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Discussion Paper on Introducing a Student Loan Scinge in Romania

Major changes
in the past
decade have
reshaped the
higher education
sector in
Romania.

Some slow-down
in the pace of
change is
providing an
opportunity to
take stock.

What are the
challenges
facing the sector
and are new
policy
instruments
needed?

Message 1: The
achievements
have been
impressive but
challenges
remain

Executive Summary

The higher education sector in Romania has underg@jor changes in the
past decade, both in terms of size and policiesolEments in public and
private universities have almost tripled since 198aching close to 1
million students in 2007/08. Policy changes incl@ehifts in the structure
of most study programs as a result of Romania’gigation in the Bologna
process; (ii) a reform of higher education finaicel999) involving a move
away from input-based funding (i.e. money beindkdoh to number of
professors employed), towards enrollment-basedifigndiii) a substantial
increase in overall funding in recent years; amjl gince 2001, provisions
allowing public universities to admit fee-payingidénts, which provide a
major new revenue source for university expansiond aquality
improvement.

However, as a result of a significant drop in thewgh of the age-relevant
cohort, the brisk growth in demand for higher ediocahas begun to slow
(at least in public universities) and is likely b® more subdued in the
coming years. The pace of change is slowing, pmogi@n opportunity to
take stock of the policies governing higher edweatand make changes as
needed.

As part of this stock-taking exercise, the MinistfyEducation Research and
Youth (MERY) is considering the appropriatenesadding a student loan
scheme to its portfolio of policy instruments, aasked the World Bank to
prepare a discussion paper which would (i) identifg challenges facing
financing higher education; (ii) articulate howtadent loan program could
address some of these challenges; and (iii) exathi@dikely fiscal costs
associated with different types of student loareawds. This paper seeks to
contribute to the policy planning required for amstudent loan program in
Romania.

The first main message of this discussion papedaspite the impressive
achievements in higher education during the pastdks a number of
challenges remain. These challenges are:
(1) the high and continuously rising costs of higb@ucation;
(2) the overall low state contribution to higheueation;
(3) the minimal level of cost-sharing and low feemid by fee-
paying students;
(4) the high private costs of higher education; and
(5) the current very uneven participation from aigeeconomic
perspective (see table below), which in additioléing a problem
in itself, also implies that further increases artgipation rates will
involve tapping into a pool of students who conm&slerepared for
higher education, both academically and in termsfio&ncial
resources at their disposal.



Equity is a serious problem in higher education: ity wealthy and urban students participate
Educational attainment of 25-29 year olds (2005(96)self-reported degree obtained)

Post-
High secondary
Apprentice  school or

Vocational
Middle /
No Primary school

formal (grades (grades (grades 9- (grades foremen's Higher
schooling 1-4) 5-8) 10) 9-12) school  educ. Total

Urban 1.1 2.0 7.7 15.4 39.6 7.0 27.2 100.0

Rural 3.0 5.7 34.7 24.6 25.9 2.3 3.7 100.0
Total 1.9 35 18.5 19.1 34.1 5.2 17.8 100.0
Incomes (by quintile)

Poorest 6.3 12.2 39.6 19.2 19.6 1.0 2.0 100.0

Richest 0.2 0.3 3.6 10.0 34.5 8.2 43.1 100.0
Total 1.9 3.5 18.5 19.1 34.1 5.2 17.8 100.0

Source: World Bank calculations based on househtdey data 2005/06.

Message 2:
additional
resources will be
needed but it is
going to be
difficult to mobilize
them without
hurting equity even
further.

Message 3: adding
a student loan
scheme as an
additional policy
instrument to
address challenges
is advisable...

...but existing
policy instruments
need adjustments
as well.

The second main message is that the challenges ptdicy makers in a
bind: substantially more resources will be neeaedifgher education and
neither the state nor students and their pareets sapable of shouldering
the full increase. While there seems to be sompestar increasing public
spending, this will involve diverting tax revenusorh other priorities
and/or raising taxes, both of which are not palidy desirable.
Moreover, while there seem to be wide-spread wgjtigss of students and
parents to contribute to the cost of higher edocattotal private costs
(including living expenses) are already high refatio average incomes —
prohibitively so for students from low income holslls.

The third main message is that introducing a stuldem scheme would be
an appropriate policy instrument to add but exgstpolicy instruments
need tweaking as well. By introducing a studennhleaheme, students
could defer paying for their cost of education, ,aasla result, be asked to
contribute more than they are currently doing. Mosz, for the same
amount of resources, a student loan scheme coolddera higher amount
of financial support to a higher number of poordstuts, providing more
of them with the financial means to participate higher education.
Adjustments needed to existing policy instrumentdigher are needed
because focusing on student loans without addmpssiher issues of
educational access and finance will not be effectim increasing
participation or reducing inequities.

It appears that current government financial suipjoorstudents reinforces
the inequitable outcomes observed rather than améhg them. The
main reason for this is that almost all state sup® guided by past
academic performance rather than an assessmemtaoicial need. The
figure below shows an estimate of how state suppastdistributed across
the students in public universities (in 2008).Hbws that approximately



half were admitted as state-sponsored (based oir theademic

performance in high school) while the other haliswWae-paying. It also
shows that the bulk of the additional support wiaemyto state-sponsored
students on the basis of their stronger past adadsenformance. In fact,
the only support mechanism which is not linked tastpacademic
performance is the of “social scholarships progravhich, as the figure
shows, is small both in terms of monthly suppovels, and numbers of

students.

Since almost all state support is linked to a statle past academic performance rather than an
assessment of financial need, state support termdwinforce rather than ameliorate the
inequities observed in participation

(Estimate of distribution of support to studentpirblic universities and the monthly amount of sapfin
RON) (a negative amount implies that the studepaigng, rather than receiving) (2008))

100%

Distribution of Per student
student population state support

90% -

80% -

70% -

60% -

50% -

40% -

30%

20%

(percent of total number of studentsin public HE institutions)

10%

0%

8,133
7,063
State-sponsored
6,702 >
5,632
%
732
——— -338
-730
> Fee-paying
-1,800
/

2008

O Tuition waiver, and merit-
based scholarship, living in
student dorm

B Tuition waiver, and merit-
based scholarship, no student
dorm

O Tuition waiver and living in
student dorm

B Tuition waiver, no student
dorm, no merit-scholarship

0O Social scholarship, student
dorms, fee-paying

O Social scholarship, no student
dorm, fee-paying

MW Living in student dorm, fee
paying

O Not supported at all

Source: World Bank estimates based on Eurydice, @atd discussions with MERY officials,
CNFIS, students and university representatives.

Message 4: introduce The fourth main message is that — while politicafigre difficult in the
student loans as part short term — international experience suggestsithgtmore effective to
introduce a loan program as part of a comprehensideesigned student
assistance policy, rather than having to go baak fan inefficiencies
(and fight the same political battles) later onisTis not to say that the
introduction of certain types of loan programs a#trive a strategic first

of a re-designed
student assistance
package.

! The exact distribution does not exist because &mlity has some freedom in designing how it distes
the public resources ear-marked for scholarshigsRM is currently in the process of contacting alblic
universities to get a more precise figure.



step in a longer-term plan, which it clearly candaas been in many
countries), but rather that it is important to ecthe aims and operations
of the loan scheme within the broader policy pietirom the start.

Recommendation 1: The paper recommends introducing a minimally subsdiloan scheme

Introduce a loan that is integrated into the Romania’s student faranassistance policy.
scheme but pay closeln order to do this, however, the loan scheme wbakk to:

attention to design « Be part of a comprehensive package of cost-shawitiy loan
issues to minimize amounts sufficient to cover tuition fees and livousts;

fiscal costs e Have reasonable repayment expectations with repayme

obligations spread over a long enough time to beageable;

* Have automatic deferral options that are activatetie event of
unemployment, prolonged iliness or loss of worktemaity, etc.

* Be designed to minimize costs by keeping the bakszdst rate
close to the government’'s own borrowing cost, miring
servicing and collection costs and minimizing déuby
assuring that the students view the loans as tdejations, by
requiring some form of repayment plan to be agrgsah before
graduation, and by engaging in good collection ficas;

* Be designed to share risk between government asigraiories.
Co-signatory requirements may need to be limitedmioral
persuasion and loss of credit reputation so asvtadalosing
those parents who have insufficient assets to pledg

Recommendation 2: The paper also recommends redesigning governmehoblasship

Redesign existing programs in such a way that the bulk of fiscal veses is spent on the

policies governing  financially weakest students, Some limited amoustieuld still, as

student assistance to incentive measure, be allocated to the very be$typring students

better target needy  regardless of means. This approach will be morcéffe in encouraging

students desired outcomes. Under the current financial stupgmhemes, the bulk
of fiscal resources end up supporting students whald most likely
have pursued a tertiary degree even without theligpuiupport.
Moreover, fiscal resources end up supporting stisderho are more
likely to come from resource-strong families whosdnanotivated them,
paid for tutoring, and provided them with an enmim@nt conducive to
learning.

Next steps: issue Should policy makers decide to introduce a studeah scheme, the

political decision; following next steps will be needed:

assign staff; and 1. Issue a government decision to disburse thesfivslent loans by,
shift focus to say, October 2009. The decision should contairoadestimate
implementation of the additional fiscal resources needed in thst fiears of the
arrangements program.

2. Assign staff to work full-time on designing séud loan scheme,
addressing each of the issues raised in secticasdW| of this
paper (e.g. what is the loan scheme(s)’s primajgabive, and
what monitoring arrangements will be introduced assess
whether those objectives are reached? Who will llggbke to
receive the loans? What will be the terms of tteng® What are
the repayment arrangements? etc.)



3. Shift the focus beyond policy design questiansriplementation
arrangements, including what will be the role af thain agents
in any student loan scheme (governments and masstpublic
agencies; banks and other capital sources; universand
colleges, parents and other co-signatories; anbtbatimin and
servicing agents) and how will the main functiorsuch as
setting eligibility terms, originating loans, suthiging loan,

providing capital, and servicing and collectingriepbe carried
out?



Discussion Paper on a Student Loan Scheme in Romani
World Bank Technical Assistance on Higher EducatiorReform

l. Introduction

The higher education sector in Romania has undergugjor changes in the past decade, both in
terms of its size and its policy environment. Intte of its size, enrollments in public and private
universities have almost tripled since 1998, reaglulose to 1 million students in 2007/08. With
public universities unable to meet the burgeoniegand for higher education, the number of private
universities has grown rapidly (reaching aroundrisfitutions in 2007/08). While their numbers has
remained roughly constant in the past decade, itee &f each public university has expanded
significantly, as reflected in an increased nundfgrrofessors, and an increased number of faculties
in each university.

In terms of its policy environment, four policy cigges have been particularly important in recent
years: first, Romania’s participation in the Bolagprocess has required substantial legal and
institutional changes and changed the structustunfy programs, shifting the majority of students’

regular study period from a five-year degree ta@phased three-year bachelor, followed, possibly,
by a two-year master’s degree. Second, fundingifgrer education has undergone major reforms (in
1999), moving away from input-based funding (i.coney being linked to number of professors

employed) to increasingly being based on the nunabestudent enrolled, and, although being

implemented at a slower pace, incorporating elesngihgjuality. Third, overall funding has increased

substantially in recent years, rising from lesstBeb percent of GDP in 2000-2005 to around 0.8
percent in 2007 and 2008. Fourth, public universithave been permitted to admit fee-paying
students, providing them with a major new sourceegénue to finance their expansions and quality
improvements.

The pace of change is slowing somewhat, providmg@portunity to take stock of the policies
governing higher education, and make changes atedeR&eflecting a significant drop in the age-
relevant cohort, the brisk growth in demand forhieigeducation has already started to slow (at
least in public universities) and is likely to be@ma subdued in the coming years, allowing policy
makers a more temperate environment for stock ggkiAdding to this more favorable
environment is the fact that, after almost a deaafdglanning and work, most of the legal and
institutional reforms suggested by the Bologna gsschave now been formally adopted.

As part of this stock-taking exercise, MERY is ddesing the appropriateness of adding a student
loan scheme to its portfolio of policy instrumeragailable at its disposal. To this end, MERY
asked the World Bank to prepare a discussion papish would (i) identify the challenges facing
financing higher education; (ii) articulate andriflahow a student loan program could address
some of these challenges; and (iii) examine thelyiKiscal costs associated with introducing
different types of student loan schefheEhe termstudent loan is used throughout the paper to

2 The number of live births dropped dramaticallghia years following the collapse of the Gesseu regime (from
around 375,000 per year, on average, in the 1a&6s1® 315,000 in 1990 and 275,000 in 1991). Tigrsfeantly
smaller cohort of students born in 1991 is gradgdtiom high school in or around the year 2009r&alEurostat

% See Korka (2008)

* The World Bank support to this task is througthtécal assistance grant in the area of higher dituca
finance. The assistance is expected to help aetelérstitutional reform, address fiscal vulneriéibd, and
help design a student loan scheme that would donéito reaching the country’'s higher education
objectives. The World Bank team is composed of tesader, Lars Sondergaard, Economist, Mariana Doina
Moaras, World Bank Operations Officer and three indepemdmnsultants, Ana Maria Sandi, D. Bruce
Johnstone and Pamela Marcucci.



indicate any obligation to repay a sum of moneyaaded to the student either for tuition or other
fees or for some or all of the expenses of stutteing (i.e. food and lodging) to be repaid in the
future?>

To ensure that this discussion paper would refleetviews of a broad group of stakeholders,
MERY and the World Bank hosted three workshopshan geriod February to June 2008. These
workshops were attended by Romanian stakeholdergefisity rectors, representatives of student
unions, experts from MERY, Ministry of Economy aRihance (MEF) and representatives from
the National Bank of Romania). During the workshapternational experts were invited to share
information on the theory and practice of loan scbe in other parts of the world and to start
wider discussions on: (i) the challenges facindhbigeducation in Romania, focusing in particular
on those related to its financing; (ii) possiblgeatives of a student loan scheme; and (iii) how
such a scheme could be accompanied by other pdtiagges to introduce greater cost sharing in
higher education. During the third workshop, themmaessages of the draft discussion paper were
presented and the feedback received from partitsdzas been incorporated into this final version.

The first main message of this discussion papedaspite the impressive achievements in higher
education during the past decade, a number oferigds remain. These challenges are: (1) the
high and continuously rising costs of higher ediacat(2) the overall low state contribution to
higher education; (3) the minimal level of costséihg and low fees paid by fee-paying students;
(4) the high private costs of higher education; @)dhe current very uneven participation from a
socio-economic perspective, in addition to beimgablem in itself, implies that further increases
in participation rates will involve tapping intgpaol of students who come less prepared for higher
education, both academically and in terms of fil@mesources at their disposal.

The second main message is that, taken togethechéllenges place policy makers in a bind:
substantially more resources will be needed fohdrigeducation and neither the state nor students
and their parents seem capable of shouldering uhéntcrease. While there seems to be some
scope for increasing public spending, this willatwe diverting tax revenue from other priorities
and/or raising taxes, both of which are not paléidy desirable. Moreover, while there seem to be
wide-spread acceptance of students and parentmtdhute to the cost of higher education, total
private costs (including living expenses) are alyehigh relative to average incomes — and these
private costs are prohibitively high for studentsi low income households.

