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Financing Higher Education





Higher education is a key element in national economic performance. A  modern economy needs a high-quality university system, and needs to  make it accessible to everyone who can benefit. But mass higher education  is expensive and competes for public funds with pensions and health  care – to say nothing of nursery education and schools. This is the dilemma  that many countries offering free or subsidised higher education face today.
 
Financing Higher Education focuses on the UK debate, examining the headon  collision between the economic imperatives of student loans with  regulated market forces and the political imperative of ‘free’ higher education.  The first part of the book contains selected writing by the authors  from the late 1980s about two key elements in the puzzle: the proper  design of student loans (writing which was picked up and promptly implemented  in other countries), and the role of regulated market forces, an  area which remains a political minefield in most countries. The book traces  those twin elements through the 1990s and into the twenty-first century,  culminating in important – and perhaps path-breaking – legislation in  2004.

The authors have been active in the UK debate on higher education  since the late 1980s and, individually and jointly, have advised governments  and others at home and abroad. Financing Higher Education offers  lessons both about policy design and about the politics of reform, which  are of particular relevance to countries that have not yet addressed the  issue.



Nicholas Barr is Professor of Public Economics at the London School of  Economics, and the author of The Economics of the Welfare State and numerous  other books and articles. He has been a Visiting Scholar at the IMF, and  worked for the World Bank on reforming welfare states in post-communist  countries.

Iain Crawford obtained a BSc (Econ.) from the London School of  Economics, where he was subsequently Head of Public Relations. He has  a long history of political campaigning, and was a Parliamentary candidate  in 1987.
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Iain Crawford


Iain Crawford died in March 2004 after a long illness. In 1988 he and  Nick Barr, while holding down their respective ‘day jobs’, embarked upon  a sustained campaign for an income-contingent student loan system for  the UK. Their message, often not well understood, was for a long time  unpopular with the stakeholders, reluctant to reform. The process took its  many interesting twists and turns, and for years it seemed that it was easier  to deliver the Barr-Crawford message abroad than at home.

The campaign, like their friendship, was provocative and enduringly  positive, the sum being greater than its parts. There was a solid foundation.  Dubbed at times ‘fanatics’ by some, it is an enormous tribute to them  both that the 2004 Higher Education Bill, which contains a good deal of  their model, was given a Second Reading by the House of Commons in  January this year.

It was just that Iain lived to see it, and for those of us who knew him  personally, it serves as a mark of his political ability, his lateral thinking  and downright determination.


Louise Crawford

Ardnamurchan

June 2004






Foreword

Professor Lord Desai



This is the book that launched a revolution, one that is yet to finish its  course, but I have no doubt that it will come to fruition. Like Lincoln  Steffens I have seen the future and know it works. Indeed I had my first  glimpse of the future in 1988 when Nicholas Barr, as a younger colleague  at the LSE, sent me the first draft of his paper on loan-funded higher  education. It was the summer holiday, in France, which for a university  academic meant spending the time reading, writing and catching up with  academic work not done in term-time. The proposal was quite innovative  and I was immediately engaged by it. Nick Barr was exploring whether  one could charge for higher education by giving income-contingent loans  to the students in higher education, who (if full time and not ‘mature’)  were then receiving it free. As a member of the Labour Party – and indeed  Chair of one of its constituency parties – I was perfectly entitled to wear  blinkers and argue that free higher education for all was the core of our  beliefs, or of the British welfare state, or of socialism. Some of my House  of Commons colleagues did just that when the Higher Education Bill was  finally introduced early in 2004. But I knew then, as I know now, that  we do not have universal free higher education at all. Only those who  went on to higher education immediately after A levels were likely to  receive full funding from their Local Education Authorities. The rest –  part-time or mature students, or those in further education – were likely  to be charged a fee. I did not cavil at the Barr idea because I knew that  higher education, far from being a necessity, is a career choice. It benefits  the receiver in terms of higher income over the life cycle of employment.  Thus, while higher education may benefit society by various externalities,  it is also a gift to those selected to receive higher education. Are the  recipients deserving? This is where the debate gets muddied.

As of now the middle classes (A and B, and a few C1 in occupational  categories) are overrepresented in higher education, and thus prima facie  the gift of free higher education is a regressive transfer. The working-class  students (C2, D and E) do not get their proportionate share. Originally  this had nothing to do with fees charged, because if they qualified to go  in at 18 years there was no fee; and there was until 1998 a maintenance grant on a means-tested basis. So the low incidence of working-class  students had nothing to do with the expenses incurred. The reason for  the low incidence was that few working-class students ‘stayed on’ in school  beyond 16 years, i.e. beyond O levels or GCSEs. This could be partly  due to the quality of schooling, especially the low expectations teachers  had of those students, or because of higher value placed on earning an  income immediately. The former requires a better schooling system; the  latter is a matter of cost-benefit calculus. If there is an unhealthy myopia  among working classes, it can be ameliorated by better information and  counselling. Some pupils who do not go on to A levels or higher education  may, of course, choose to go back in later years as mature students.  Thus the inequity of the lower representation of working-class students  can be dealt with by measures independent of the mode of financing higher  education.

