a president of a community or junior college who shall be
appointed from nominees of the Michig in community college associatir and 1 shell represent the interests of
independent degree-granting colleges and universities located in this Atte. Six of the 8 appointed members
shall serve for fixed terms. Of the 6 such members first appointed, 2 shall be appointed for a term that expires
December 31, 1987, 2 shall be appointed for a term that expires December 31, 1983, and 2 shall be appointed for
a term that expires December 31, 1989. Upon completion of each fixed term, a member shall be appointed for a
term of 3 years. A member shall serve until a successor is appointed, and a vacancy shall be filled for the
balance of the unexpired term in the same manner as the original appointment. The chief executive officer or
director of any state department, who is a designated member of or an appointee to the board, may appoint a
deputy to serve as a voting member of the board in the absence of the chief executive officer or director. The
governor shall designate 1 member of the board to serve as its chairperson. The governor shall appoint 2
members of the board to serve at the pleasure of the governor, 1 of whom shall be designated by the governor as
the president and chief executive officer of the trust and I of whom shall be designated by the governor as the
vice-president of the trust.

(2) Members of the board, other than the president and vice-president if they are not otherwise employees of
the state, shall serve without compensation, but shall receive reasonable reimbursement for actual and
necessary expenses.

(3) The board may delegate to its president, vice-president, or others such functions ant, authority as the
board considers necessary or appropriate. These functions may include, but are not limited to, the oversight and
supervision of employees of the trust.

(4) A majority of the members of the board serving shall constitute a quorum for the transaction of business
at a meeting of the board, or tte exercise of a power or function of the trust, notwithstanding the existence of 1
or more vacancies. Voting upon action taken by the board shall be conducted by majority vote of the members
present in person at a meeting of the board, and, if authorized by e-- bylaws of the board and when a quorum is
present in person at the meeting, by use of amplified telephonic equipment. The board shall meet at the call of
the chair and as may be provided in the bylaws of the trust. Meetings of the board may be held anywhere within
the state.

(5) The business which the board may perform shall be conducted at a public meeting of the board held in
compliance with the open meetings act, Act No. 267 of the Public Acts of 1976, being sections 15.261 to 15.275 of
the Michigan Compiled Laws. Public notice of the time, date, and place of the meeting shall be given in the
manner required by Act No. 267 cf the Public Acts of 1976.

(6) A writing prepared, owned, used, in the possession of, or retained by the board in the performance of an
official function shall be made available to the public in compliance with the freedom of information act, Act
No. 442 of the Public Acts of 1976, being sections 15.231 to 15.246 of the Michigan Compiled Laws.

Sec. 11. In addition to the powers granted by other provisions of this act, the board shall have the powers
necessary or convenient to carry out and effectuate the purposes, objectives, and provisions of this act, the
purposes and objectives of the trust, and the powers delegated by other laws or executive or,...s, including, but
no limited to, the power to:

(a) Invest any money of the trust, at the board's discretion, in any instruments, obligations, securities, or
property determined proper by the board, and name and use depositories for its money.

(b) Pay money to state institutions of higher education from the trust.
(c) Impose reasonable residency requirements for qualified beneficiaries.
(d) Impose reasonable limits on the number of prtti-i-.2nts in the trust.
(e) Segregate contributions and payments to the trust into various accovn,..6 and runds.
(f) Contract for goods and services and engage personnel as is necessary and engage the services of private

consultants, actuaries, managers, legal counsel, and auditors for rendering professional, management, and
technical assistance and advice, payable out of any money of the trust.

(g) Solicit and accept gifts, grants, loans, and other aids from any person or the federal, state, or a local
government or any agency of the federal, state, or a local government, or to participate in any other way in any
federal, state, or local government program.

(h) Charge, impose, and collect administrative fees and charges in connection with any transaction and
provide for reasonable penalties, including default, for delinquent payment of fees or charges or for fraud.