The third main message is that introducing a stutbem scheme would be an appropriate policy
instrument to add to the instruments currently lalde to address the bind posed by the challenges
but existing policy instruments need tweaking ad.vBy introducing a student loan scheme as a
new instrument, students could, in effect, be adldwo defer paying for their cost of education,
and, as a result, be asked to contribute moretti@nare currently doing. Moreover, for the same
amount of resources, a student loan scheme cooladera higher amount of financial support to a
higher number of poor students, providing morehein with the financial means to participate in
higher education. However, focusing on student doavithout addressing other issues of
educational access and finance will not be effeciiv increasing participation or reducing

® Such an advance is a student loan whether thgmepd obligation is a fixed schedule of repaymentis

an obligation to repay a portion of future earningéncome (that is, whether the obligation is awemtional
mortgage-type or an income contingent loan). Moeepit is assumed that the obligation is propedyed a
loan whether the advance, or borrowed funds, gassigh the hands of the student and are then pétuket
institution as a tuition fee, or whether the fura® paid directly to the institution and the repapin
obligation is incurred simply through matriculationgraduation or both.

2



inequities; existing policy instruments in highafueation also need tweaking to address these
challenges. In particular, it appears that currgavernment financial support for students
reinforces the inequitable outcomes observed rakiaer ameliorating them.

The fourth main message is that — while politicatigre difficult in the short term — international
experience suggests that it is more effective ttmduce a loan program as part of a comprehensive
re-designed student assistance policy, ratheriibgimg to go back and fix inefficiencies (and fight
the same political battles) later on. This is rosay that the introduction of certain types ofhloa
programs cannot be a strategic first step in adotgrm plan, which it clearly can (and has been in
many countries), but rather that it is importantowate the aims and operations of the loan scheme
within the broader policy picture from the start.

The messages of this discussion paper resonatélyowgh the priorities that emerged from the
consultations via workshops and meetings with Kekeholders. First, the majority felt that a
student loan program in Romania should be aimedcatasing participation in higher education
by addressing the financial barriers that precluc=ess for the disadvantaged students, particularly
those from poor rural areas. Second, they felt ahstludent loan program should support specific
governmental policies such as increasing the nurobetudents in specific high priority fields
including science, technology, engineering and eradtics. There was also nascent recognition
among the stakeholders that these aims can omlgdoded in a context of increasing resources for
higher education and that student loans may als@ gespecially for the fee paying students) as a
vehicle for allowing students and their familiesctmtribute to the costs of higher education.

The discussion paper is intended to help policyarmlkand key stakeholders assess the merits of
introducing a student loan scheme. The paper arashieve this by explaining what student loans
area, how they work, and how they could addresesaithe challenges facing higher education in
Romania. It is also hoped that any discussion @fntlerits of a student loan scheme will be helped
by the paper’s presentation of facts and figurethensector’s evolution over the past decade, and
its assessment of the current challenges facingsélcéor. Moreover, the paper presents rough
estimates of the likely fiscal costs associatedth wifferent types of loan schemes.

Next steps: What the paper does not intent to deviowever, is to a step-by-step guidebook for
how to implement a student loan scheme. For instatiee paper does not discuss staffing or
training needs of a possible student loan agencyravide legal advice on how to negotiate
contracts with commercial banks, or provide dethgaidance on how to improve collection rates.
Such detailed technical assistance is clearly vehaeeded in the next stage if a decision is taen
introduce a student loan scheme.

In particular, should policy makers decide to idtroe a student loan scheme, the following next
steps will be needed:

1. Issue government decision to disburse first estidoans by, say, October 2009. The
decision should contain a broad estimate of thétiaddl fiscal resources to be allocated
for this purpose in the first years of the program.

2. Assign staff to work full-time on designing s&und loan scheme, addressing each of the
issues raised in sections V and VI of this papdy. (@hat is the loan scheme(s)’s primary
objective, and what monitoring arrangements willilieoduced to assess whether those
objectives are reached? Who will be eligible tceree the loans? What will be the terms of
the loans? What are the repayment arrangement3? etc

3. Shift focus beyond policy design questions t@lémentation arrangements, including
what will be the role of the main agents in anydstut loan scheme (governments and
ministries; public agencies; banks and other chpitairces; universities and colleges,

3



parents and other co-signatories; and collectiath sarvicing agents) and how will the
main functions (such as setting eligibility termsdaloan term parameters, originating
loans, bearing risk of default, subsidizing loampviding capital, and servicing and
collecting loans) be carried out?

The discussion paper is divided into seven maiti@es Following this first introduction section,
the second section discusses some important chdahgesave occurred in the past decade in
higher education. The third section identifies anbar of challenges facing the sector. The fourth
section discusses what the policy implicationshoke challenges are. The fifth section introduces
the notion of a student loan scheme and discussg#sshch scheme could address the identified
challenges. The sixth section presents some rostimaes of the fiscal cost associated with
introducing a student loan scheme, and the segautiion concludes.

As a companion piece to the discussion paperjraer on Student Loans was written. It provides
more detailed explanations of some of the concegited in the paper. Short descriptions of
student loan schemes that are in operation in @iner countries are included in annex 3 to this
paper’

® See Bruce Johnstone and Pamela MarciRriimer on Student Loans, mimeo, State University of New
York at Buffalo.



Il. Some important changes in the past decade in gher education and
background information on the sector

The higher education sector in Romania has underdaastic changes in the past decade, both in
terms of its size and its policy environment. Pdivj an encyclopedic overview of the changes
that have taken is beyond the scope of this pafmrever, selections of changes that are judged to
be particularly drastic or important are discussedow. This section also provides some
background on the higher education sector in Roaani

Il.a Enroliments in higher education have almostifled in the past decade

Enroliments in public and private universities hahaost tripled since 1998, reaching close to 1
million students in 2007/08. There is some uncetyasurrounding the exact number of students
enrolled in private university since not all priegauniversities dutifully report their exact
enrollments to the public authorities. While estiesafor 2007/08 range widely — from 300,000 to
400,000 - the trend over the past decade is dieanand for higher education has grown rapidly
and public universities have been unable to mest glowing demand. To accommodate this
demand, private universities have emerged, grovilngiumbers to around 50 institutions in
2007/08, and with enrollment in private universitigccounting for approximately 40 percent of
total enrollment in higher education in 2007/08e(deigure 1). While the number of public
universities has stayed roughly constant in theé dasade (at around 55), each university has
grown substantially in terms of its number of fiithe professors, number of faculties, and number
of enrolled students.

This growth is all the more impressive becauseduored during a period of declining number of
individuals in the regular university-age age grolipe number of 18-24 year olds — the age group
that still accounts for almost 70 percent of taatollment in higher education — has dropped by
almost 400,000 (or almost 15 percent) in the pastade. However, the proportion of this age
group that decided to pursue a tertiary degreees the “participation rate” — has increased
substantially, from less than 11 percent in 1998akmost 25 percent in 2006Moreover,
participation rates of older individuals have atsqpanded rapidly: almost 9 percent of 25-29 year
olds were enrolled in higher education in 2006, parad to less than 3 percent a decade ago. As
Annex table 1 shows participation rates have atewg for 30-34 year olds and 35-39 year olds.

" The large increase in private enrollment in 20874 most likely, an artifact of merging two daturces
(Eurostat for 1998-2006 and MERY 2007/08), rattmamta real jump in enrollment in private univeesti
Most likely, historical data available in Eurostatderestimate enrollment in private universitigecsi—as
mentioned in the text — these institutions weredutifully reporting their enroliments.

8 As a reference, around 55 percent of 19-21 yeds il Romania had completed a high school degree in
2005/06 (see Table 2). When calculating the prapomf upper secondary completers, both graduates f
high schools (3 years of study) and VET graduaegeérs of study) should be included.
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Figure 1: Enroliments in private and public univerdties, part-time and full-time, and full-
time equivalent
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Consistent with the older profile of students anthwhe implementation of the Bologna structure
of programs, enroliment in graduate programs hgsmmcded more rapidly than enrollment in
undergraduate programs. Detailed data for publigensities from the National Council for Higher
Education Financing (CNFIS, the council in chardemorking out financing arrangements for
public HE institutions) is roughly consistent withtal enroliment data from Eurostat (shown in
Figure 1) and show that most of the growth in drmreht — at least in public universities — has
come from an increase in Master's and PhD enroltsé266 percent and 537 percent increases
respectively) as opposed to that of undergraduaigents (10 percent increase). This increase
largely reflects the move towards a HE structurasigent with the Bologna structure, where
tertiary education students initially enroll as argtaduates and, only thereafter, apply for a
graduate degree. This two-part structure diffemnfrwhat was in place in the early 1990s in
Romania, where most tertiary students enrolledctlirén a five-year program.



Figure 2: Total students in public institutions ofhigher education (full-time equivalent)
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The increases are also impressive because theylavgedy driven by an increased number of fee-
paying students, both in private and in public ensities. As already discussed and shown in
Figure 1, enrollments in private universities havewn rapidly. However, enroliments in public
universities were also largely driven by an inceshsumber of fee-paying students (permitted
since 2001 and discussed in more details belovoppssed to large increases in state-sponsored
students (Figure 3)In 1998, more than two thirds of all tertiary stats were state-sponsored. A
decade later, seventy percent of all students feerpaying.

° The historical data (1998-2003) shown in Figurar8 based on World Bank estimates (using Eurostat
aggregate enrollment figures).



Figure 3: World Bank estimates of full-time equivaknt enrollment in public (fee-paying and
state-sponsored) and private universities (based dBNFIS and Eurostat figures)°
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Despite the impressive increases, Romania’s ppaticin rates continue to lag behind those in
other EU countries. A commonly used indicator faleinational comparisons is total enrollment
(of all ages) divided by the number of 20 to 24ryelas. In the case of Romania, in 2005, total
enrollment (of all ages, in public and private wnrsities) was around 740,000 and there were 1.6
million 20-24 year olds, resulting in a figure 5.8 Figure 4 shows similar calculations for all
EU countries in 1998, 2000 and 2005. The graph shth&t Romania’s expansion in higher
education occurred during a period when almogEdlimembers — and especially all new Member
States — undertook similar expansions and, in szaBes, even more impressive expansions. Using
enrollment and completion rates for 2004, Cooma@0%) estimated that, in the EU, about 30
percent of the 25 — 34 year old age group will havleieved tertiary education by 2020 compared
to below 15 percent for Romania. Although, enroltnetes have increased in recent years, the
gap with the rest of the EU persists.

19 Enroliment in private universities is based on dstat figures (for 2001-2007). Figures for full-6m
equivalent enrollments for 1998, 1999 and 2000Veceld Bank estimates based on full-time and paneti
enrollments. Enrollments in public universities areng CNFIS figures for 2004-2007 and growth rates
Eurostat figures for 1998-2003 to estimate histdrdata consistent with CNFIS figures for 2004-200f e
split between fee-paying and state-sponsored igasa for 2004-2007 (from CNFIS). For the year989
2003, it is known that there were no fee-payinglstis prior to 2001. Moreover, it is assumed that t
number of state-sponsored students stayed roughistant at around 260,000 (full-time equivalentstus)
during the years 2001, 2002 and 2003.

' Some care should be used when looking at thicatdi because, as mentioned, the numerator contains
enrollment of all ages whereas the denominatoratositonly the population age 20-24. Thus, a counttty
relatively more older (or very young) students \albk better in this indicator, other things equal.
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Figure 4: Students (ISCED 5-6) all ages - as % 00224 years old in the population
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One reason why Romania is still lagging behind otB& member countries in terms of
participation rates is that students from rural Exwd-income households are only participating to a
very small extent. Students from the wealthier arfthn strata of the population in Romania are
significantly more likely to go on to higher educat Almost half of the young people aged 24-29
from the richest income quintile (43 percent) hgvaduated from tertiary education compared to
only 2 percent and 5 percent from the poorest tworne quintiles (see Table 1). Similarly, about
27 percent of urban 25 to 29 year olds have comglétrtiary education compared to only 4
percent of rural young people of that age.

These structural inequalities are, in part, a fiemciof the large proportion of the Romanian
population (45 percent in 2005/06) living in ruaakas, where the head of a household, on average,
have completed fewer years of schooling, and hawei average incomes. Table 2 shows that, in
terms of preparedness for higher education, onlp&€ent of 19-21 year olds coming from rural
households have completed a high school degreeparah to 68 percent of their peers in urban
households. This is partly the result of there deiary few upper secondary schools in rural areas,
and therefore, almost all rural students who gamnpper secondary education, need to go to
urban schools and are prevented to do so by theilgtigely high living costs (World Bank
education note 2007).



Table 1: Educational attainment of 25-29 year old§2005/06)(%, self-reported degree

obtained)
Vocational Post-
Middle / High secondary
No Primary school Apprentice school or
formal (grades (grades (grades 9- (grades foremen's Higher
schooling 1-4) 5-8) 10) 9-12) school educ Total
Urban 11 2.0 7.7 154 39.6 7.0 27.2 100.0
Rural 3.0 5.7 34.7 24.6 25.9 2.3 3.7 100.0
Total 1.9 3.5 185 19.1 34.1 5.2 17.8 100.0
Incomes
Quintile 1,
poorest 6.3 12.2 39.6 19.2 19.6 1.0 2.0 100.0
Quintile 2 1.9 3.1 29.0 25.2 32.3 3.4 5.0 100.0
Quintile 3 1.1 1.6 17.1 22.6 42.5 5.2 9.8 100.0
Quintile 4 0.4 1.3 8.8 21.4 41.2 6.7 20.3 100.0
Quintile 5,
richest 0.2 0.3 3.6 10.0 34.5 8.2 43.1 100.0
Total 1.9 3.5 18.5 19.1 34.1 5.2 17.8 100.0

Source: World Bank calculations based on housesntgey data 2005/06.

There are, however, potentially a largely untappedl of potential demand for higher education,
hidden in poor households and households from aress: for instance, 37 percent of 19-21 year
olds from rural areabave obtained a high school degree and, yet, five y&es, less than 4
percent of all 25-29 years from rural areas havaiobd a tertiary degree. Similarly, a very small
proportion of the individuals from poorest houselsolwhich complete a high school, continue to
pursue a tertiary degree.
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Table 2: Educational attainment of 19-21 year old§2005/06) (%, self-reported degree

obtained)
Vocational Post-
Middle / High secondary
No Primary school Apprentice school or
formal (grades (grades (grades 9- (grades foremen's Higher
schooling 1-4) 5-8) 10) 9-12) school educ Total
Urban 0.8 1.8 12.8 16.1 67.6 0.5 0.4 100.0
Rural 25 4.9 32.5 23.2 36.6 0.2 0.1 100.0
Total 15 3.1 20.9 19.0 54.9 0.4 0.3 100.0
Incomes
Quintile 1,
poorest 4.2 8.2 36.5 22.5 28.1 0.3 0.2 100.0
Quintile 2 1.2 2.5 22.5 25.5 47.8 0.3 0.2 100.0
Quintile 3 0.7 1.6 16.1 18.8 62.2 0.4 0.2 100.0
Quintile 4 0.0 0.5 11.7 15.0 71.8 0.5 0.4 100.0
Quintile 5,
richest 0.1 0.3 9.0 8.7 80.9 0.6 0.5 100.0
Total 15 3.1 20.9 19.0 54.9 0.4 0.3 100.0

Source: World Bank calculations based on housesnigey data 2005/06.