Alas, politics is never that simple, and the fact that higher education  provision is financed almost exclusively from public funds – much like  health care – makes politics central to the issue. Economists have known  for a long time that the sectional interests of the entrenched receivers of  public subsidies are often dressed up as the national interest. Thus during  the Corn Law agitation, landlords argued how vital agriculture was to  England’s military strength and public welfare. They also accused manufacturers  of exploiting their workers, hoping thereby to split the alliance  of industrial workers and industrialists against the Corn Laws. Karl Marx,  no slouch at denouncing exploitation, still took the view that the Corn  Laws needed to be abolished because cheap grain was good for the  economy as well as for the buyers of grain. But between Ricardo’s discovery  (simultaneously with Malthus and Barton) of the theory of rent in 1814  and the abolition of the Corn Laws in 1846, there is a gap of 32 years.  What is more the Anti Corn Law League was a formidable political  machine which put up candidates for Parliament and carried out a vigorous  campaign for voter registration.

No such popular campaign has taken place for higher education financed  by income-contingent loans. Indeed the campaign has been entirely for  regressive subsidies masquerading as one for access of working-class students  to higher education. The English middle classes have an ability to defend  their subsidies on the grounds that if abolished poorer people will suffer.  Universality becomes a battle cry in the full knowledge that despite universality  the particular benefit will be a middle class capture. Indeed  the Conservative Party which has its antennae close to the heartbeats of  middle-class England (Scotland is a separate case and Wales is beginning  to be different after devolution), took this into account when it expanded  access to higher education in the Great Education Reform Bill (GERBIL).  Instead of charging the better-off for money to fund greater access, it kept  the higher education grant pretty much the same and allowed the unit of  resource to shrink. This cowardice cost the universities dear, and for ten years after 1989 the steady impoverishment of universities was the untold  horror story of English social life.

The story remained untold because English higher education is crippled  by the existence of Oxbridge; and the public image of universities  on TV and in the print media is of dreamy spires with clean-cut lawns,  lazy summer punts and fellows running around in gowns and mortar  boards. The great English public thinks all universities are places of privilege  and prosperity. This has deprived the universities of any public  sympathy in their fight for more money, and given politicians a stick to  beat universities with. This is the cry for access, i.e. access to Oxbridge  colleges for students from comprehensive schools, especially those from  working-class background. This issue is separate from that of funding but  mixing the two up has benefited the opponents of the Barr-Crawford  proposals. The result has been a sorry mangled debate on the Higher  Education Bill in the Commons with the simplicity of the original proposals  messed up by many restrictions and concessions.

But even so I believe that the Barr-Crawford proposals will win support  in the end in their full simplicity. The other part of the duo, Iain Crawford,  was politically savvy and knew the electoral pressures that drive such  debates. He was not himself from a privileged background and had made  his way to LSE as a mature student. He knew the Scottish angle and  could translate his proposals to suit other systems, as they did in Hungary.  Barr and Crawford are acutely aware of equity issues as they are on the  ground, rather than as mythologised by middle-class pressure groups to  terrify MPs. If you have income-contingent loans you are borrowing against  your future income to pay for the education which guarantees you that  higher future income. Thus while parental incomes of potential entrants  to higher education are unequal, their future incomes after higher education  are much less unequal. Thus ex post equity is a better way of judging  the proposals than equity ex ante. This is where the beauty of the proposal  lies, because given the uncertainty it is better to rely on ex post outcomes.  Of course the payments have to be upfront. The loan proposal says that  the government pays up front and then collects the money from the beneficiaries  as a fraction of their subsequent earnings. Those MPs who have  put constraints on the proposals have kept the present inequities even as  they claim to speak for the less well-off.

The intellectual journey is set out very clearly in this collection of articles.  What is harder to convey is the sheer thrill of being part of a revolution  in the mode of thinking about the finance of higher education. This was  partly because Nicholas Barr is a superb pedagogue but also because Iain  Crawford could tell great stories and make even the most technical  economic argument lively. I feel lucky to have been there right from the  beginning, and hope to be still here when the revolution is complete.

Meghnad Desai

May 2004






Preface


In November 1987, the Secretary of State for Education, Kenneth Baker  (now Lord Baker of Dorking) published a White Paper (UK Department  for Education and Science 1987) foreshadowing the 1988 Education  Reform Act which, in effect, nationalised Britain’s universities. On 27  January 2004, the House of Commons, after bitter dispute and by a  majority of only five, gave a Second Reading to a Higher Education Bill  which restored a measure of autonomy and competition. The Bill received  Royal Assent in July 2004.

In policy terms, therefore, this is a story with a happy ending. But it is  clearly also a long one. Iain and I first met by chance in late 1987. He  was finishing an undergraduate degree at the London School of Economics  (LSE), which he had started as a mature student, but from which he had  taken time out to fight a Parliamentary seat in the 1987 General Election.  At the time, he had just accepted a part-time job with a specific remit to  consider the School’s position in connection with some of the White Paper’s  proposals. I had recently published the first edition of The Economics of the Welfare State (1987), which applied the then fairly new economics of information  to the welfare state, considering in particular where markets were  likely to work well (e.g. food) and where badly (health care, school education).  The book included a short section on student loans (Chapter 2, this  volume).