(i) Procure insurance against any loss in connection with the trust's property, assets, or activities.
(j) Sue and be sued; to have a seal and alter the same at pleasure; to have perpetual succession; to make,

execute, and deliver contracts, conveyances, and other instruments necessat y or convenient to the exercise of its
powers; and to make and amend bylaws.
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(k) Enter into contracts on behalf of the state.
(I) Administer the funds of the trust
(m) Indemnify or procure insurance indemnifying any member of the board from personal loss or

accountability from liability resulting from a member's actior or inaction as a member of the board, including,
but not limited to, liability asserted by a person on any bonds or notes of the authority.

(n) Impose reasonable time limits on use of the tuition benefits provided by the trust, if the limits are maae a
part of the contract.

(o) Define the terns and conditions under which money may be withdrawn from the trust, including, but not
limited to, reasonable charges and fees for any such withdrawal, if the terms and conditions are made a part of
the contract.

(p) Provide for receiving contributions in lump sums or periodic sums.
(q) Establish policies, procedures, and eligibility criteria to implement this act.
(r) Enter into arrangements with Michigan institutions of higher education for the trust to offer on behalf of

the institution advance tuition payment contracts under which the Michigan institution of higher education will
be contractually obligated to provide a beneficiary under the contract with credit hours of higher education in
addition to those required for a baccalaureate degree.

Sec. 12. The board shall annually prepare or cause to be prepared an accounting of the trust and shall
transmit a copy of the accounting to the governor, the majority leader of the senate, the speaker of the house of
representatives, and the respective minority leaders of the senate and house of representatives. The board shall
also make available the accounting of the trust to the purchasers of the trust. The accounts of the board shall be
subject to annual audits by the state auditor general or a certified public accountant appointed by the auditor
general.

Sec. 13. (1) The trust shall be administered in a manner reasonably designed to be actuarially sound such
that the assets of the trust will be sufficient to defray the obligations of the trust.

(2) In the accounting of the trust made pursuant to section 12, the trust board shall annually evaluate and
cause to be evaluated by a nationally recognized actuary the actuarial soundness of the trust and determine the
additional assets needed, if any, to defray the obligations of the trust. If there are not funds sufficient to ensure
the actuarial soundness of the trust as determined by the nationally recognized actuary, the trust shall adjust
payments of subsequent purchasers to ensure its actuarial soundness. If there are insufficient numbers of new
purchasers to ensure the actuarial soundness of a plan of the trust, the available assets of the trust attributable
to the plan shall be immediately prorated among the then existing contracts, and these shares shall be applied,
at the option of the person to whom the refund is payable or would be payable under the contract upon
termination of the contract, either towards the purposes of the ccntract for a qualified beneficiary or disbursed
to the person to whom the refund is payable or would be payable under the contract upon termination of the
contract.

(3) An advance tuition payment contract shall not be entered by the trust until the internal revenue service
has issued a favorable ruling or opinion that the purchaser of the advance tuition payment contract will not be
considered actually or constructively to be in receipt of income. If an unfavorable ruling or opinion with regard
to this issue is rendered by the internal revenue service, the board shall present a report to the legislature
outlining recommendations for the modification and continuance of the program, including a recommendation
of whether the trust may offer contracts on behalf of itself to provide for the advance purchase of incremental
portions of the number of credit hours necessary for a baccalaureate degree.

(4) Before entering into advance tuition payment contracts with purchasers, the state shall solicit answers to
appropriate ruling requests from the securities and exchange commission regarding the application of federal
security laws to the trust. No contracts shall be entered without the authority making known the status of the

request.

Sec. 14. State institutions of higher education, purchasers, and qualified beneficiaries may enforce this act
and any contract enterea into pursuant to this act in the circuit court for Ingham county.

Sec. 15. The property of the trust and its income and operation shall be exempt from all taxation by this
state or any of its political subdivisions.