There are reasons to suspect that the relativelyp#oticipation rate at tertiary level — especiaify
poor households — is partly a function of polidieplace for the past decade. In particular, thrg ve
low participation rates in tertiary education ofopdiouseholds is an outcome which is entirely
consistent with the policy that provides finandapport based almost entirely on merit rather than
financial needs (see discussion below). While thieape cost of higher education is only one of
many factors determining whether an individual desito pursue a tertiary degree, the high
private cost in Romania may be an important tipgaxgor deterring relatively poorer households.
As mentioned above, only thirty percent of all &mi$ enrolled in tertiary education are sponsored
by the state and this selection is based almosesnon their academic performance, rather than
on a combined assessment of their performanceiaawicial needs. The remaining seventy percent
of total student enrolled in 2007/08 paid somewlbateveen 1,500-3,500 euros per year (including
living expenses) to finance their education, with tost varying to a large extent on whether they
lived at home, in a student dormitory, or in a eehépartment (see Table 8).

Some caution in interpreting the fast-growing elmneht figures is in order. As discussed above,
the underlying demand for obtaining a tertiary @egappears very strong, especially considering
that the growth is mainly from fee-paying studefwhether in private or in public universities).
However, discussions with university representatiwtudents and ministry officials suggest that
the growing enrollments reflect a large numbertatients enrolled, but barely attending classes
(and, according to some, nevertheless, obtainidggee). To some extent this phenomenon is
reflected in the growing proportion of part-timaudgnts (see Figure 1). What is not known,
however, is the extent to which these part-timeletis eventually obtain degrees and what the
quality of these graduates will be. In other worasgess to education may be booming, but the
quality of the graduates — if they all get that famay have plummeted, at least in part of the
system, because the system was not prepared t@dagliality education to a booming number of

students.
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II.b Major changes have been introduced to the mylienvironment

The policy environment for higher education hasngjeal substantially during the past decade.
This section highlights four changes of particidmnificance: (1) the structural changes resulting
from participation in the Bologna process; (2) theve from funding based on inputs to funding
based on enroliment and quality; (3) the largedase in public funding to higher education; and
(4) the introduction of fee-paying students in peibhiversities.

The first important policy change was Romania’stipgration in the Bologna process. This has
required substantial legal and institutional changed changed the structure of study programs.
Since the 2005/06 academic year, the higher educatistem in Romania has been re-organized
from a two cycles system (5-6 years program pluB)Phto a three cycles system: Bachelor
programs, Master's programs and PhD programs cobipatith the European qualification
framework. Moreover, Government Decision 1175 @& reduced the number of study fields to
15, and the academic year was broken down in tweesters, with each semester covering a
minimum of 30 study credits. The total number @fdits for a BA degree ranges between 180 and
240 credits.

Currently, the main focus of the “Strategy for Dieyenent of Higher Education in the Period
2002-2010" — developed in line with the Bologna d&ss — has been compatibility assurance
between the Romanian higher education system drad &uropean systems. One of the concrete
measures taken to achieve the objectives laidnotine strategy is the development of a new higher
education legislative framework that is currentiyriy debated.

The second important policy change is that, in 1$88mania moved from a system of input-based
higher education funding to a mixture of per capitd quality-based financing. The new financing
model is based on methodology developed by CNFt®uacil established as part of the reforms.
The higher education budget is proposed by CNFIB¢dMERY for the next fiscal year based on
data provided by each university.

As in the past, the budget discussion starts eaahlyy the government approving the total number
of study grants (see section on tuition and feé®ajeper study area and per university study cycle
that it will fund based on the country’s economiciaocial development requirements. However,
since the 1999 reforms were implemented, the MERYv rdistributes the study grants to
universities also depending on quality indicatomsl @nstitutional capacity through a Ministerial
Order (rather than based on norms on how many gsofe each university is entitled to). Each
university senate then distributes the study gremttudy programs and study cycles according to
its own strategy.

The financing contracts between the governmeniratididual public higher education institutions
include the following components: core componeitt acomplementary component. The nominal
amounts disbursed in these groupings (as welleasi#e of public universities own sources of
revenues) are reported in Table 3.

Box 1 discusses core funding versus complementengifig in more details.
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Table 3: Total income of public universities (millon RON)

1999 2000 2001 2002 2003 2004 2005 2006
Core funding 175 270 380 477 633 847 1,041 1,215
Complementary
funding 94 157 299 363 350 372 483 1,524
Own source revenue 109 167 236 385 489 618 723 878
Total income 378 595 915 1,226 1,472 1,837 2,248 3,617
Core funding 46% 45% 42% 39% 43% 46% 46% 34%
Complementary
funding 25% 26% 33% 30% 24% 20% 22% 42%
Own source revenue 29% 28% 26% 31% 33% 34% 32% 24%
Total income 100% 100% 100% 100% 100% 100% 100% 100%

Source: CNFIS
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Box 1: How are public universities receiving theifunding from the state?

Public universities receive their funding under tlwmad groupings: core funding vs. complement
funding. Below, each of these is explained in detai

1. Base (core)finance is used by universities to cover persomxgenditures (teaching and non-teach
staff payroll expenditures and travel expendituragd material expenditures (for maintenance

administration, for functional materials and seegic inventory goods, recurrent repairs, books

publications, and staff training, protocol, labootection etc.).

Seventy percent of the core finance is based omthngber of physical students eligible by law faatet
budgeted financing (i.e. eligible for the studyrg)aas reported by the university in each form field of
education and calculated using a cost coefficieterminined as the ratio of the financial effort rieeq to
train a student in a undergraduate program toittaaéial effort required to train an undergradusitelent
in economics, which is taken as the standard. Ts¢ coefficient for social sciences and humanities,

ary

ing
and
and

example, is 1, while the cost coefficient for matiaics is 1.65 and for agronomy is 1.75. The stugen

enrollment number is multiplied by the cost coeffit to get the unit equivalent student number i
then multiplied by the budget allocation for baseufice as approved by the Budget law (at presemiper
student budget allocation is € 600) less a reskeirve:

The enroliment quota to be financed from state btsidor all education levels is established ye
through Decisions of the Government (MERY negosiatéth the MEF). The placements (called “stu
grants”) financed from state budget are then atkxtdo public higher education institutions throusy
Ministerial Order.

Thirty percent of the core finance is based onitualdicators that include teaching staff qualityaching
staff development potential, research work perfortea research capacity use, quality of phys
resources, quality of documentation, quality ofderaic, administrative and financial management
quality of social and administrative services pdad to students. Each of these indicators is gave
weight based on importance. The individual unitgrsallocations are computed separately us
mathematical formulas involving the whole set ofialales.

2. Complementary funding from the government is used by universities toec@among other things:
i. Accommodation and food subsidies for students
ii. Funds allocated on priority bases for capitgbenditures, other investment expenditu
and capital repair work;
iii. University research funds allocated on comjpetibasis;

iv. Social expenditures for students (scholarshipayel expenditures, etc.) distribut
according to numbers of eligible students in eatkarsity;
V. Procurement of materials and equipment

Complementary funding is allocated to universitisgng formulas that are based on the numbers gibdi
students.

arly

dy
n

cal
and
BN

ing

res

Source: CNFIS
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The third important change worth highlighting isth- alongside an overall increase in spending
on education at all levels — public spending orhérgeducation has risen sharply in the past three
years, driven mainly by increases in capital spegpdiFigure 5). After hovering at around 0.4
percent of GDP, total public spending on highercadion rose to more than 0.8 percent of GDP in
2007 and 2008 (see Figure 5). The increase wa®rdioy very large spending increases in
MERY’s capital expenditure budget to finance unéigrrehabilitation and new construction costs.

Figure 5: Public spending on higher education as share of GDP
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Source: MERY and Eurostat (for GDP numbers)

It is still unclear whether the recent boost inrgpeg will be sustained over the medium-term and,
to what extent, recurrent spending — kept so f@elg unchanged as a share of GDP — will also be
allowed to grow. While the recent increases in dpen provided a much-needed infusion of
additional resources to the sector, the additiameeases came in the form of capital spending
which are more easily reversible — should policykena wish to use resources elsewhere —
compared to recurrent spending. Some additionaluress for higher education has been secured
from the European Social Fund (756 million euroatestn 2009-2013) but this amount dwindles in
comparison to total spending on higher educatios @ssuming that the 756 million would be
disbursed in equal installments over five years, fibds would amount to only a 14.8 percent
increase in total spending on higher educatior0®82. Additional EU funds will be available on a
competitive basis for infrastructure and research.

The fourth and final change worth emphasizing &,ths of 2001, public universities have been
permitted to admit fee-paying students, providihgm with a growing source of revenue to
finance their expansions and quality improvemefisTable 3 shows, public universities have had
own sources of revenue even prior to the introductf fee-paying students but these resources
were stemming from sources with fairly limited gtbwpotential. For instance, although state-
sponsored students do not pay tuition, the ingtitst may collect fees from these students for
taking longer to complete their programs than time tperiod limit set by law, for application and
registration, and for the repetition of tests. Wtitle introduction of fee-paying students in higher
education, own source revenues grew rapidly, bathabsolute numbers and in the overall
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importance to public universities’ overall inconte.2006, the relative importance of own source
revenues (as a proportion of total resources abkacao public universities) fell somewhat,
reflecting the large infusion of additional capitmivestment resources (counted as part of
“complementary funding” in Table 3).

The figures in Table 3 are averages across alleusities but they mask large variations between
universities. To illustrate examples of these e, Table 4 shows the sources of university
funds as a percentage of total university earnfog$our quite different public institutions. It is
included to illustrate the vast differences in takative importance of the sources depending on the
type of university. The institutions reported i tfable are:
» the University Politehnica of Bucharest, a compretive technical university with
over 26,000 students in 13 faculties;
» the Bucharest Academy of Economic Studies, a lprgiessional university with over
40,000 students seventy-five percent of which aaelgate students;
» the University of Petrosani, a regional technicaivarsity with only 7,000 students;
and
» the University of Agronomics and Veterinary MedeirBucharest (USAMV —
Bucuresti), an agricultural university with almd$t,000 students in 7 faculties.

The different income structure largely reflects ahdity of universities to sell their research ford

for the staff to participate in consultancies, aimel extent to which they have fee-paying students.
At one extreme, the University of Petrosani is maegpbendent on government funds with over 70
percent of its total budget coming from core (3vcpat) and complementary government funding
(33 percent). At the other extreme, just 42 perc#nt/SAMV-Bucuresti’s total funding comes
from the state. While the latter three receive lsimproportions of their budget from government
sources, there are large differences in the reaitiwportance of the particular types of non-
government funds that they earn reflecting diffee=nin terms of their costs, missions and
structure. The University Politehnica receives elts 40 percent and the USAMV 33 percent of
their earnings from research activities, projeatsl @onsultancies (the USAMV receives an
additional 12 percent from other economic actigiti@and less than 2 percent and 11 percent
respectively from tuition fees, while the Acadeneceives only 8 percent of its earnings from
research activities, but over 40 percent of itsiegs from tuition fees. Close to 40 percent of its
student body is fee paying and since its instroelicosts are relatively low, tuition fees come
close to covering total instructional costs. Onlgéfcent of the students at the Politehnica are fee
paying and the tuition fees charged (which excdexbd of the Academy) still cover only 65
percent of the instructional costs. About halflef students at the USAMYV are fee paying.
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Table 4: Four examples of funding by source from th perspective of public universities
(percentage of total earnings, based on budget fonost recent year available)

Polytechnic Bucharest University of University of
University of Academy of Petrosani | Agronomical Sciences
Bucharest Economic (Budget, and Veterinary
(2006) Studies (2007) 2008) Medicine Bucharest
(Budget, 2008)
Core funding from
government 27.8 24.6 37.3 17.0
Earnings from
tuition fees 1.7 42.4 17.2 11.0
Other earnings
3.5 0.0 2.2 12.0

Earnings from
research activities,
projects,
consultancies 39.4 8.3 8.3 33.0
Complementary
funding from
government 23.8 29.3 32.7 25.0
Earnings from
student residences
and cafeterias 3.8 2.5 2.3 2.0
Total funding 100.0 100.0 100.0 100.0

Source: Information collected from web sites of finar universities.

lll.  Challenges facing the higher education sector

The pace of change is slowing somewhat, providimg@portunity to identify the key challenges

facing the sector, and take stock of the policiagegning higher education. This section identifies
and discusses a number of challenges facing thers&ome of the challenges facing the higher
education sector are typical of higher educatiawuhout Europe and other OECD countries;
others more typical either of the transitional.(pest-Communist) countries of Central and Eastern
Europe or of the less industrialized, lower periaa@DP countries generally; and still others more

a function of policies that Romania has chosen. grirecipal challenges are:

pPwpPE

low);

o

The high and continuously rising costs of highg@ucation (in all countries);

The overall low state contribution to higher ealion (in Romania);

The minimal level of cost-sharing and low feagdoy fee-paying students (in Romania);
The high private costs of higher education (wshtountries—even where tuition fees are

The current very uneven participation from aie@onomic perspective, in addition to

being a problem in itself, implies that further ieases in participation rates will involve
tapping into a pool of students who come less pespdor higher education, both
academically and in terms of financial resourceseir disposal.
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1. The high and rising costs of higher education

Higher education in all countries tends to be espen The reasons are beyond the scope of this
discussion paper, but are well known and geneealbepted, having to do with the labor intensive
nature of both teaching and research, the high {lamsl expensive) technological content of both
teaching and research, and the fact that higheragidun everywhere needs continuously to change
— and therefore needs to add new programs and aewity almost always faster than it can shed
lower priority programs and less productive faculpwever, the more serious challenge is the
tendency of higher educational costs to increaséiramously over time, driven upwards by rising
per-student, or unit, costs (generally unrelievgdnigreasing productivity as in the typical goods-
producing sectors of the economy), and furtheresirivpwards by rising enroliments (see

Box 2 for an attempt to quantify some of these pres3uEesollments, in turn, are driven upwards
by a combination of increasing numbers of univgrage youth ifot the case in Romania) and
further accelerated by rising participation, or tinereasing proportions of secondary school
graduates seeking to go on to higher education.

The implications to the financing of higher educatin Romania is that the revenue needs of
higher education must also increase annually asrednsiderably greater than the prevailing rates
of inflation—and very likely (aside from some pdsdsiyears of budget increases to “catch up”) at
rates greater than the governmental revenue iy likencrease.