We both attended a meeting at LSE in March 1988 to discuss how  academics might head off the worst features of the Education Reform Bill.  Iain’s view was blunt: ‘Don’t start from here.’ Instead, he argued, we  should set the scene for the next time the issue became salient. In short  order, he engineered a slot for me to appear on the ‘Today’ programme  on BBC Radio 4, with more to follow, and encouraged me to write an  article for The Times Higher Education Supplement about my current research  on student poverty.

The mix worked instantly, so that we were able to do together what  neither of us could have done alone. To some extent, my main contributions  were the analytics and the writing, Iain’s the political nous and  understanding of the media, but that oversimplifies the nature of the joint creative process, which was driven by a shared passion to widen access  and an increasing fascination with the broader topic of higher education  finance. That passion emerged in very different ways from two very  different people. I remember at an early stage making the academic’s  comment that ‘it’s nice to get the argument right’. Iain, the politician,  commented darkly, ‘it’s nice to win!’.

The process involved endless discussion. Writing together would often see  Iain pacing up and down the room talking; I would sit at the keyboard,  assembling words whose correlation with what Iain was saying could be  total, partial or zero; periodically he would peer over my shoulder to  approve or to suggest revisions. Over time, there was some crossover in our  skills, though we continued to rely on each other when the chips were down.

The process was also enormous fun. Much of this book was originally written for academic journals, government inquiries or Parliamentary Select  Committees (we were always prepared to talk to politicians of any political  party who wanted to talk to us), so that the language tends to be formal,  but I hope that some of the fun emerges even there, and perhaps more obviously  in some of the newspaper articles interspersed among the chapters.

Apart from the first and last chapters, which are new, the rest of the book  is a selection of our published work. Articles are left almost entirely as they  were written. The inevitable price – some repetition – is deliberate. The book  is not only a about the state of play today, but an account of the 16-year campaign  as it really was, and a sobering reminder of how many times an idea has to be pressed before it is translated from journal article into legislation.

This volume is aimed at a broad readership. Though much of the writing  is about the UK debate, the book is written to bring out the more  general lessons for other countries, and is thus acutely relevant to policymakers  in the OECD, and in post-communist and middle-income developing  countries, including officials in Ministries of Finance and Education,  and in international organisations such as the International Monetary  Fund, the World Bank and the United Nations. In the academic world,  it should be of interest to economists and colleagues in departments of  social policy and public policy. It should be of interest also in related areas  such as political economy, as illustrating the difficulties of implementing  change and pointing to some of the tools necessary to bring it about.  Readers who are short of time should read Chapters 1 and 16, after which  any of the remaining chapters can be read as free-standing.

Our ideas were clear from an early stage. They would not, however,  have come to fruition without generous help from many friends and  colleagues – none of whom should be blamed for the result. Our starting  point was to advocate student loans with income-contingent repayments,  i.e. repayments calculated as x% of the borrower’s subsequent earnings,  rather than a fixed sum of £x per month, like a mortgage or bank overdraft.  The history of the idea is set out more fully in Chapter 6: it was first  proposed by Milton Friedman (1955; see also Friedman 1962, pp. 103–5) and, in a UK context, by Peacock and Wiseman (1962) and Prest (1962)  in evidence to the Robbins Report (UK Committee on Higher Education  1963) and by Glennerster, Merrett and Wilson (1968). The 1960s debate  is summarised by Blaug (1970, pp. 293–307), and Robbins’ conversion to  this type of loan in Robbins (1980).

More immediately, many people helped me with The Economics of the  Welfare State which was the intellectual foundation of our work. Early in  our higher education campaign, the persistent advocacy of education  vouchers by John Barnes, then in LSE’s Department of Government, gave  me the impetus to think things through and to realise that the analytical  basis of my hostility to vouchers for school education did not follow through  into higher education: students are better informed than school children  and hence better able to make choices; and it is possible to construct  voucher schemes with a strong redistributive gradient.

Mervyn King (then a colleague in the Economics Department at the  School, now Governor of the Bank of England) suggested in a conversation  in July 1988 that piggy-backing student loans on National Insurance contributions,  as well as having administrative advantages, also made clear the  idea that student loans are a form of redistribution to oneself over the life  cycle, analogous to pensions, thus providing an idea with great resonance,  which did a great deal to build early support for income-contingency.

Many others gave enthusiastic help in the early days and hence had a  major impact on the writing in Part 1. Meghnad (now Lord) Desai took  time from his summer holiday, as did Gail Wilson, to comment on early  drafts. Mark Blaug patiently tutored me in the economics of education.  Alan Peacock gave generous support, both through supportive comments,  and in a practical way by encouraging the David Hume Institute to copublish  two early pieces of writing. Tony Atkinson and Nicholas Stern,  successive Chairs of LSE’s Suntory-Toyota International Centre for  Economics and Related Disciplines, gave consistent support including  research funding for an early study of student poverty (Barr and Low  1988), for a conference on ‘The Future Funding and Management of  British Higher Education’ at the LSE in September 1988 and for copublishing  some of our work with the David Hume Institute. I am grateful  also to Gervas Huxley and Maureen Woodhall.