Sec. 16. The trust, in its discretion, may contract with others, public or private, for the provision of all or a
portion of the services necessary for the management and operation of the trust. The trust shall also endeavor to
work with private sector investment managers, state institutions of higher education, and independent degree-
granting colleges and universities in this state to study the feasibility of instituting programs between these
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parties that insure full tuition payment upon purchase of a prepayment plan. The trust shall evaluate the
feasibility and actuarial soundness of a prepayment plan exclusively for community and junior colleges. The
board shall submit a report to the legislature before December 31, 1988 regarding its success at instituting
programs between private sector Investment managers. state institutions of higher education, and independent
degree-granting colleges and universities of the state that insure full tuition prepayment plans.

Sec. 17. The assets of the trust shall be preserv-A, invested, and expended solely pursuant to and for the
purposes set forth in this act and shall not be loaned or otherwise transferred or used by the state for any
purpose other than the purposes of this act. This section shall not be construed to prohibit the trust from
investing in, by purchase or otherwise, bonds. novas, or other obligations of the state, an agency of the state, or
an instrumentality of the state.

Sec. 18. Nothing in this act or in an advance tuition payment contract entered into pursuant to this act shall
be construed as a promise or guarantee by the trust or the state that a person will be admitted to a state
institution of higher education or to a particular state institution of higher education, will be allowed to
continue to attend a state institution of higher eaucation after having been admitted, or will be graduated from
a state institution of higher education.

Sec. 19. An advance tuition payment contract shall be exempt from the uniform securities act, Act No. 265 of
the Public Acts of 1964, behig sections 451.501 to 451.818 of the Michigan Compiled Laws. An advance tuition
payment contract may not be sold or otherwise transferred by the purchaser or qualified beneficiary without
the prior approval of the trust.

Sec. 20. Pursuant to section 30 of the income tax act of 1967, Act No. 281 of the Public Acts of 1967, being
section 206.30 of the Michigz n Compiled Laws, the purchaser may deduct from taxable income the following
payments made by the purchaser in the tax year:

(a) The amount of payment made under an advance tuition payment contract.
(b) The amount of payment made under a cont.:act with a private sector investment manager that meets all

of the following criteria:

(i) The contract is certified and approved by the board to provide equivalent benefits and rights to
purchasers and beneficiaries as an advance tuition payment contract.

(ii) The contract applies only for a state institution of higher education or a community or junior college.

(iii) The contract provides for enrollment. by the contract's qualified beneficiary in not less than 4 years after
the date on which the contract is entered into.

(iv) The contract is entered into either:

(A) After the purchaser has had his or her offer to enter into an advance tuition payment contract rejected
by the board, if the board determines that tne trust cannot accept an unlimited number of enrollees upon an
actuarially sound basis.

(B) After the board determines that the trust can accept an unlimited number of enrollees upon an
actuarially sound basis.

Sec. 21. This act shall be construed libally to effectuate the legislative intent, the purposes of the act, and
as complete and independent authoriv for the performance of each and every act and thing authorized in the
act, and all powers granted in the act shall be broadly interpreted to effectuate such intent and purposes and
not as to limitation of powers.

Sec. 22. If any section, subsection, paragraph, clause, or provision of this act shall be adjudged
unconstitutional or ineffective. no other section, subsection. paragraph, clause, or provision of this act shall on
account thereof be considered invalid or ineffective, and the applicability or invalidity of any section,
subsection, paragraph, clause, or provision of this act in any 1 or more instances or under any 1 or more
circumstances shall not be taken to affect or prejudice its applicability or validity in any other instance or under
any other circumstance.

Sec. 23. The trust shall not enter into an advance tuition payment contract with a purchaser until Senate Bill
No. ii'.? of the 33rd Legislature is enacted into law.

Sec. 24. This act is repealed effective January 1, 1989 if the trust has not entered into an advance tuition
payment contract with a purchaser before that date.
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APPENDIX 2

SOME SAVING INCENTIVE PROPOSALS

An often discussed alternative to a tuition futures plan is simply a

tuition savings plan that would not necessarily guarantee future tuition. The

incentives found among the proposals described here include tax exemption and

deduction, permission to withdraw funds for uses other than education, and an

option to switch from a savings plan to a guarantee plan.