Box 2: Cost pressures facing higher education

This box highlights a number of cost pressuresnfadiigher education in Romania and attempts to
guantify the size of such pressures. The analysEisepted focuses on estimating what the likely ins
total costs are, irrespective of whether this galitbe born by the public or private sector.

1%}

Several factors will place substantial upward press on costs in the coming decade, probably fgrgin
total spending as a share of GDP to rise to 1.3#rgéent of GDP (from its current level of lessnta
percent): more demand for higher education, anderdemand for higher quality education. While upward
pressures could partly be absorbed through impgothia efficiency of spending (e.g. accepting lacjass
sizes), the size of the upward pressures seeny likegequire additional resources for universitieshould
be noted that estimating the combined upward pressan costs is difficult for a number of reasons,
including because spending to upgrade the qudligEocould result in reduced demand for HE if stuide
— as opposed to the tax payers — are asked tod&rdbk increases without having access to a stioim
scheme. This box addresses this complication byepteng ranges for likely cost increases, rathan th
single figure. Below, some of the factors whichl wilt upward pressures on costs are discussednin tu

The most important cost pressure stems from thedylikigher demand for HE which could rise by anothe
30 percent in the coming decade — on top of tipding seen in the past decade. This estimate isdoas
the fact that participation rates of Romanians i &te still relatively low compared to their EU gigbors
and that these gaps will gradually narrow. Spegiathe estimated 30 percent increase assumes that
participation rates will gradually converge (by 3Qlto the current rates of the best-performing EU
members (Finland). If so, total enrollment will mothan off-set the projected decline in population
numbers (i.e. the number of young adult in the ggmup 18-25 will decline by more than 1 million
between 2005 and 2020). In fact, as box figure veedbows, total enroliments in HE could rise to 1.3
million by 2015 and — driven by underlying trenalsgopulation numbers — only gradually revert to|its
2008 level (of around 1 million) thereafter. Thesdculations are not factoring in changes in theenwent
of students in and out of Romania. While movemémtboth directions are likely to increase in coming
years, forecasting the net change is difficult. rEf@re, as a baseline, the implicit assumptiorhanfigures
presented in this box is that the net impact odestunumbers will be zero.
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The extent to which the likely highetemand for higher education will translate into highactual
enrollments will, partly, depend on the extent tach the government will increase the number ofistus
it supports, or whether students will have to patlieir education themselves.

Scenario: If actual enrollments were to rise to 1.3 millistudents and average total spending per student

remain the same, this would cost an additionald0&2percentage points of GDP, depending on whétige
additional students would be attending public, evor a combination of botf.

Box figure 1: Projected demand for higher educatior2008-203&*
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Source: World Bank projections using UN populatiprojections, and under two different assumptiongarging growth in
participation rates: (1) convergence to thoseinfaRd (in 2005) by 2015; (2) 3 percentage pointséase in Romania’s curre
participation rates.

Another important upward pressure on costs is thet that average spending per student is
substantially below those in the OECD, especiallprivate universities (see box figure 2 next payéh
high likelihood, this gap will gradually narrow duog the next decades as students and Romal
accreditation agency continue to demand a highalitgwf education, especially from private univées.

Scenario: If the cost per student in private universitiesrevéo rise so that the spending gap to pu
universities was halved — currently, public univtees cost four times more per student than priy
universities (7,172 RON per student compared t®Q),8- this would cost an additional 0.15 percent|
points of GDP. If public universities were to naartheir gap with the rest of the EU and the OEGiBalt
spending on higher education could easily risel153percent of GDP (from the current level of lgeeit
of GDP).

Other cost pressures which are more difficult targify will arise from:

-Increasing costs of faculty in new academic fiel@dsg., computer science, technolo
biomedical science, finance, and the like) that pet®m most with private sector alternatives;

- Increasing costs for quality improvements, inghgdacademic and administrative technolo
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nia’'s
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gy,

scientific equipment, computing, and library acgigas (whether on-line or hard copy);

12 As will be discussed below, total spending pedst is significantly higher in public comparedpiivate

universities.

13 The figure for 2008 is an estimate of total emnelht in public and private universities in Romania
(924,000). For 2005, Eurostat has total enrolinfdmn, estimated at 738,000) by age group. We aoenbi
these enrollment figures with UN population figufatso by age group) to estimate the participataias for

2008. For the projections, we assume that eaclhefage groups converge to the participation rates i

Finland (using data for Finland for 2005).
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- Increasing capital costs, both for needed newilitftas in locations outside the maijq
metropolitan centers and for deferred maintenancthe existing physical plants;

- Increasing costs of financial assistance foritioeeasing proportions that will be entering frg
low-income and/or rural backgrounds).

Looking across the different sources of cost pressand scenarios, cost pressures are likely th pps

total spending on higher education by at leasip@r8entage points of GDP and possibly by as muéhSs

percent during the coming decade (from its curievel of 1 percent of GDP to 1.3-1.5 percent of GDP

=

m

The question for policy makers is how much of thgsessures can be met through efficiency

improvements, and whether the remaining increaséisbe paid for through the budget or through

increased cost-sharing: further increases in eneoits in private universities and/or allowing mdee-
paying students into public universities.

Box figure 2: Cost per student in OECD (2005), EU1€2005) and Romania's public and private
universities (2008}4
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Source: Davidson (2007), IMF WEO data base (for B&Bstment factors), MERY and World Bank estimates

4 Davidson (2007) provides unit cost estimates datiary institutions in OECD and EU19 for 2005. Téstimate of the unit cost in
public universities in Romania was obtained by diivy total public spending by the number of studentpublic universities, and
converting the figure into constant US$ PPP terasin@ an adjustment factor calculated from IMF Wi&2a base). The estimate for
private universities was calculated using an eggrmo&total costs of running private universitiest{mated as described in the box on
total spending in HE) and dividing total cost bg thumber of students in private universities (amalverting the number into US$ PPP

terms).
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2. Low overall state contribution to higher educati

Notwithstanding recent increases, public spendinghmher education in Romania is low by
international standards. Figure 6 shows public edjtare on education and on tertiary education
as a percentage of GDP for a number of EU and athlected countries. Despite several recent
governments’ commitments to raising total publiqppexditure at all levels of education to 6
percent of GDP, this target was reached only in720@oreover, at current levels of spending on
higher education (at about 0.8 percent of GDP), &t spends less than half of what the EU
recommends for its members to achieve the Lisbgecties. Most likely, years of under-
financing in higher education in Romania will reguyears of additional financing simply to catch

up.

Figure 6: Public expenditure on education as % of GP (2005, except Romania (2008))
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3. The minimal level of cost-sharing and the lowteaof fees paid by fee-paying students

Romania is behind most—but not all—countries in élxgent to which students contribute to the
cost of higher education (although the privatelyngoexpenses, even for the governmentally-
supported students, are still considerable asrmaatibelow). While the current fee paying students
bring additional revenue to the public higher ediarasector, the proportion of the per student
total instruction cost that these fees cover diffieom university to university and in no case do
they cover 100 percent of the instructional costpublic universities. At the Politehnica, for
example, the highest tuition fee is 2,800 RON/yadrich only covers 65 percent of instructional
costs, while at the Bucharest Academy of Economiwli§s, undergraduate fee paying students
pay 2,400 RON/year, which is very close to the Itomstructional cost (2,510 RON/year).
Therefore, in all public universities, the statenaking up for these shortfalls; and these uncavere
expenses necessarily impact other competing pgasriuch institutional investments in quality and
in institutional financial assistance for students.

In fact, despite the high and growing number ofgaging students, the private contribution to
institutions of higher education — both private gnlic — covers only to 20 percent of total
spending of these institutions. Romania spent aqpmately 1.0 percent of GDP on higher
education institutions in 2008, the bulk of whiclkere financed directly by public resources (see
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Table 5). This estimate excludes private spendingiving expenses but does include public

spending channeled through educational institutions earmarked to support students’ living

expenses. Eighty percent of total spending on HiBesodirectly from the budget and is used to
finance the daily costs of running around 50 publigversities where more than half of the

country’s students in HE are enrolled, and the ieim@ resources (20 percent) are raised through
students fees (to both private and public univiesjt

Table 5: Total spending on HE, by private/public anl type of expenditure (2008) (million

RON and as a percent of GDP)
2008 (% of GDP)

Public expenditure on HE, total (ml) 3,762 0.8%
of which: capital spending 1,218 0.3%
of which: recurrent 2,544 0.5%
of which: on student scholarships (not tuition ves)y transport, accommodation, etc 387 0.1%
of which: to universities 2,157 0.5%
Private expenditure on HE, total 1,431 0.3%
of which: tuition fees to public institutions (20€i§ure) 711 0.2%
of which: tuition fees to private institutions 720 0.2%
Total spending on HE 5,193 1.1%
Nominal GDP (million) 470,075

Source: World Bank estimates based on MERY dasgudisions with student representatives

Although nearly half of total HE students are elaalin private universities, the cost of operating
these private universities appears to be only etifna of the total cost of running the public
universities. Specifically, Romania’s 55 public werisities cost approximately 4.2 billion — 3.76
billion obtained from the budget and the remainiaiged through student fees — to operate in 2008
(providing education to 524 thousand students)enttie 67 private universities spent an estimated
734 million educating 400 thousand studéntSpending by private universities was estimated by
multiplying the number of students enrolled in pit& university by an estimate of the average
tuition paid, and, thus, excludes other sourcesewénue that could finance private universities
(e.g. private donations, consultancy services plexyiby faculty at private universities etc). The
estimate of the average tuition paid by studenfwiiate universities (see

Table 6) is an estimate provided by MERY.

Table 6: Estimates of tuition fees at private univisities (annual fees in 2008)

Social sciences 1,200-1,500 RON
Math/physics 1,600-1,800 RON
Medicine 2,100- 2,600 RON
Simple average of fees 1800 RON

Source: MERY estimate

!> Documenting the main reasons why private univessihave substantially lower per student costs than
public universities are beyond the scope of thjsepaHowever, there are several plausible reasocisiding

(1) they are focusing on cheaper programs suchvashd economics (as opposed to, say, engineemthg a
medicine); (2) they produce less research; (3) trese larger class sizes; and (4) they have maietipse

and long-distance learning students.
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4. The high private costs of higher education

Although the amount of revenue raised from studees is relatively small (as discussed above in
the third challenge), total private costs— inclgdliving expenses in addition to fees — faced by
students in Romania are high relative to GDP ppitaaln fact, the average annual total cost faced
by a students and their parents could range fror801Percent of GDP (as shown in Table 8
below), with total private spending on living exges amounting to 1.2 percent of GDP in 2008
(i.e. more than total public spending on higheroadion). These costs include transportation costs
(the part which is not subsidies and included ia éstimate above), costs of books, and living
expenses. The 1.2 percent GDP has been estimaieg esrollment figures and estimates
regarding the proportion of the student populatieng at home, in subsidized dormitories, and in
non-subsidized dormitories, as well as informatiom students’ expenses obtained through
discussions with student representatives.

Table 7: Estimate of private spending on living exenses, transportation and books (2008),
million RON and share of GDP

(% of
2008 GDP)
Total private spending on living expenses 5,496 %l.2
of which: living expenses for students in publiévensities 3,118 0.7%
of which: living expenses for students in private
universities 2,378 0.5%

Source: World Bank estimate

In a country with an average monthly income of €©,5he costs that are the responsibility of

students and their families are considerablanecdotal evidence from some of the university
officials interviewed indicates the difficulty thgtoups of students have in paying their fees and
the overwhelming attention paid to costs by prospecstudents. Based on discussions with
student representatives, the authors of this pepepiled a rough estimate of the costs born by
student, presented in Table 8. The table showstyhieal annual costs of different types of

students: state-sponsored students (columns omeana three), fee-paying students (columns
four, five and six) and students attending privateversities (columns seven and eight). The
lodging and food costs are estimates for the thipgycent of students who live in student

residences and the 31 percent who live in their apartment, sublet or private flat (Eurostudent
2008). Lodging and food costs for the 38 percenstatients who are living at home with their

families are significantly lower for all categoriesstudents (Eurostudent data). Those who live in
the student residences pay approximately 198 RCB&){er month, while those living in a rented

apartment must pay at least 438 RON (€ 124) peitm@or a shared apartment in Bucharest).

16 Calculated as nominal GDP (estimated at 470 bn ROR008) divided by population (using 2006 figure
of 21.6 million), converted into euros at 3.67 REGNR and into a monthly income by dividing by 12.
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Table 8: 2005-06 Direct Student Costs — (annual dgsbased on 9-month academic year)

Gov't- Gov't- Gov't- Fee Fee Fee Private Private

sponsored | sponsored | sponsored | paying paying paying Students | Students

students students students students | students | students | (in (living at

(in student | (in private (living at (in (in (living at | private home)

housing) apartment) | home) student | private home) apart

housing) | apart ment)
ment)
Application fee €50 €50 €59 €50 €50 €50 €25 €25
Registration feeg €30 €30 €30 €30 €30 €30 0 0
Tuition fees 0 0 0 €50( €500 €500 €300 - €300 -
€600 €600
Books/ €210 €210 €210 €210 €210 €210 €210 €210
equipment
Lodging €405 €1710 0 €450 €1710 0 €1,710 0
Food €490 €520 €150 €520 €520 €150 €520 €150
];ransportation €150 €150 €200 €150 €150 €200 €150 €200
Other personal €306 €306 €306 €306 €306 €306 €306 €306
expenses
Total €1,640 €2,976 €895 €2,216 €3,476 €1,446| €3,221-| €1,191-
3,521 1,491

Source: Discussions with students; Consultation with ursitg websites; Eurostudent findings using 200%g6éhange
rate of 1€ = 3.5258 RON

5. The current very uneven participation from a so®-economic perspective, in addition to
being a problem in itself, implies that further inaeases in participation rates will involve
tapping into a pool of students who come less prepad for higher education, both
academically and in terms of financial resources aheir disposal.

Further expansions in enrollment figures will, iitalily, involve trying to get students who are
less academically prepared and have fewer finanesalurces available to participate. The reasons
are simple: (i) the much smaller cohort of indivatkiborn immediately after the collapse of the
Ceayescu regime when abortion was legalized will gragldeom high school this summer and
next (the number of individuals born in 1990, 188 1992 was 15, 26 and 30 percent smaller,
respectively, than the number of individuals barrl989); and (ii) as discussed, equity in higher
education is a problem: the current profile of j#vants in higher education suggests that
participation in higher education is very uneveithwarticipation dominated by students from
wealthier and, predominantly, from urban househoMile there is some scope to further
increase participation rates of students from urbad relatively wealthier households, large
further increases of the magnitudes seen in otber BU member countries will not be possible
without broadening the pool of participants.

Getting more of these students to enroll is noy animatter of money, but easing the financial
burden will help. As mentioned, the private coshifher education is only one of many factors
explaining why a student enrolls. Thus, targetiddigonal funds to poor students, alone, will not
be enough. But it will be a start.