The chapters in Part 2, particularly the quantitative estimates of the  effectiveness of different loan regimes, draw on joint work with Jane  Falkingham using LIFEMOD, a microsimulation model she had helped  to develop. Some of those chapters, and even more those in Part 3, owe  a great deal to Colin Ward, till 2003 Chief Executive of the UK Student  Loans Company, the publicly-owned loans administration, who shared our  commitment to student loans as part of a strategy to promote access and  contributed in important ways on factual matters, policy thinking and technical  design. From 1999–2001 we advised the Hungarian government  on the design and implementation of an income-contingent student loan scheme in collaboration with Colin Ward and his colleague Hugh Macadie,  from whom we learned a huge amount about the practicalities of loans  administration, which fed into our evidence to the UK Education Select  Committee (Chapters 15–17).

Government and Parliament – notwithstanding that for most of the  period we were guerillas fighting government policy – also deserve thanks.  Early loan proposals were sent to Robert Jackson, then Minister for Higher  Education. We come from different political backgrounds, and disagreed  strongly over some aspects of the proposals; but the disagreement was  always constructive and helped to improve the scheme. The House of  Commons Education Select Committee also played an increasing role  under the chairmanship of Margaret Hodge in the immediate aftermath  of the 1997 Dearing Report, and of Barry Sheerman around the time of  the 2003 White Paper and 2004 Higher Education Bill.

We have also benefited from colleagues and events in other countries,  including many useful conversations with Bruce Chapman and Gary  Hawke. I am grateful for spells as academic visitor at the University of  Melbourne and the Australian National University, and for assistance from  colleagues at the IMF, while visiting their Fiscal Affairs Department, on  the intricacies of national income accounting.

We are also grateful for financial support to the Suntory-Toyota International  Centre for Economics and Related Disciplines at the LSE; to the  Esmée Fairbairn Charitable Trust for financing much of our work in 1989  and 1990; and to British Petroleum for financing work on widening access  which included the research with Jane Falkingham on simulating different  loan schemes. Much of our work on either side of the publication of the  Dearing Report in 1997 was supported by two grants from the Nuffield  Foundation.

Thanks are due also to Meghnad Desai and Neil Gregory who first suggested  this book, and to John Ashworth, Gyula Gilly, Adrian Hall, Hugh  Macadie, Erika Papp, Gus Stewart and Colin Ward for helpful comments  on drafts of Chapters 1 and 16.

Our final thanks are to our wives, Gill and Louise, who have been  argumentative, opinionated, exasperated (fortunately not with us), and  unfailingly supportive. Over the years, the duo turned into a quartet.


Nicholas Barr

London

June 2004




References


Barr, Nicholas (1987), The Economics of the Welfare State, London: Weidenfeld & Nicolson, and Stanford, Calif.: Stanford University Press.

Barr, Nicholas (ed.) (2001), Economic Theory and the Welfare State, Vol. I: Theory, Vol. II: Income Transfers, and Vol. III: Benefits in Kind, Edward Elgar Library in Critical  Writings in Economics, Cheltenham and Northampton, Mass.: Edward Elgar.

Barr, Nicholas and Low, William (1988), Student Grants and Student Poverty, Welfare  State Programme, Discussion Paper WSP/28, London: London School of  Economics.

Blaug, Mark (1970), An Introduction to the Economics of Education, London: Penguin.

Friedman, Milton (1955), ‘The Role of Government in Education’, in Solo, A (ed.),  Economics and the Public Interest, New Brunswick, NJ: Rutgers University Press, pp.  123–44.

Friedman, Milton (1962), Capitalism and Freedom, Chicago: University of Chicago  Press, Ch. 6, pp. 85–107, reprinted in Barr (2001, Vol. III, pp. 547–69).

Glennerster, Howard, Merrett, Stephen and Wilson, Gail (1968), ‘A Graduate Tax’,  Higher Education Review, Vol. 1, No. 1, pp. 26–38, reprinted in Barr (2001, Vol.  III, pp. 570–82), and in Higher Education Review, Vol. 35, No. 2 (Spring), pp. 25–40.
  Peacock, Alan and Wiseman, Jack (1962), ‘The Economics of Higher Education’,  Higher Education: Evidence – Part Two: Documentary Evidence, Cmnd 2154-XII, pp.  129–38. London: HMSO, 1963.

Prest, Alan (1962), ‘The Finance of University Education in Great Britain’, Higher  Education: Evidence – Part Two: Documentary Evidence, Cmnd 2154-XII, pp. 139–52.  London: HMSO, 1963.

Robbins, Lionel C. (1980), Higher Education Revisited, London: Macmillan.

UK Committee on Higher Education (1963), Higher Education (The Robbins Report),  Cmnd 2154, London: HMSO.

UK Department of Education and Science (1987), Higher Education: Meeting the Challenge, Cmnd 114, London: HMSO.








Copyright acknowledgements

The authors and publishers wish to thank the following for permission to  reproduce previously published material in this book:




The cartoon on the cover was originally published in ‘Baker’s Time Bomb Defused’, Times Higher Education Supplement, 19 May 1995. Reprinted with the kind permission  of David Parkins.