Stat.,' Proposals

Pennsylvania Tuition Account Program
Senate Bill No. 333, Introduced 1987

Pennsylvania's proposed Tuition Account Program (TAP) is a two-tiered

approach to financing higher education: Although initially only a state tax-

exempt savings plan, it is intended to evolve into a guarantee plan for public

institutions. Participants would determine the amount of money that they would

invest into TAP. When the investment reached a sufficient level, it could be

shifted into the guarantee plan. But once in the guarantee plan, investments

might still be added to the tuition account plan in order to cover costs at

independent institutions. Funds could be transferred to any beneficiary and

could be used by adults for their own education. (1) While the plan is intended

for state residents, no stipulation would prevent portability of funds to an

out-of-state institution.

New York New York State Regents College Savings Fund
Proposed 1987

Recently proposed by the Regents, the New York State Regents College

Savings Fund would promote saving by New York State residents of all income

levels. The plan wculd offer state tax deductibility and state mitching grants,
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;.nd it would accommodate employer contributions. The proposal is intended to

finance education at New York State schools. Transferability of benefits would

be limited to family members, and (similar to IRA provisions) withdrawal of funds

for purposes other than education would be subject to taxation and penalties.

Illinois College Savings Bonds

Senate Bills 2 and 875 (Amendment) and House Bill 180
Introduced 1987

These bills would authorize the State to sell $300 million worth of

general obligation bonds intended specifically for higher education expenses.

The bonds would be state tax-exempt zero-coupon bonds, purchased at deep discount

to increase in value as they mature. The first $25,000 of a bond investment

could not be considei3d in determining a student's financial aid eligibility. (2)

Financial incentives, such as supplemental payments upon bond maturity, would be

provided to bondholders to encourage attendance at in-state institutions. The

Board of Higher Educatin anu the State Scholarship Commission would be responsi-

ble for developing a college cost information program to encourage families to

save for college.

Missouri Higher Education Funding Accounts
Senate Bill 48, I. troduced 1986

Similar to New York's former PASS Plan, Missouri's plan would offer

state tax benefits for deposits into college savings accounts for designated

beneficia ies of up to 18 years of are. Contributions of up to $2,000 a year

could be deposited in a vehicle chos,n by the originator of the account, who

would not have to be a relative of the L,Ieficiary. (3) Transferability would be

limited to family members, and funds would have to be used by the beneficiary's

thirtieth birthday. If funds were withdrawn for purposes other than education, a

10-percent excise tax would be imposed. (4)

It is felt by some that this plan would not offer sufficient incentive

for families to participate--investing in other vehicles, such as municipal

bonds, would provide comparable investment earnings, but would not involve a

10-percent penalty. Also, the state income tax rate is a relatively low six
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percent in Missouri, so the deduction of the investment would not offer much of a

benefit. (5)

Georgia Georgia Educational Reinvestment Act for Aid to Families with
Dependent Children (GERA)

Senate Bill 232, Introduced 1987

This plan is unique in the way it addresses the needs of low-income

families. Under GERA, families with dependent children who receive public

assistance could direct 10 percent of their assistance to a trust fund for their

children's future higher education expenses. The fund would be invested in

high-interest vehicles; the State could annually add appropriations to the fund.

The families' investments could also be used as death benefits.

Federal Proposals

H.R. 817 Family Education Assistance Act of 1987
Introduced 1987

Several federal proposals (H.R. 817, H.R. 995, and H.R. 1167) for

education savings accounts, similar to IRAs, would create federal tax benefits.

H.R. 817 is representative: It would permit establishment of education savings

accounts and allow contributions of up to $1,500 a year to be deductible; earn-

ings would Le exempt. Use of an account for purposes other than tuition, room

and board would carry extra tax liability of 10 percent. An account could be

used by only one beneficiary, and contributions would be deductible until the

beneficiary reached the age of 19. The funds could be used until the beneficiary

was 30 years old.
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