To finance such support, it seems timely to rekhiow state support to student is currently
allocated since current state support for studemnighich comes in different forms — is almost
entirely guided by merit, rather than financial dleRomania’s support for students take different

17 Local transportation is subsidized: student bugi§price ticket (not part of education budget) gimdsome cases if fee
paying) can get the other half reimbursed by thearsity.
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forms: (i) whether or not to accept the studerd public university (resulting — even if the studen
is a fee-paying student — in a fiscal cost); iijpccepted in a public university, whether or rt t
accept the student as a state-sponsored or a yeggpstudent; (iii) whether or not to offer the
student a place in a subsidized student dormitorg; (iv) whether or not to offer the student one of
four types of state scholarships (see Box 3 fourthér discussion of each of these systems of
support). Figure 7 shows an estimate of how stappat was distributed across the students in
public universities (in 2008). It shows that appnoeately half were admitted as state-sponsored
(based on their academic performance in high sg¢hdule the other half were fee-paying. It also
shows that the bulk of the additional support pied to students were given to students admitted
as state-sponsored who were, again, admitted becddiseir stronger past academic performance.
In fact, the only support mechanism, which is riokdd to past academic performance is the tiny
program of “social scholarships”. However, as tigere shows, the program is small both in terms
of its monthly support, and in terms of the numtiiestudents assisted.
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Figure 7: Estimate of distribution of support to suudents in public universities and the
monthly amount of support (in RON)
(a negative amount implies that the student is pagi, rather than receiving) (2008}
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Source: World Bank estimates based on Eurydice, datd discussions with MERY officials,
CNFIS, students and university representatives.

As such, the bulk of fiscal resources end up supmpistudents who would most likely have
pursued a tertiary degree even without the puhligpert. Moreover, fiscal resources end up
supporting students who are more likely to comemfreesource-strong families who have
motivated them, paid for tutoring, and providedntheith an environment conducive for learning.
An alternative way to use fiscal resources is tocate them where they are likely to matter the
most, and/or encourage desired outcomes that, utithe fiscal support, would otherwise not have
happened. Doing so would imply using the bulk ditestsupport on the financially weakest
students, and only spending a limited amount orréseurceful students (e.g. as an incentive for
the very best-performing students).

'8 The exact distribution does not exist because ity has some freedom in designing how it ilistes
the public resources ear-marked for scholarshigsRM is currently in the process of contacting alblic
universities to get a more precise figure.
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Box 3: Types of state support for students
This box describes the different types of stat@eupto students.

Waiving tuition fees

Based on academic performance in high school am/dhe results of the admission exams, the state
(or waives) the tuition fees of approximately haflthe students enrolled in public universities.
Accommodation

State funded students (and some fee paying studesgs below) receive subsidized accommodatiohdr
university residences and only pay a range of Z20t&ON per month. They also may eat in the subsit]
cafeterias that are run by the universities. Appnately 30 percent of all students live in dormigsy but
the proportion differs substantially from univeysito university. Some universities accommodate
percent of their students, while others only accoatate 20 percent.

First and second year fee paying students who perfeery well may qualify for state financing tf
following year and state funded students who dopssform well on exams may be dropped. The n
movement between fee paying and state financeasstaturs after the first year of univerSity

State Scholarships

Approximately one-quarter of all public higher edtion students (state sponsored and fee payingjvee
scholarship® financed by the state budget. Of these a minimdnm2® percent receive social a|
scholarships targeted at needy students, 25 pereeeive merit scholarships given to students with
highest marks, 30 to 40 percent receive study achiops awarded to students with high acade
achievements and 5 percent receive performancdasships given to a very small number of the b
students. Universities also award social allowarfigeseedy students from university funds.

Decisions of the MERY set the general eligibilitjteria for the scholarships and the University &en
identify specific criteria. All government scholhigs are indexed each year to inflation and argpesgd
to cover total student accommodation and meal co$ks scholarships do not cover the tuition feefeef|
paying students, which may serve as a barrieretio being able to go on to higher education.

Most scholarships are offered as part of the sttglentry package to an institution with the exaptof
social scholarships. These scholarships are meatedt and students must apply for them separ
supplying income statements from their parentsestifcates of retirement or unemployment or diggbi
as well as statements from their local authoritsifying the number of members in their family anither
information. Applicants must have a certain scareram that differs from year to year.

The two types of social scholarships that are ad/éy the MERY complementary funding include:
1. Common scholarship for students whose family benh earn below a certain minimu
salary.
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2. Scholarships for rural students (€ 100/monthd wgree to work in rural areas for the same

number of years as the number of years of thedlystu

There are four types of merit based scholarshipddd by the MERY complementary funding:
1. Merit scholarships: given to students with tighbst marks.
2. Performance scholarships: given to a very smathber of the best students (generally
per faculty).
3. Study scholarships: awarded to students with Aademic achievements.
4. Olympic merit scholarships: based on internaigacademic) Olympic competitions.

All students receive free medical and psychologicate and pay only half price rates for puf
transportation. If there are left over places im $kudent dormitories once all of the state sp@usstudents
have been accommodated, the left over spaces maljooated to fee paying students on a merit béisi
some institutions, a certain number of places eserved for needy students. Generally, the feegetido
state sponsored and fee-paying students are differe

bne

lic

19 Two universities in Bucharest report that theraisnovement of 10 to 20 percent each year betweerpdgin
students and state funded students.
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IV.  What are the policy implications of the identified challenges?

Taken together, the five challenges place polickerain a bind: the first challenge highlights that
more resources are needed, while the other chalferajse concerns about how to finance such
increases. Clearly, there is scope to increase@rasources for higher educatiorf(hallenge)
but, this measure alone, is unlikely to cover tddi#onal costs. Given the small share of total
costs currently covered by students and their parenand the high private returns to tertiary
education — asking students to contribute more seemsible (3 challenge). Yet, two of the
challenges (4 and %' challenge) make this difficult: private costs (irding living costs) are
already high relative to average incomes in Romaairad, to maintain or increase current
enrollment, participation rates will need to in@eabut this will involve getting more students
from disadvantaged and poor rural areas to eriboling so and getting these students successfully
through the system will require substantially mogsources and raises the question: who should

pay?

One answer — supported by the Romanian Constitutidrich says “education shall be free,
according to the Law” — is to find the additionasources in the state’s budget. However, given the
cost pressures described above, this would regoiiey makers to divert tax revenue from other
public priorities, and/or to raise taxes.

Another answer — and in many ways, the one alreddgen by Romania — is to ask students and
their parents to share part and, preferably a grgsrt, of the cost of higher education. In many
ways, Romanians already seem to have acceptediigtar education is an investment with very

high private returns, and something worth spendgiad of their own resources to purchase. As
mentioned above, currently, 70 percent of all stislén higher education pay a tuition fee. Thus,

the discussion on whether or not students showdfpahigher education seems no longer to

dominate the debate; rather, the question is wbaldipay, for what, and how much?

Romania is not alone in recognizing that publioteses, alone, cannot cover all costs associated
with higher education. In fact, the rapidly risiogst of higher education is one of the key factors
underlying the growth in most countries, includiig Europe, of measures to supplement
governmental (i.e. tax) revenue with various forws non-governmental revenue. And a
combination of tuition fees, more nearly full-céses for formerly governmentally subsidized food
and lodging, and the encouragement of fee-depengiévaite higher education are emerging
worldwide as the principal measures of higher etlocaevenue supplementation.

Romania is also not alone in recognizing that dnifg ef costs toward students—patrticularly if this
shift is to be compatible with expanded accessoiwel income and rural youth—must be
accompanied by policies to allow such expensestheinén the form of tuition or other fees—to be
deferred and paid only when the student has gradwatd is in the workforce, presumably earning
a considerably higher salary in significant partdese of the higher education that he or she has
received. A policy that allows students to defeyip@ for their education is the introduction of a
student loan scheme.

In fact, introducing a student loan scheme seekmsan appropriate policy instrument to address a
number of the challenges discussed above. Firglisaassed, it gives students the means to defer
paying for a bigger share of the rising cost ohkigeducation. Second, in principle, a student loan
scheme can be a more cost-effective way than grastspport low-income students. In particular,

2 They are referred to as scholarships (burse)atsuteally grants that cover living costs.
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for the same amount of public resources, a studantscheme can provide financial resources to a
multiple of the number of students supported bytga

However, it is important to note that introducingstdent loan scheme as an extra policy
instrument is unlikely to work on its own in impiiag participation rates of low income families
and other disadvantaged students; existing pafisiruments will need tweaking as well and other
complementary policies will need to be added. Irtipalar, as mentioned above, it appears that
current government financial support for studemisforces the inequitable outcomes observed
rather than ameliorating them. And with approxima#00 million RON being used on direct
public support for students (excl. the cost of g tuition waivers — when included, the cost of
direct public support is an estimated 2 billion RQM-thinkinghow andto whom these funds are
allocated is likely to have a substantial impactequity. In addition, other supportive policies
might need to be introduced or expanded to helgetigeoups (e.g. efforts to improve the academic
preparedness of low-income students, better coimgseéh high schools, broader assistance
programs to at-risk students when in college, etc).

For a policy maker thinking of adding another pplimstrument, it is worth noting that
international experience suggests that it is mffiectve to introduce a loan program as part of a
comprehensive re-designed student assistance pahdlyer than having to go back and fix
inefficiencies (and fight the same political bagjléater on. This is not to say that the introdurti
of certain types of loan programs cannot be aegratfirst step in a longer-term plan, which it
clearly can (and has been in many countries), dthier that it is important to locate the aims and
operations of the loan scheme within the broadécypicture from the start.

V. Introducing a student loan schemes as an additial policy instrument in
Romania

A student loan scheme is a policy instrument al&ldo ministries of education in a number of
countries around the world. The Romanian educdtienis mentioning student loans, but so far,
no operational scheme was put in place. This sediieefly describes: (a) the basics of such an
instrument; (b) its possible objectives; (c) thpdy of repayment arrangements that could be used;
and (d) some of the conceptual and political cooapidns in establishing a student loan program.
Some of these complexities are treated more fullg companion piece to this papBrimer on
Sudent Loans (see footnote 6)

The general message of this section is that studantschemes are far more complex in concept
and difficult in their implementation than oftersasned. At the same time, a student loan program
is the only way through which large numbers of etud can invest in their own higher
education—which is becoming increasingly important only in Romania, but in virtually all
countries, where the costs of higher education—umtiolg not only the high and rising institutional
costs of instruction, but also the very substargigdenses of food, lodging, and other costs of
students living—are exceeding the capacities bbjowernments (that is, taxpayers) and parents
to fund.
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V.a Two Basic Principles of Student Lending

Two specific implications regarding student loahesoes should be kept in mind regardless of the
aim or aims of the loan scheme for Romania.

First, student loan schemes are costBome of the costs aumavoidable: that is, inherent to student
lending because of multiple small loans with lomgschool, grace, and repayment periods to
borrowers who are exceptionally mobile, who getgfatk established credit, and who typically lack
collateral and frequently also lack credit-worthargnts to serve as co-signatories. Other costs are
essentiallydiscretionary, or the result of political decisions to subsidize loans with below market
rates of interest (in addition to covering the widable costs of small size, high risk, and the)lik

The so-calledinavoidable costs of absorbing or sharing in the inherensradfistudent lending may be

lessened in Romania by:

v’ keeping the student loan agency as professiondbasidesslike as possible: that is, free from
political patronage or interference;

v taking advantage of any foundation or internatia@telopment agency assistance in the early
years to absorb some of the default risk;

v' requiring parental or other co-signatories fromifias that are financially able to guarantee their
children’s student loan obligations;

v requiring low income and other parents who aresudficiently creditworthy to be a true co-
signatory to nevertheless sign an obligation tisassthe skip-tracing of their children who fall
behind in their loan repayments.

The so-calledliscretionary costs of future Romanian student loans program$edessened by:

v' rationing, or targeting loans to only those lodret imake a difference in participation (in other
words, avoiding or minimize lending to studentshwiit demonstrated need, which would only
allow them to lessen their financial dependencaheir parents or increase their standard of
student living);

v'charging interests rates at, or near the goverrisieotrowing rate;

v charging interest on student loans from the orignaof the loan, even though interest may be
deferred and accrued during the in-school yearsaarappropriate grace period.

In spite of all that might be done to minimize lBs&nd unnecessary expenses, student loans that are
generally available— that is, which do not discriminate among potért@rowers by likelihood of
default, which would likely discriminate againsttgotial borrowers from lower socio-economic
classes or from rural parts of the country, or fi@ertain ethnic or linguistic minority groups — are
going to incur substantial annual costs (which ldely to increase each year as participation
increases among the riskiest borro¥®rsTherefore, a loan scheme should not be implezdent
under the false assumption that all costs will lsgogbed by foundations or donor agencies or that a
student loan program, once begun, can ever becslfrgustaining by obtaining new loan funds from
the repayments on past lending.

Second, following from the principle above of studdoan programs being inherently costly, at
least some of any new Romanian student loan schesiesild be linked to revenue enhancement

2l It is almost a “given” in countries with low butdreasing participation rates that the averageestudithin the
participation margin—that is, the students who in the future will bavieg secondary school prepared for and desirous
of higher education, but who are currently not smpleting—will be, on average, considerably monaficially as well

as academicallgeedy than the students currently going on to higheicatan.
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This principle will need to enter where politicafipssible and appropriate: for example studentsloan

schemes that support already fee-paying, or prigadvanced professional students. But the essenc
of student loans is that they allow students tor lseeme of the high and rising costs of higher

education without loss of accessibility and thusatde student contributions to supplement

governmental (and parental) revenues for the emmact of higher educational capacity, quality, and
financial assistance.

V.b Possible Aims of a Romanian Student Loan Scherjsg

The first decision that is required even beforeigiésg a student loan scheme is deciding on the
aim or aims of the program. Student loan schemedsase several different aims, not all of them
fully compatible. For example, a student loan soh@mschemes in Romania can permit students
to enroll and persist who might otherwise be derttegbe opportunities for want of sufficient
funds; to provide the government with a more cdfgetive form of student assistance than the
current provision of a very limited number of gaweent supported (tuition free) places and
limited provision of subsidized lodging and food;shape behavior in the direction of social needs
both in the choice of institutions and programswa$ as in the choice of professions and practice
venues; and finally, to enable students to livattée |better or more independently from their
parents. The workshops and meetings of the WorldkBaam with Romanian stakeholders in
February and April 2008 suggested a number of plessims, but the following three seem most
salient:

1. The first aim would b& put money in the hands of financially needy stmds in a way that
expands participation Such an aim requires a student loan scheme gHaith means-tested (or
need-based) and alggenerally available (as defined above). In other words, loans are made
available to all or most students who have a remgifinancial need after considering all other
sources of revenue, including parents. In this whg, loans would not be available simply to
provide a higher student living standard, or towalstudents to become financially independent of
parents who would otherwise be able to providesasti some financial assistance. As the loan
recipients would then be mainly from low income amdlal families, whose parents would
probably be unable to contribute or even to co-digna loan, such a loan program should
anticipate a relatively high rate of defafflt.