Excerpts from Barr, Nicholas, The Economics of the Welfare State, first edition. Copyright © 1987, 1993, 1998, 2004 Nicholas Barr. Used with the permission of Stanford  University Press, www.sup.org.

‘Eight Votes for a Voucher System’, Nicholas Barr, 13 September 1988, the Guardian, © Guardian.

‘Student Loans Made Easy’, Nicholas Barr, first published in The Times, 28 July  1988, p. 29.

Nicholas Barr, ‘The White Paper on Student Loans’, Journal of Social Policy, Vol. 18,  No. 3, pp. 409–17, 1989, © Cambridge University Press, reprinted with permission.

‘Baker’s Proposal: A Better Class of Drain’, Nicholas Barr, first published in the  Independent, 22 June 1989.

Nicholas Barr (1991), ‘Income Contingent Loans: An Idea Whose Time has Come’  in G.K. Shaw (ed.), Economics, Culture and Education, Chapter 13, Aldershot, UK  and Brookfield, USA: Edward Elgar, pp. 155–70.

Nicholas Barr, ‘Alternative Funding Resources for Higher Education’, Economic  Journal, Vol. 103, No. 418 (May), © Blackwell Publishing Ltd.

‘Baker’s Time Bomb Defused’, Iain Crawford and Nicholas Barr, first published in  The Times Higher Education Supplement, 1176, 19 May 1995 pp. 14–15.

‘A Loan Source of University Income’, Iain Crawford and Nicholas Barr, first published  in The Times Higher Education Supplement, 1259, 20 December 1996, p. 11.

‘Education Funding, Equity and the Life Cycle’ in The Dynamic of Welfare: The Welfare State and the Life Cycle, Falkingham and Hills, © Pearson Education Limited.

‘Opportunity Lost’, Nicholas Barr and Iain Crawford, 2 September 1997, the  Guardian, © Guardian.

‘A Better Class of Students’, Nicholas Barr and Iain Crawford, 9 September 1997,  the Guardian, © Guardian.

‘Universities in the First Division’, Nicholas Barr and Iain Crawford, 16 September  1997, the Guardian, © Guardian.





Every effort has been made to contact copyright holders for their permission  to reprint material in this book. The publishers would be grateful  to hear from any copyright holder who is not here acknowledged and  will undertake to rectify any errors or omissions in future editions of  this book.






Chapter 1

Higher education in Britain, 1987 to 2004


The spark that generated this book was a 1987 White Paper, Higher Education: Meeting the Challenge (UK Department for Education and Science  1987), which strengthened central government control of universities in  England and Wales almost to the point of nationalising them. The problem  was never one of academic freedom (as our noisy campaign demonstrates),  but of the economic freedom of universities. Our initial motivation was  our view that the academic response to the White Paper was supine, and  that academics themselves should be taking a lead in reform.

The story since then can be divided into three parts.



	The late 1980s, a time of innovation, saw the passage of the Education  Reform Act 1988, which strengthened central planning of higher  education, and further legislation which introduced Britain’s first largescale  student loan scheme. The chapters in Part 1 argue that central  planning was the wrong direction, and that, though it was right to  establish loans, the scheme introduced was the wrong one both in  terms of design and because it did nothing to improve the funding of  higher education.

	It was therefore predictable that funding problems would recur. As a  result, the Dearing Committee was set up in 1996 and published its  Report in 1997. The chapters in Part 2 discuss this period. Their main  argument is that the recommendations of the Dearing Report (flat  fees, covered by a better-designed loan) were coherent, albeit cautious,  but that the government’s response (income-tested fees unsupported  by a loan entitlement) muddied the waters. Once more, an opportunity  to solve the problems of higher education finance was lost.

	The chapters in Part 3 discuss a major push by government in the  early 2000s, culminating in the 2004 Higher Education Act, which  introduced variable fees fully covered by a student loan. The last few  chapters take a supportive view of these reforms.




Part 1 Introducing student loans

The landscape in the late 1980s

We started from shared and strongly held views about the ‘What’ of higher  education (i.e. its objectives), and the ‘How’ (i.e. the way higher education  should best be organised).

The chapters in Part 1 are based round two objectives – expansion and  access. In the late 1980s, the UK had one of the lowest participation rates  in higher education (about 14 per cent) of any advanced industrial country.  Expansion was necessary, first, as a national response to technological  innovation, which has increased the demand for highly skilled people and  reduced the demand for the less skilled. In addition, alongside broader  arguments about personal development, education and training improve  a person’s life chances. The argument is not specific to higher education,  but applies to post-secondary education more generally.

Improving access to higher education for people from poorer backgrounds,  was (and remains) necessary to rectify the strong socio-economic  gradient in university attendance, both to enhance social justice and  because no country can any longer afford to waste talent.

Our concentration on these objectives in no way denies that universities  also have wider purposes. Academic freedom and the pursuit of  knowledge are important for their own sake; and universities contribute  to the transmission of values, rooted in a country’s history and culture.  Research should be pluralist not only within each country but also internationally,  not least because the questions asked by researchers and the  approaches taken to answering them will differ across countries. Thus the  finance of higher education should nurture teaching and research capacity,   not only in the USA but also in the wider Europe, Asia and more broadly.
 