In pursuit of increased enrollment and participati@a means-tested student loan scheme or
schemes could specifically:

» Ease the financial barriers posed by high and gisinsts of living for government
supported students, especially the relatively lowrtthesirably increasing—number of
students who are from rural and financially neealyifies.

» Ease the even more difficult financial barrier pbd®y high and rising tuition fees in
addition to the rising costs of living that face tiee-paying students.

» Make the emerging private sector more accessibl@dre students with cost-effective
assistance in the form of minimally subsidized studoans.

22 Defaults are high in virtually all loan schemeatthregenerally available: that is, which daot discriminate among
potential borrowers by likelihood of default—whidiscrimination would likely discriminate againsttpotial borrowers
from lower socio-economic classes or from singleepafamilies or from certain ethnic or linguistitinority groups.
Defaults are also generally high in countries (sasfRomania) that are still developingradit culture in which debts
tend to be repaid because a good credit ratingpeitant to virtually all citizens (even to youngjversity graduates).
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2. A second aim for a student loan program in Rdanaould beto influence post graduation
practice or practice venueéA student loan can be given for the aim of inficieg the choice of the
student as a graduate to practice a certain piofeasd/or to practice in a certain target venaoe: f
example, the practice of medicine, nursing, orh@agin a rural district. This is done by granting
or even requiring most students to complete witkerdain level of indebtedness, portions of which
can then be forgiven for each of several yearsratte in the target venue. In the case of
Romania, where one of the university-related pnoislés the exodus of higher educated talent to
other countries, the debt forgiveness could alsextended simply to all students who returned to
Romania with a student debt.

Workforce contingent loans assume that professionals will be motivadetb what they would likely
not otherwise do (i.e., teach or practice mediagina remote village for little salary) because fud t
prospect of debt forgiveness. A second assumpsadihat student debt forgiveness is more cost-
effective (or more politically feasible) than afiatives such as higher salaries, first year bonuses
subsidized housing and transportation, and otleamiiives that might target public resources to the
same end. Research on these questions is incamg;lasid the Romanian government might first
experiment with a small, targeted, well-analyzddtgrograms. Nevertheless, such a scheme is, at
least in theory, an attractive way to combine timasaof revenue generation, manpower planning,
expansion of participation, and rural developmand a pilot program—for example, of student loan
repayment forgiveness for practice in some ruravipces (as opposed to the existing scholarship for
rural students who agree to return to rural areasark for a certain number of years) —would be
easily implemented and, if designed with minimddsidization, affordable to the government.

3. A third aim of a Romanian student loan schemghinbe to maintain accessibility and
participation while implementing a degree of cogdtesing by shifting some of the costs of
instruction and/or student maintenance from eithéne government or the family to the student.
Such an aim requires that loan recovery be maxuohni#t&t is, that the two principal sources of
losses—i.e., of interest subsidies and defaultskéygt to a minimum. The purposes of the
enhanced revenue made possible by the cost-shaningyn, may be expansion of capacity,
enhancement of quality, provision of more targefeel., means tested) financial assistance, a
substitution for tax-based governmental revenueany or all of the foregoing.

In Romania, for example, a student loan schemedcalldw an increase in food and lodging fees,
thereby allowing a lowering of the governmentalsidization of student maintenance, making up
for the increased fees with student loans andisgithe savings to other higher educational needs
such as increased financial assistance, increasgacity, or increased quality—but maintaining
higher educational accessibility by allowing studerf necessary, to borrow the funds to cover the
increased fees. Similarly, a student loan schenuddgoermit an increase in some or all of the
tuition fees paid in the fee-paying tracks—againabbowing such increases to be borrowed, thus
maintaining accessibility. Finally, the universgieould be allowed to begin charging fees for some
of the most selective, high-cost, and highly rematige advanced graduate programs, such as
graduate management training—again maintaining sadoiéity, but allowing students to
contribute more to the programs with such manidstyh private returns.
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V.c Forms of Repayment Obligations

Student loans may take one of two basic forms payenent obligation, with variations of each
and with ahybrid version also possible. The most important featofedternative student loan
schemes are firsthe degree of cost recovery (and thus the overall size and the financial
sustainability of the program) and secdhdmanageability of the repayment burden (the latter
being a complex function of aggregate indebtednédgrest rate, repayment period, and
provision, if any, for deferment or forbearancehe event of hardship). The forms of student
loans are described more fully in the Annex. Irefrthree principal forms are:

1. The Fixed-Schedule, or Conventional Mortgage-Tg,pLoan: In a fixed schedule, or
conventional, mortgage-type loan, the monthly scieaf repayments, the interest rate, and
the repayment period are all fixed in the contrattepayment obligation, or loan note. What
would vary—mainly according to the income of thetoaver (including periods of low or no
income, as in unemployment)—would be the anrualden of the payments, which would
depend on the initial size of the debt, the interate, and the repayment period—and how the
resulting monthly payment compared to the borrowearinual income.

2. The Income Contingent loanThe second common form of student loan is the ireom
contingent (or income-related, or contingent repagyth loan. In an income contingent loan,
what would be fixed would be the monthly or annvepayment burden (at least as far as
burden is a function of earnings) along with the interestie (which most borrowers will end
up paying in full and which would presumably be the@me as in the conventional fixed-
schedule option). What would vary—again as a fuorctinainly of the level of income, or
earnings—would béhe repayment period for those who eventually repay their loans in farl
the ultimate cost of the loan for some number of lifetime low earning borrowers.

3. The Hybrid Fixed Schedule-Income Contingent Loanlin a hybrid, or fixed schedule-
income contingent loan—the underlying, or defaahligation would be a fixed schedule of
payments that would be due unless the monthly aruah repayments exceeded some
maximum percentage of monthly or annual earningghat event, amounts owed in excess of
this threshold would be deferred (and the intemshpounded). Borrowers, experiencing a
year or two of low income due to unemployment, égample, would payncome contingently
during these years, but return to the fixed schedfi repayment obligations when they
regained their employment and their earnings. Tlewyld have been granted the convenience
of automatic deferment of payments—similar to an@hcing—but not asubsidy, as such.
However, those borrowers who combined prolongedbgsrof unemployment or a low paying
job with high initial indebtedness might continue repay their student loans on an income
contingent basis, reaching the end of the origimalerlying repayment period with remaining
indebtedness—which at some point would be forgiasnthough the entire student loan
obligation had been income contingent from the beiyig.

The form of the repayment obligation is being rdise this point in this discussion paper not
because this issue is so critical, but becausepdiscussions on student loan schemes are so
often complicated by confusion between the trulfical elements of a loan scheme—such as
the degree of rationing or targeting, or the amaefnfunds made available, or the degree of
discretionary interest subsidization, or the cotioes to tuition fees and other forms of cost-
sharing—and the far less critical, but oftentimemewisible and yet frequently misunderstood
nature of the repayment obligation (specificallyettrer the form is to be fixed schedule,
income contingent, or a hybrid combination of bu#rsions). Here are great advantages to a
feature of student loan schemes that can provideesimrm of repayment relief to students
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who may be having difficulties finding their firgdbb, or have become unemployed, or have
chosen a low paying (but socially important) ocdigra, or who may, for any other legitimate
reason, have difficulties in making current paynseon their student loans. But such features,
as well as any advantage to the lender of havingl@yers collect repayments by deducting
them from wage or salary payments can be attacheahy form of repayment obligation—as
in the hybrid fixed-schedule-income contingent ngpant obligation discussed above and, in
more details, in thérimer on Student Loans, the companion piece to this discussion paper
(again, see footnote 6).

V.d Conceptual and Political Complications in Estabishing a Student Loan Program.

There are certain conceptual and political compigses in establishing a student loan program
that make difficult the decisions with which a goveent is confronted. We address briefly
six of them:

1. The extent to which the loan is truly a loan \sars partly a grant:Sincestudent loans,
commonly, are given on more favorable terms thaatvehcommercial bank would be willing
to offer, they have an element of “grants” embedidd them. It is possible to distinction
between arue loan—that is, the portion of the sum originally borradvéhat will be fully
repaid, which can also be viewed as the discouptedgent value of the reasonably anticipated
stream of repayments—and dffiective grant, or the present value of the stream of subsidies.
Theeffective grant is thus the difference between the amount borroaretithetrue loan. The

mix of true loan andeffective grant is a function of the spread between the interat to be
paid by the student borrower and the cost of mdpneye lender, which, at a minimum, would
be approximated by the government’s cost of borngwi

2. Loans as assets or expenditurddat portion of a student loan that israe loan is anasset

to the lender. To the degree to which the amountsetlent to students come from government
budgets and may then appeareggenditures, the impact on the true operating budget may be
overstated by the amount that is a true loan, witi@h be more appropriately viewed as a
governmental investment and carried on the govemtimebooks as assets than as

expenditures. In fact, if the asset value is comsillle, the government (or the student loan
agency of the government) can either sell the loang recover the present value of the

repayment stream immediately, or can securitizeagsets and sell its own paper in the capital
market, backed by the student loan assets. Thase iB great benefit to maximizing the asset
value of student loans, which enables a given velwitaxpayer funds to put far more money

in the hands of students than the same taxpayeisfgiven as grants, stipends, or tuition fee
discounts.

If the government (or a governmental or public ag@rdoes not actually make the student
loan but only guarantees loans made by banks ardithancial institutions, the accounting is
essentially the opposite of the example above;ithdhere may seem to be no expenditures as
such (assuming no subsidization of interest otl@ntthe implicit subsidization of the
guarantee), but there would be major contingerilit®es on a proper governmental balance
sheet because of the risk of default—or altern&tive major operating expenditure sufficient
to fund a reserve large enough to cover any fuliosses.

3. The costs of student loan schemes to governmer8tudent loans are costly to
governments. The costs are in two forms: (1) irgerate subsidies and (2) guarantees against
default. The cost that is borne by government safirm of a guarantee against default loss, at
least on student loans that agenerally available (i.e., not rationed for low risk student
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borrowers only), is amnavoidable governmental obligation, although the guarantest can

be substantially lessened by sharing the cost cfsds with parental co-signatories,
foundations, or even with higher educational ingidns. On the other hand, the cost of
governmental subsidies—i.e., the spread betweerintieeest rate to be paid by the student
borrower and the cost of money to the governmdptaler—is essentiallgliscretionary and is

a political decision made at the loan scheme degigrse of what interest rate to place on the
student loans. And the reason that student loamgrams are as costly as they are in so many
countries is the tendency of politicians to makeaficial obligations oftentimes with little
consideration of the future implications: in theseaof student loan schemes, a stream of
annual interest subsidies that will be paid forfbfure governments, future politicians, and,
more to the point, by future taxpayers.

4. The politics of student loan scheme&tudent loan schemes are oftentimes politically
charged by their association with cost-sharing aitth a shift of some of the costs of higher
education that may currently be borne by governsdnt parents and/or to students. As
mentioned above, one of the aims can be to presmwessibility in the face of policies that
might shift some costs to parents and/or to stule@n the other hand, student loans are
needed whatever the degree of cost-sharing, asyaxgunds, at least in market economies,
are never sufficient to cover all of the costs igfiter education (without severe and inequitable
rationing or losses in quality). But oppositiongtudent loans by student unions, where such
opposition may be found, is rarely, if ever, diegtto the provision of loans themselves, but
rather to a presumption that student loans mayimleed to a lessening of the taxpayer
subsidies that the students are now enjoying, ®a#empting to secure.

5. Irrational borrower behavior:Student loan schemes are complicated by borrowkavior
that may frequently depart from the economist'siovd of perfect consumer, or borrower,
rationality. Furthermore, socio-economic class dhneity or region may affect these
departures from economic rationality. For examptame cultures discourage borrowing. Some
cultures/religions—Islam in particular—discouradpe tcharging, or payment of conventional
interest (although allow other ways to reward thedeo make their savings available to
investors). At the other extreme, students fromiurels where credit is virtually ubiquitous (the
United States is a good example) may have the dtgpogationality: that is, being seemingly
oblivious to the implications of mounting debt andderestimating the burden of excessive
borrowing—or borrowing so-called private loans agthrates of interest when far more
affordable rates are available on governmentallynspred student loan schemes.

6. Financial sustainability and risk While most experts agree on the potential of stud
loans, they also acknowledge that student loan rarag in many countries have not been
financially sustainable—at least not at levels heglough to promote widespread participation.
For financial sustainability, student loan programe®d not only to limit the subsidy costs of
student lending to levels that the government déaré (as mentioned above in point 3), but
they also need to address the capital constraiatsoccur when only government resources are
being used to make the loans.

This second dimension of financial sustainabilityre-tability to tap private capital markets
rather than government budgets for the studentsteda complex. In theory, as well as
practice, the amounts originally lent can come é&ygr entirely from banks and other private
sources of savings, yet obligate the governmentetty considerable subsidies, both in the
form of the in-school interest subsidies and sulesidiuring repayment, and also obligate the
government, as guarantor, to pay the private lefoletoans in default. Therefore, what may
seem like private lending in the first instancethso immediate impact on the governmental
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budget, can in fact be indistinguishable in propecounting terms from a considerable public
expenditure, albeit in the form of future and caggnt liabilities, rather than outright current
expenditures. On the other hand, a loan requiiitig | or no subsidization (that is, with a flow
of repayments sufficient to cover the cost of mompdys the cost of administration and
servicing) and little risk of default to the lenddxecause of sufficient collateral by either the
borrower or a co-signatory) could be made direbtythe government, with taxpayer money
rather than by a bank or other private lender amdrbated not like an expenditure at all, but
rather like a government investment. In theorynththe financial sustainability of a student
loan program could by assured by eliminating, or least minimizing governmental
subsidization and somehow minimizing the elementisi. Tapping into the private capital
market, would then be easy, whether the studemntslosere originated by banks, or were
originated by a government agency, or even by aarsity and then sold to banks or other
institutions that comprise the private capital nedrk

The fact remains that there is always an elemenis&f at least in generally available student
lending (that is lending without regards to parénteealth, academic program, or other
attributes by which a potential student borrowegimibe risk rated). This risk is beyond that
which can reasonably be expected to be coverecebgelrs or parental co-signatories, and
which then presents governments with some elemért deast contingent liabilities—the
present values of which are akin to ordinary gowegntal expenditures and which, therefore,
become impediments to financial sustainability.

The major factors associated with the risk of studending include:

» The absence of collateralf he fundamentaliskiness of student loans is due to the fact
that unlike home mortgages, auto loans, and sommer dorms of commercial debt, a
student loan provides nothing for the lender toossgss in the event of non-
repayment.

* The absence of a general credit culturl the highly industrialized countriesredit
histories, maintained bycredit agencies, play a vital role in making cost-effective
credit available to good risks—and conversely, ieping bad credit risks from
borrowing and raising interest rates to everyonid&nts typically have no credit
histories, but when they enter repayment as youtgit®, they quickly learn the
importance of maintaining a good credit historytheut which automobile and home
purchases and even credit cards may be out of ré#tcldent borrowers in countries
lacking such a credit culture may be more pronddfault, as they may perceive less
of a need for a good credit history.