Our second starting point was the view that higher education is not a  suitable case for nationalisation. University education is not like school education.  First, there is an age gradient in the extent to which participants  are well informed. School children, especially young ones, are not well  informed, nor necessarily are their parents. These problems are a central  reason why the state should provide the bulk of finance for school education  and, separately, should be the major provider. The argument crops  up throughout the book (for fuller discussion, see Barr 2001a, Ch. 11;  2004). In contrast, consumer choice – and hence market forces – is useful  for higher education, where students are generally better informed than  any central planner. Second, and reinforcing these arguments, there is a diversity gradient. It is right that, especially at primary level, schools should  offer a fairly standard package of knowledge and skills and also – and critically  important – attitudes and values (e.g. respect for diverse views).1 But  the older a child gets, the greater the case for diversity to reflect differences  in interests and abilities, an argument that is at its strongest in higher education,  and is further strengthened by the growing diversity of knowledge.

This analysis simultaneously argues for state school education and against  central planning of higher education. Our advocacy of regulated market  forces in higher education is thus rooted in the economics of information,  not in ideology. We both strongly support state school education and the  National Health Service.

Our initial premise was that denationalising universities meant that  they would have to become less dependent on public funding. Various  sources of private finance (discussed in Chapter 7), include family support,  contributions from employers and university endowments. But it was –  and remains – our view that the only large-scale and sustainable source  of income for universities derives from their core services, teaching and  research. We focused particularly on the former, for which the logic of  denationalisation was clear:




	To increase their independence, universities would need to be able to  earn money by charging fees.

	But a requirement to pay fees from family resources would unquestionably  harm access, a non-negotiable objective for us both.

	Thus fees would have to be covered by a student loan, but loans with  mortgage-type repayments would themselves harm access.

	What was needed, therefore, was a system of loans with income-contingent  repayments (i.e. repayments calculated as x% of earnings until  the loan had been repaid). As discussed in the first (Barr 1987) edition  of The Economics of the Welfare State (see the extract in Chapter 2), the  major advantages of income-contingent loans are twofold: they protect  individuals from a heavy repayment burden during times of low earnings,  thus minimising deterrents to access; and, if well designed, they  ensure that a high fraction of total borrowing is repaid.



As well as assisting the autonomy of universities, the case for student loans  emerged also from chronic underfunding of higher education as a whole  – a recurring theme in subsequent chapters.

Our early work therefore included fees as part of the overall strategy,  but concentrated on designing a student loan scheme, which (1) had  income-contingent repayments, (2) was easy to administer and (3) did not  substantially raise public spending, any increase being an anathema at a  time when the Thatcher administration was in its pomp.


Chapter 2 1987 Income-contingent loans: a central theme

We have argued for many years, and others before us (Friedman 1955;  Peacock and Wiseman 1962; Prest 1962; Glennerster et al. 1968) that  student loans should have income-contingent repayments collected alongside  income tax or social security contributions, until the borrower has  repaid what he or she borrowed. Since the point is fundamental and one  of the two central themes of this book, it is worth explaining why (for  fuller discussion see Barr 2001a, Ch. 12).

A conventional loan is a useful benchmark. The loan (say to buy a  house) will have a fixed duration (say 25 years) and a positive interest rate.  Monthly repayments are determined by three variables: the size of the  loan, its duration and the interest rate. Other than adjustments because  of changes in the interest rate, monthly repayments are fixed.

Buying a house is a relatively low-risk activity:


	The buyer generally knows what he is buying, having lived in a house  all his life.

	The house is unlikely to fall down.

	The real value of the house will generally increase.

	If income falls, making repayments problematic, he has the option to  sell the house.

	Because the house acts as security for the loan, he can get a loan on  good terms.



For all these reasons, the private sector provides home loans, with little  role for the state beyond regulating financial markets.

The contrast with lending to finance a university degree is sharp. First,  though many students are well informed, those from poor backgrounds  might not be, potentially violating (1) in the list above. In addition,  borrowers face risk and uncertainty, which arise because (2), (3) and (4),  though true for housing, are less true for investment in skills. A qualification  can ‘fall down’, because a borrower may fail his exams, and thus  ends up liable for loan repayments, but without the qualification that would  have led to increased earnings from which to make those repayments.  Second, even well-informed students face risk: though the average private  return to investment in human capital is positive, there is considerable  variation about that average. In addition, even the private benefits of  education are hard to quantify, so that the borrower faces uncertainty as  well as risk about the return to a particular qualification. Third (element  (4)), someone who has borrowed to pay for a qualification and subsequently  has low earnings and high repayments does not have the option   to sell the qualification, further increasing the borrower’s exposure to risk.