» Students misunderstanding the nature of the repayrebligation: This may be due
in part to the immaturity of the student at the dirof borrowing and/or to the
considerable length ah-school time between the original borrowing and the sugglos
beginning of the repayment obligation. Misunderdiag is also more likely when the
original loan never passes through the studenttsdbaas it does in the case of an
automobile loan or in most commercial credit, bather is simply recorded as a future
obligation upon a student’s matriculation.

* The extreme mobility of students for a period ot after leaving the university:
Students typically move around in search of firstpeoyment, or simply the lure of
young wanderlust. For several years, they may myehwvhat they consider regular
employment and typically do not own a home or r@alperty. They may be traveling
abroad, leaving no forwarding addresses.

» Other country-specific factorsOther factors could include such factors as extrem
political instability.
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Given the risky nature of student loan enterpri#tgis, not surprising that governments have to
play a role. A student loan program can be 100gm@rpublic, with the government playing all
roles from origination to collection, such as inshaeveloping countries. However, the two
functions that most require the participation ofvgmment are guaranteeing repayment (at
least if the student loans are to be made geneaailylable) and subsidizing interest (if the
interest rate to the student borrower is to be lss the rate for general, medium-term,
unsecured, consumer debt). Evidence from aroundwbdd has shown that the most
successful loan programs have the government ré@ise two core processes and outsource
some or all of the others (United States, UK, Japan

Given the risks inherent in generally availabledstut loans, it is unlikely that governments
can ever get out of the student loan business etlhey. Nevertheless it is important for
governments to develop a long term strategy foirtlo@n program; one that may in the short
run rely exclusively on government funds, but ie fbnger term, looks for ways of working
with the private sector to generate additional ta@End risk sharing.

In this context, mention must be made of the sexri@ffiorts being undertaken by the Romanian
American Foundation to create a pilot student leaheme in Romania that would guarantee
loans provided by the Raiffeisen Bank to Mastettglents. The Foundation is still conducting
a qualitative and quantitative market study on whilcey will base their next steps, but have
agreed to share all of their findings with the MERMeir groundbreaking work to involve a
private bank in student loans (albeit particulapey of loans with far less risk of non-
repayment than generally available loans) is exéigrhelpful to the ministry’s own efforts.
The track record that they manage to accumulatdn whieir program can be useful in
convincing other private sector banks to becomelived as well.
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VI.  Estimating the fiscal cost of introducing a stulent loan scheme

The fiscal cost to the government of student ldam®nceptually more challenging to estimate and
discuss than, say, the fiscal cost associatedanitiudent grant scheme. The main difficulty is that
loan disbursements — whether done directly by theemment or via private banks — are not
proper expenditures such as grants. Rather, lgansnancial claims, which the government (or a
private bank) has on students. Alongside the disent, there is an expectation of repayment at
an agreed upon interest rate over an agreed upamdp# time. Thus, it would be inappropriate
and misleading simply to focus on the size of Id&bursements which, depending on the size of
the loan scheme, could be very large. For instaoffering a loan program of, say, 500 euros per
month to, say, 5 percent of the currently enrokadents (i.e., 50,000 students) would imply
annual disbursements of 300 million euros, or atn@oshird of the public spending on higher
education in 2008. If properly designed and managethrge proportion of these 300 million
would, one day, be repaid.

Conceptually, the correct fiscal cost to focus ®a somewhat abstract notion, namely, how much
would it cost the state to contract someone (nikstyl a private bank) to disburse and collect

(down the road) an agree-upon amount of money umdespecified interest rates and repayment
schedules? As will be discussed below, it turngloait it is possible — although only very crudely —

to estimate what a private bank would need to bé macarry out such a task. In the discussion
below, we will refer to this cost as the “true ¢ost a loan scheme. Obviously, a private bank

would not need any fiscal resources if they colidrge an interest rate which could fully cover the
relatively higher risk associated with lending tstadent and all their costs of running such a
scheme (e.g. the state does not need to subsiti@ekato stimulate mortgage or car loans).

It turns out that the true cost of a loan schema fanction of a number of parameters, each of
which can be examined separately and assessedria tf their impact on costs. The parameters
which determine the true cost are:

() the interest rates (relative to market intemeges) charged during the years in school,

possible grace period, and repayment period,;

(i) the length of the repayment period;

(iif) an estimate of the rate of default (such restie would take into consideration all, if

any, clauses allowing for debt forgiveness);

(iv) the cost of administering the lo&h:;

In general, a loan with a very subsidized ratendérest (i.e., an interest rate that is below the
prevailing market interest rates) and a very loggayment period will be far more costly to the
government than an unsubsidized loan with a slepayment period.

Although at the risk of getting into too technickgtails, it is worth noting yet another conceptual
difficulty of calculating the fiscal cost of a st loan scheme. Similar to the exercise of
evaluating other investments with cash flows inftitere, the only way to assess the true cost of a
student loan scheme is to convert both disbursesvaerd expected repayments into “present value

% Whether the administration is done within a stgency, or by a private bank, there will be adrtiative
costs of running the program (e.g. staff costs,masr costs, etc). For the purpose of estimatiegrie cost
of a student loan program (i.e. getting an estinoht@hat a bank would charge to take on the respitg
of running the program), it is important to estimatll costs associated with the program (evenviil ci
servants are paid less than employees at a badlgrasre already working in a ministry, and/or cbble
diverted from doing other activities).

38



terms”? When doing so, one is recognizing that, say, 5ROM disbursed today will not have the
same purchasing power and value to future citipéfi®mania 10 or even 15 years from today.

In the case of a student loan scheme, the presdué wf disbursements will be known with
certainty, but the present value of repaymentsocéyi be estimated, based on the set of parameters
given above. In fact, the present value of futeayments can be calculated using different sets of
assumptions and reflecting different policy deaisido get a sense of what the government will
actually spend on a certain type of loan.

To provide policy makers with a likely range of th&cal costs involved in introducing a student
loan scheme in Romania, several different studesm lscenarios were examined. The scenarios
below do this by first finding what is owed at tiv@e repayment begins (which is the amount lent,
if no interest is accrued during the in school grate periods, but will be higher than the amount
lent, if interest has been compounded) and thedirfgnthe future value of this amount under
different sets of assumptions regarding the intenage level. The future value is then discounted
back to the present day using the country’s distoate to get the present value of the future
payments, i.e., what the government can expectttback in today’s terms.

The scenarios include a number of design decisions:
* \What should be the length of the grace period during which no repayments are due?
* What should be the interest rate for the in school and grace periods?
* \What should be the interest rate for the repayment period?
*  What should be the length of the repayment period?
»  What should be the amount of the loan?

They also include two parameters that are esshtied result of loan administration:
* What isthe cost of administering the loan?
* \What isthe default rate?

Once values are plugged in for the design parasieterd values are assigned for the
implementation parameters, the present value afiréuioan repayments (less the cost of
administering the loans and defaults) can be catledlto find the degree to which the repayments
offset the cost of the loans.

4 present value calculations are widely used irfittence literature to enable financial plannersampare
cash flows occurring at different times in the fetuBy converting cash flows occurring in the fetunto
“present value” terms, they are converting the rieitcash flows into the same unit of measuremeat, (in
today’s value of RON).
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Table 9: Estimate of the fiscal cost of differenttsident loan scenarios

Scenario One Scenario Two Scenario Three
Heavily Subsidized| Moderately Subsidized| Minimally Subsidized

Loan Amount

» State 6,458 RON 6,458 RON 6,458 RON
Sponsored
Student
 Fee paying 11,070 RON 11,070 RON 11,070 RON
Student
e Private 11,070 RON 11,070 RON 11,070 RON
Student
Length of grace period 2 years 2 years 2 years

during which no
repayments owed

Interest rate during in 0 6.57% 9.4%
school year and grace
period
Interest rate during 9.4% 9.4% 9.4%
repayment
Length of repayment 15 15 15
period
Number of students
* State 5,011 5,011 5,011
Sponsored
Student
 Fee paying 5,011 5,011 5,011
Student
* Private 8,640 8,640 8,640
Student

Present value of loan 183.5 million RON 183.5 million RON 183.5 million RON
disbursements

Present value of student 50 million RON 68 million RON 78 million RON
repayments
Recovery rate 27 percent 37 percent 43 percent

Table 9 shows the different amounts that are raeavigy student loan repayments depending upon
the loan parameter decisions made by the governimeali of the scenarios, it is assumed that the
loans carry an administrative cost of 2 percemtefault rate of 30 percent and that the country’s
discount rate is 12 percent. As a proxy for the benof “needy” students (i.e., the recipients of
this type of loan), all three scenarios use theaeturnumber of students receiving a “social
scholarship” (discussed above in Box 3), approxityah,000 students.

All of the loans cover tuition fees and living exiges for fee paying students in the public sector
and private sector students (11,070 RON) and livirgenses only for state supported students
(6,458 RON). They all have an average in schonbgeof three years and a grace period (during
which no payments are made by the students) of/eses.

The first scenario models the introduction of sabsally subsidized government loam® (nterest
accrued during in school years, which given inflafiimplies anegativereal interest rate and two
year grace period; government’s borrowing raterdurepayment) for needy students in the public
and private higher education sector (undergradaate graduate) to address upfront financial
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barriers to participation. The government would #s@wn resources and/or borrow capital at low
interest rates from international organizationse Ta¢mns would be means-tested using existing or
new means testing mechanisms. Risk of defaultsdvoelcovered by credit-worthy cosignatories,
when available and the government when cosign@anie not available. With such large grant
elements built into the loan (and large provisiémsdefaults), only a small fraction of the loan
amounts disbursed would be recovered. In fact, anlestimated 27 percent of the loan amount
would be recovered.

The second scenario includes the introduction oflenaiely subsidized loans (zereal rate of
interest during in school years i.e., given inBati students will be paying a positive nominal
interest rate and grace period; government bormgwéte during repayment period). In this case,
the recovery rate would be higher at 37 percerdrgihat interest was accrued during the in school
years and grace period.

Finally, the third scenario includes the introdantiof minimally subsidized, need-based loans.
Interest is set at government borrowing rate fa@ lfie of the loan and accrued starting at
disbursement. Given the minimal subsidization gpayment rate is a higher 43 percent.

Offsetting Costs

Student loan programs can be introduced with dnauit simultaneous changes in other parts of the
higher education finance and student financialstasce system. Capital for the loan program can
come from additional government money, governmentdwing or donors, from the reallocation
of existing money in the higher education budget,from the introduction of cost sharing
measures. In Romania, examples of the latter twiude: reductions in government subsidies for
transportation and/or student food and lodgingsc(est present 28.7 million RON and 168 million
RON respectively); increased fees to full-cost wery for fee-paying students (at present, the
amount of instructional costs covered by fees gadiamatically from institution to institution),
increases in tuition fees for advanced professipnagjrams (at present, state supported students
pay no tuition fees and the tuition fees chargedet paying students are comparable to those
charged in undergraduate programs) and the inttmatuof moderate tuition fees for all.

While politically more difficult in the short ternmternational experience suggests that it is more
effective to introduce a loan program as part @omprehensive re-designed student assistance
policy, rather than having to go back and fix im@éncies (and fight the same political battles)
later on. This is not to say that the introductmincertain types of loan programs cannot be a
strategic first step in a longer-term plan, whichlearly can (and has been in many countries), but
rather that it is important to locate the aims apdrations of the loan scheme within the broader
policy picture from the start.
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VIl. Conclusions and Recommendations

Student loans are a policy tool that properly desiyand implemented could contribute to
Romania’s higher education objectives in termsrobment expansion, income generation and
program/venue choices. Nevertheless, even the ibgdemented programs can be costly if

excessive subsidies are built into their desigrihenview of the World Bank team, a student loan
scenario that simply is implemented on top of tkisteng higher education financing structure

(scenario 1) with no offsetting additions to fine@ssistance revenue would a) not be financially
viable in the long run and b) would have unaccdptabportunity costs in view of the substantial

government investment that is needed in capacityoaality.

Moreover, focusing on student loans without addngssther issues of educational access and
finance will not be effective in increasing paniation or reducing inequities; existing policy

instruments in higher education also need tweakingddress these challenges. In particular,
existing government financial support for studestikely to need adjustments since it appears to
reinforce the inequitable outcomes observed ratien ameliorating them. Moreover, equity at

higher education is unlikely to improve unless mfreus is directed on the quality of the high

school education which disadvantaged studentsuecei

The paper, therefore, has two main recommendatiiings,; introducing a minimally subsidized
loan scheme (see below) is advisable. Second, igmiteg existing student financial support
scheme would be critical to help improve the in&gjle outcomes observed in higher education.

In terms of the first recommendation, a minimallysidized loan scheme that is integrated into the
Romania’s student financial assistance policy could

» increase higher education accessibility by putadgitional funds in the hands of needy
students;

» allow some portion of the costs of instruction atutent maintenance, or costs of living to
be shifted to the students to be paid as he/shersetite workforce. In this way student
loans would provide additional revenue to highancadion for the purposes of enhancing
capacity, quality and participation;

» influence post graduation behavior in ways that government desires using loan
forgiveness.

In order to do this, however, the loan scheme wbakk to:

» Be part of a comprehensive package of cost shavitigloan amounts sufficient to cover
tuition fees and living costs (less grants and etqeéparental contributions);

» Have reasonable repayment expectations with repatyotdigations spread over enough
time to be manageable;

 Have automatic deferral options that are activaitedthe event of unemployment,
prolonged iliness or loss of work, maternity, etc.

* Be designed to minimize costs by keeping the bateedst rate close to the government’s
own borrowing cost, minimizing servicing and cotlea costs and minimizing defaults by
assuring that the students view the loans as tdaations, by requiring some form of
repayment plan to be agreed upon before gradualiprengaging in good collection
practices and possibly by requiring or encouragiagayments to be made through
employer deduction at the time of wage and salagmnents;

» Be designed to share risk between government arslgratories. Co-signatory
requirements may need to be limited to moral peiistieand loss of credit reputation so as
to avoid losing those parents who have insufficasgets to pledge.
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In summary, effective student loan programs aresiptes and can enhance both institutional
viability and student accessibility and participati However, student loans are complex, and
require both proper design and good execution. tumfiately, too many student loans programs
have failed, both for poor design and poor executlbis hoped that this paper can be a small
contribution to the policy planning required to beg new student loan program in Romania.

In terms of the second recommendation, to improgeitg in higher education, government
financial support to students could be redesigmesiuch a way that the bulk of fiscal resources
would be spent on the financially weakest studeats] only limited resources spent on the
resourceful students (e.g. as an incentive foivdrg best-performing students). Doing so, would
enable fiscal resources to matter more by encougadgsired outcomes which, without the fiscal
support, would otherwise not have happened. Urddectirrent financial support schemes, the bulk
of fiscal resources end up supporting students whald most likely have pursued a tertiary
degree even without the public support. Moreovscal resources end up supporting students who
are more likely to come from resource-strong fagsikvho have motivated them, paid for tutoring,
and provided them with an environment conducivddarning.