Lenders also face uncertainty. If I borrow to buy a house, the house  acts as security. If I fail to repay, the lender can repossess the house,  sell it and take what is owed. Loans are thus available on good terms. An analogous arrangement with human capital would allow the lender, if  I default, to repossess my brain, sell it and take what is owed. Since that  is not an option, lenders for human capital have no security: they face  uncertainty about whether I will acquire the qualification, and whether  my subsequent earnings will allow me to repay. Because there is no security,  adverse selection is a second problem, since the borrower is better informed  than the lender whether he or she aspires to a career in accountancy  (a ‘good’ risk from the lender’s point of view) or in acting.

The resulting inefficiencies are major. On the demand side, (1) some  borrowers, particularly from disadvantaged backgrounds, may be badly  informed about the value of a degree, not least because of a lack of family  university experience, and (2) all borrowers face risk and uncertainty, both  about the return to their investment and because they cannot sell the qualification  should their income turn out subsequently to be low. The resulting  borrowing will be inefficiently low.

The problem is accentuated on the supply side. Lenders face uncertainty  about the riskiness of an applicant and therefore charge a risk  premium. A risk premium assessed by a well-informed lender is efficient  (e.g. higher car insurance premiums for bad drivers). But lenders are not  well informed about an applicant for a student loan. Thus risk premiums  will be inefficiently high, further reducing the amount of borrowing.  Additionally, lenders face incentives to cherry-pick, i.e. to find ways of  lending only to the best risks, analogous to incentives to cream skimming  that face private medical insurers. One way to do so is to lend only to  students who can provide security, for example, a home-owning parent.  Once more, the resulting borrowing will be inefficiently low.

Conventional loans are also inequitable. The various efficiency problems  impact most on people from poorer backgrounds, women and ethnic  minorities, who may be less well-informed about the benefits of a  qualification and therefore less prepared to risk a loan. In addition, these  groups tend to have a less well-established credit record. They are therefore  less tempting to lenders and thus likely to be on the wrong end  of cherry-picking.

Income-contingent repayments exactly address these problems. Designed  explicitly for that purpose, they have a profound effect on higher education  finance in ways that are still not widely understood. Graduates with low  earnings make low or no repayments; and people who never earn much do  not repay. Separately, a larger loan (or a higher interest rate) has no effect  on monthly repayments, which depend only on the person’s monthly  income. Instead, a person with a larger loan will repay for longer.

Chapter 2 (originally published in the first (1987) edition of The Economics  of the Welfare State) was Barr’s first piece of writing about loans. At the  time it appeared to have had little impact. But it later transpired that  it had had a significant influence on the Wran Committee in Australia,  which introduced their Higher Education Contribution Scheme in 1989. The scheme included the first large-scale scheme of income-contingent  loans with repayments collected by the tax authorities, which became an  important weapon against British civil servants, some of whom cast doubt  on the practicality of our proposals.2

Chapter 3 1988 Setting universities free from central planning: a second central theme

The issue in 1988 was how to fund universities without central planning.  Barnes and Barr (1988), from which Chapter 3 is drawn, was our unofficial  attempt to draft the relevant White Paper, hence the book’s subtitle ‘The  Alternative White Paper’.

The first edition of The Economics of the Welfare State argued against  vouchers for school education on both efficiency and equity grounds. John  Barnes’s proposal for what, in essence, was a voucher scheme for higher  education therefore initially provoked suspicion. The writing in Chapter  3, however, shows a growing realisation that the analysis which argues  against vouchers for school education simultaneously supports the approach  for higher education for reasons which the chapter sets out:



	Information. Students are well informed, or potentially well informed;  even before the Internet considerable information was available about  different degrees and (in contrast with health care) prospective students  have time to seek advice and to ponder their options.

	Competition. Vouchers (called bursaries in Chapter 3) are compatible  with more or less competitive regimes. With a completely hands-off  approach, universities attracting large numbers would flourish, those  unable to do so would go to the wall. At the other extreme, governments  could determine the number of vouchers for each subject and  university, mimicking pure central planning. Thus the mechanism  allows public policy to determine the degree of competition, including  vouchers tied to particular universities or particular subjects. The mechanism  is also compatible with different fee regimes: ‘Finally, and of considerable  importance, is the issue of whether institutions are completely  free to set their own fee levels, whether fees may vary only within a  given range, or whether fee levels will be centrally established for all  institutions . . .’ (this volume, p. 35), a paragraph that foreshadows the  fierce debates about fee variability in 2004, discussed in Chapter 15.

	Redistribution. Vouchers can be designed to be strongly redistributive,  for example paying larger vouchers to students from disadvantaged  backgrounds. The idea is articulated more fully by Le Grand (1989).




The argument against central planning as a suitable mechanism for  higher education – the second fundamental element in our strategy – is  worth spelling out in more detail. Again, it is helpful initially to take a  contrary case as a starting point. Consider the following stylised facts about  health care: consumers are imperfectly informed because health care is a  highly technical subject; treatment frequently results not from choice but  because of an external event, such as breaking a leg; and when treatment  is needed, there is often limited choice about its type. Much of the efficiency  case for publicly organised health care is based on these facts. With  food, the story is different. We are generally well informed about what  we like and its costs, hence we can do our own shopping. And though  food is a necessity, there is considerable choice over how we meet those  needs. These technical differences explain why we ensure access to health  care by giving it to people (largely) free; with food, in contrast, we ensure  that elderly people have access to nutrition by paying them a pension and  allowing them to buy their own food at market prices.