Next steps: should policy makers decide to intredacstudent loan scheme, the following next
steps will be needed:

1. Issue a government decision to disburse finstlesit loans by, say, October 2009. The
decision should contain a broad estimate of thétiaddl fiscal resources to be allocated
for this purpose in the first years of the program.

2. Assign staff to work full-time on designing stund loan scheme, addressing each of the
issues raised in sections V and VI of this papay. (@hat is the loan scheme(s)’s primary
objective, and what monitoring arrangements willilieoduced to assess whether those
objectives are reached? Who will be eligible tceree the loans? What will be the terms of
the loans? What are the repayment arrangemenis? etc

3. Shift the focus beyond policy design questiansriplementation arrangements, including
what will be the role of the main agents in anydstut loan scheme (governments and
ministries; public agencies; banks and other chpitairces; universities and colleges,
parents and other co-signatories; and collectiath sarvicing agents) and how will the
main functions (such as setting eligibility termsdaloan term parameters, originating
loans, bearing risk of default, subsidizing loamoviding capital, and servicing and
collecting loans) be carried out?
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Annex 2: List of experts met during the paper prepration period

In addition to the workshops, the team met withasiety of experts and stakeholders to gather
information and get their input on a possible stuidean program in Romania including:

Professor Remus Pricopie, Secretary of State, MERY

Professor Gabriella Pasztor, Secretary of StateR¥WIE

Professor Adrian Curaj, Counselor of State, Romafiiavernment

Professor Mircea Miclea, Head of the Presidenti@m@ission for Education and
Research

Professor Ecaterina Andronescu, Rector of the UsityePolitehnica of Bucharest
Professor Radu Damian, President, CNFIS

Gabriela Jitaru, Head of Higher Education Fundirgp&rtment, CNFIS

Ana Cristina Moise, Expert, CNFIS

Costoiu Mihnea, General Manager of the UniverstitBhnica of Bucharest

Doina Crisan Habean, Director General of the BuestaAcademy of Economic Studies
Professor Lazar Vlasceanu, Deputy Director, Eurog@entre for Higher Education,
UNESCO

Professor Adrian Miroiu, National School of Pol@iStudies and Public Administration,
Faculty of Political Sciences, Bucharest

Oana Almasan, National School of Political Studied Public Administration, Faculty of
Communication and Public Relations, Cluj

Professor Dumitru Miron, Prorector, Bucharest Agragl of Economic Studies

Professor loan Alecu, President, University of Agmmics and Veterinary Medicine,
Bucharest

Student representatives of the National Union afi€hts of Romania and the National
Alliance of Student Organizations in Romania.

Professor Ovidiu Folcut, Prorector, Romanian-Anamit/niversity, Bucharest

Anca Harasim, Executive Director, The American Chanof Commerce in Romania
Doina Ciomag, Executive Director, Foreign Investomincil

Roxana Vitan, Vice President, Romanian-Americareftse Fund, Romanian-American
Foundation

Mihaela Ciobotea, Consultant, Romanian-Americarefmtse Fund, Romanian-American
Foundation
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Annex 3: Examples of Current Student Loan Programs

Drawing on, and providing examples of, the aforetioeied principles, some current student loan
programs are briefly described below. Additionahmples can be found at a website maintained
by the authors’ of this discussion paper.

Australia: Australia introduced its Higher Education ContribntScheme (HECS) in 1989 as a
tuition fee that could be deferred for all Commoalile-supported students and repaid as an
income contingent loan. In 2005, HECS was folded ithe Australian Higher Education Loan
Programme (HELP). Commonwealth-supported studerdseatitied to the HECS-HELP loan
scheme, which covers the full amount of the tuitiea within three bands as established by the
university up to limits set by the government. Thpper limits in 2006-7 have been set at A$4996
[$3540 using 2006 ppp estimate] for Band #1 (huties)i social and behavioral sciences,
languages and visual and performing arts); A$7XEB0B0] for Band #2 (engineering, science,
computer science, and business/economics); and38A&5,910] for Band #3 (medicine and law).
Up to 20 percent of the tuition due is discounted gaying “up front.” The interest rate, as in
Sweden and the UK, mirrors the rate of inflation-attts azero real rate of interest. Repayments
are income contingent on annual incomes above AB483%$27,055]. Rates range from 3 percent
to a maximum of 8 percent on annual incomes in &xcé A$ 64,999 [$46,100]. Repayments due
are collected as income surtax by the employerepaid along with estimated or year-end taxes
due. There is no forgiveness after a certain agmssage of years since the borrowing took place.
According to the definitions above, HECS is notuetgraduate tax as individual accounts and
balances owed are maintained on each borrower. tawenlistment of the national tax system
gives HECS the appearance of a graduate tax andeasboth a low administrative cost of
servicing as well as a very low default rate. (Ehralso a loan scheme, labeled FEE HELP and
described in Chapman and Ryan [2002], for non-Conwealth supported—that is, non-HECS
eligible—students collected in the same way anth wéro real interest, but without the in-school
and grace period interest subsidies.

China: China’s loan programs have undergone many madifios since their experimental
beginnings in 6 cities in 1999. The Government &libsd Student Loan Scheme (GSSLS) as
modified in 2004 provides student loans in amowntgo Y6000 [$109] a year to needy students
(officially acknowledged to be 20 percent of theradiment). Interest rates are paid by the
government during the in-school years. Borrowerg pae-half of the commercial interest rate
after graduation, which is deferred (but not foegiy for up to two year’s grace period. Repayment
periods are 6 years, which is an increase oveptioe 4-year repayment period that required far
too high monthly payments. Participating banks wlisb the loans, and the university, the
government, and the bank share the risk. Co-sigeatare not required for the GSSLS. There is
also a non-subsidized student loan program, thee@eQommercial Student Loan Scheme
(GCSLS), available for children of the more affluéamilies, requiring a parental co-signatory
(Shen and Li, 2003).

Japan The newly created independent administrative itutgdn, Japan Student Services
Organization (JASSO), administers the recentlysedistudent loan system. The system is made
up of two types of student loans: the first clagsotarship loan that is interest free and awarded
based on merit and need, and the second classassiipl that is interest free during in-school

» International Comparative  Higher Education Firmancand Accessibility Website,

<http://www.gse.buffalo.edu/org/IntHigherEdFinance.
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years (carries a maximum of 3 percent interest afteool has been completed) and awarded based
on economic need. When applying for the loan, sttelean choose between the personal guaranty
system and the institutional system, whereby theadaEducational Exchanges and Services
(JEES) cosigns the loan and the student pays nyod#f&ult insurance ranging froil,000 to ¥
7,000 [$8-56 using 2006 ppp estimate]. The loamsngelves range from ¥ 45,000 to 51,000
[$363-411] per month based on residency (livinghame or independently) in the first class
scholarship program and from ¥ 30,000 to 100,0Q@1$$806] per month also based on residency
in the second-class scholarship program. Loan rapay is on a fixed monthly schedule of
payments and must be paid within 20 years. Loaasaltected automatically from the student’s
bank or postal account, the information for whibk student must supply when applying for the
loan Shibata, 2006; Johnstone, 2006d).

The Netherlands:Student loans are provided in the Netherlands verctwition and maintenance.
Part of the loan, including a basic allowance thatot "means-tested," plus another means-tested
component, can be converted to a grant if satisfgecademic progress is maintained. Interest on
the remainder varies annually at the governmemi'solving rate plus about 1 percent to cover
administrative costs. Repayments are fixed aftdwa-year "grace period,” with an income
contingent payment feature for those whose incoameslow. Repayments remaining for those
repaying on an income contingent basis are forgafesr 15 years.

South Africa: Student loans are given by the governmentally spad National Student financial
Aid Scheme (NSFAS). Loan amounts range between R28070 using 2005 ppp estimate) and
R32,500 [$12,500] and are need-based. The inteadstis a relatively high inflation-plus-two
percentage points, with no in-school interest slibsiFor some universities, however, fully 40
percent of the amount borrowed can be convertedl goant if all subjects are passed, with this
“forgiveness” prorated for only some subjects pds&e=payment is income contingent, beginning
with 3 percent on the first R26,300 [$10,000] ofame, progressively adding an additional 1
percent for each annual income increment of R6GB23[LO] until a maximum of 8 percent of
income must be paid for student debt retiremergnainnual income of R59,300 [$22,810] and
above. The national tax and pension contributiostesys are not used for collection, but the
government has authorized the tax agency to rdqumrower incomes to NSFAS for purposes of
income verification (Jackson 2002).

Sweden:Sweden (along with other Nordic countries) hasretin student loan programs since the
1960s to cover student living costs and to freeeqar from the obligations of paying for these
costs. (The university is tuition-free; that isg tpovernment covers all instructional costs.) Saledi
student loans are generally-availabléhat is, available to all who wish to avail thefmss of the
opportunity, with no “risk rating” or co-signatorgquirement, and diminished only according to
the students own income and/or assets. Repaymetiteo§tudy loan is made in the form of
annuities (calculated annually based on a forntdé includes the student’s outstanding debt, the
interest rate and an annual escalator) and beginless than 6 months after final receipt of study
assistance (Usher 2005). The maximum repaymem@&i25 years or until aged 60. A variable
interest rate, which is set annually at the govems borrowing rate minus a 30 percent subsidy,
is compounded starting from the first payment. 8i2001, all borrowers must pay at least 5
percent of their income towards loan repaymentthedannual amount of payment increases each
year by 2 percent. The system also permits incoonéir@yent repayment.

United Kingdom:The UK student loan program began in 1989-90 amallsconventional (i.e.
mortgage type), strictly “top up” loan program as government began to freeze, then lower, its
once generous means-tested maintenance grantgriVage sector never embraced the program,
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however, and in 1998-99, a much-expanded prograsnanaounced by the government to replace
the former maintenance grants and to accommodat@duguration of means-tested tuition.

As devolution began in the late 1990s, the corestit@ountries of the United Kingdom—England,
Scotland, Wales, and Northern Ireland—began to eshtheir own higher education policies,

including tuition fees and financial assistancejolwhncludes both the provision of student loans
for maintenance as well as the policy, begun inti8nd in 1999 and later extended to England,
Wales, and Northern Ireland, of shifting from up#ft fees (mainly paid by parents) to deferred
fees—or loans—paid mainly by students (Woodhall Riathards, 2006).

Scotland: The devolution began in Scotland, which was peeaito elect its own parliament in
May of 1999 (their first Scottish parliament in s®rB00 years). Throughout the™26entury,
Scotland had had a distinctive higher educatiotesysvithin the United Kingdom, but devolution
made it possible to disassociate itself from theaopular tuition fees that the center-left
government of Prime Minister Blair had inaugurabedhe UK. One of the first acts of the new
Parliament was to establish the Independent Comendt Inquiry into Student Finance (The Cubie
Committee), which recommended an abolition of gmrtuition fees, which fees were then paid
directly to the Scottish universities by the Studéwards Agency for Scotland, with the graduates
obligated to repay a flat rate 2000 [$3185] after graduation to the Scottish Geaeu
endowment. Repayment was based on income, withugtesl obligated to repay 9 percent of their
income4 over the then-threshold of 10,000 [$15,22¢il the debt was repaid atero real rate of
interest (i.e. mirroring the prevailing rate oflatfon) or until reaching the age of 65. There were
many additional elements and complications to ttieesie. But the essence, according to an
analysis by Richards (2002), was that the formerrilans-tested up-front tuition fee was replaced
with a new non means-tested deferred fee (i.ean)| with the almost certainly unforeseen and
unintended consequences of actually making thetlwealparents or students (whichever paid the
former up-front tuition fee) better-off and the peo students worse off (as they were now
obligated to the deferred fee which was no longeams tested (albeit might be reduced if their
own future incomes were low). Additional complicets were also introduced over eligibility to
the newly up-front tuition free Scottish universdj which extended the same financing terms to
EU students but not to students from elsewherbendK. However, the unintended consequences
and other anomalies have since been solved asa8doptéffective in 2008, has eliminated its
deferred tuition fee, reverting to free tuition aremoving cost-sharing of instructional costs
altogether (although retaining grants and loans tf@ considerably higher costs of student
maintenance).

England, Wales, and Northern Ireland: England, Wales, and Northern Ireland, facing shene
unpopularity of tuition fees as were faced in Soudl, and essentially followed the Scottish (and
Australian) model of applying a deferred tuitiore feStudents (or their parents) may pay their
tuition fees up-front or may apply to the Studewiahs Company (via their Local Authority or
online through Student Finance Direct, a servidéevelgy partnership between the Student Loans
Company, local authorities and the Department foroVation, Universities and Skills). The
Student Loans Company pays the student fees directhe college on the student’s behalf. The
loans accrue interest (2.4 percent in 2006), wiidinked to the rate of inflation in line with the
Retail Prices Index. The loan becomes due for mmeay when the students have left higher
education and are earning more than £15,000 ($23180ng 2006 ppp estimate) per year.
Borrowers must pay 9 percent of their income eagr yhat is over £15,000.

Student loans are also available for maintenantelefts who are eligible for the mean-tested
maintenance grant may also receive a maintenamecedbup to £3,200 ($4,910) per year, while
students not eligible for the maintenance grantitannual family incomes exceeds £37,500
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[$57,515]) may receive a student maintenance Idampdo £4,400 ($6,750) per year if they are
living away from home outside London and £6,17048$9) if they are living away from home in
London.

The means-tested maintenance loans currently eayl percent interest rate reflecting current
inflation rates and, like the deferred fees, amayable once the student has left university and
starts earning more than £15,000 per year. Repagniénked to earnings) are done through
deductions made through the PAYE tax system bythgloyer. Loan balances for both tuition fee
and maintenance loans are written off after 25gy&am commencement of repayment.

The United Statest.oans and parental contributions are bedrocksef/dry extensive reliance in
the United States on cost-sharing. The United Statevides mainly conventional, fixed-schedule
loans, available to all students with some finanoeed (including some students from upper-
middle income families attending very expensivevge colleges and universities) at minimally
subsidized rates of interest. The federal governngearantees all student loans and pays all
interest during the “in-school” years and for acgrgeriod for those with financial need. Also
available are unsubsidized loans that do not reqhie demonstration of financial need and that
carry only the implicit (but not insubstantial) sidly of the governmental guarantee and the benefit
of an interest rate near the government’s borrownte.

Much of the capital and loan origination is prowdday the private banking sector, which in turn
sells much of its student loan portfolio to privatecondary markets. The federal government
through participating colleges and universities tamd to students directly via the Direct Loan
Program, in turn either selling the notes in thé/gie capital market or tapping the federal
government’s general borrowing capacity. Studemtdweers in the Direct Loan Program can elect
to repay according to an income contingent repayreehedule, but as yet relatively few have
elected this repayment option (which is not coddcty employers along with income tax
withholding and insurance / pension contributicarsg which features mainly a kind of “assured
refinancing” that stretches out the repayment periwith very little ultimate low-earnings
protection.
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