Within this stylised context, the question is whether education is more  like food or more like health care. School education is more like health  care: small children are not well informed; the need for education is externally  imposed by legal compulsion so that it is consumed by all young  people; and, especially for younger children, the range of choice over  curriculum is properly constrained. There are also equity issues if middleclass  parents are able to do better for their children in a more competitive  system of school education. Thus there is a compelling case for publicly  funded school education.

Higher education, in contrast, is more like food. Students are generally  well informed and can (and should) be made better informed. There is  genuine choice about whether or not to go to university – it is precisely  that fact that has made taxpayer funding of higher education so regressive.  Finally, the choice of which subject to study and at which university  is large and growing. On the demand side, therefore, it can be argued  that students are well informed, or potentially well informed, and hence  better able than planners to make choices which conform with their individual  interests and those of the economy. Though that proposition is  robust for the generality of students, there is an important exception:  students from poorer backgrounds might not be fully-informed, with  important implications, discussed below, for access in general and debt  aversion in particular.

On the supply side, central planning of higher education, setting aside  the question of whether it was ever desirable, is no longer feasible. In  response to technological change, advanced countries increasingly have  mass higher education, meaning more universities, more students and  greater diversity of subject matter. Thus the myth of parity of esteem and  relative parity of funding is no longer sustainable. In principle, differential  funding allocations could be made by an all-knowing central planner, but the problem is too complex for that to be the sole mechanism: mass  higher education requires a funding regime in which institutions can charge  differential prices to reflect their different costs and missions.

Moving away from central planning does not mean, and should not  mean, that government is marginalised. The important and continuing  role of government emerges throughout the book. Its tasks include:  (1) partially funding higher education, (2) organising student loans,  (3) promoting access, (4) acting as regulator, not least to ensure quality,  and (5) establishing a rational incentive structure. These roles are all picked  up in Chapter 16.

Thus the approach allows intervention to foster both distributional and  educational objectives. The system can be as redistributive as desired; and  the degree of competition is a policy variable, with different answers  possible for different subjects. The resulting system is efficient, because  outcomes are determined not by a single, dominant – and often badly  informed and ineffective – arm of government, but by the interacting decisions  of students, universities, and employers, subject to transparent  influence by government. Particularly with complex mass systems of higher  education, this approach is more likely than central planning to achieve  individual and national objectives.

The debate about vouchers is summarised in the newspaper article  (13 September 1988) (pages 40–2 after Chapter 3), a debate with Professor  Ted Wragg, who argued against free-market vouchers with minimal  redistribution. The response agrees with his opposition to such a construct,  but argues that the mechanism can be used in very different ways to  achieve objectives about which we are in agreement.


Chapter 4 1989 A specific loan proposal


Alongside the analysis of fees in a regulated competitive environment,  we continued to work on the design of a student loan scheme. Chapter 4  (originally published in Student Loans: The Next Steps, Barr 1989) is our first  fully-fledged proposal. The scheme had two primary characteristics. For  all the reasons discussed above, it had income-contingent repayments.  Second, we argued that those repayment should be collected as an  add-on to National Insurance Contributions, an idea originally suggested  to us by Mervyn King.

The basic idea was set out in the article in The Times (28 July 1988)  (pages 60–2 after Chapter 4), and an embryonic version included in Barnes  and Barr (1988, pp. 28–32). In July 1988 a group of us3 met Robert  Jackson, then the Higher Education Minister. Though he was guarded in  what he said at the time, we subsequently learned that he had discussed  the idea of income-contingent repayments with the Inland Revenue, who had been unenthused. Later that month we presented a short paper informally  to Kenneth Baker, then Secretary of State for Education in the  Conservative government, stressing collection via National Insurance Contributions.

A White Paper on student loans (UK Department of Education and  Science 1988), published in November 1988 left open the repayment  method, including mortgage repayments but also (Option D) an income-contingent  arrangement.4 The article in the Financial Times (16 November  1988) (pages 63–5 after Chapter 4) offered a preliminary assessment,  including an early critique of interest subsidies, which were to be (and  remain) a recurring theme.

The material in Chapter 4 was written to influence the debate about  loan design, with the twin objectives of expansion and improved access.  The proposal was deliberately a loan, in which repayments cease once the  borrower has repaid what he or she had borrowed, rather than a graduate  tax, where repayments continue till (say) retirement. The specific  proposition was that an add-on to the National Insurance Contribution  of borrowers of one-third of 1 per cent would repay an indexed loan of  £1,000 at a 2 per cent real interest rate over 25 years.

There were both philosophical and pragmatic reasons for adding repayments  to National Insurance Contributions. Student loans are a device for  consumption smoothing, i.e. they allow a person to redistribute from his  older to his or her younger self, in exactly the same way as pensions allow  people to redistribute from their younger to their older selves:




Student loans . . . are very much in keeping with the spirit of the  Beveridge system, one of whose main purposes is to enable individuals  to be self-sufficient over their lifetime as a whole, by redistributing  from themselves at one stage in their life cycle to themselves at another. . . . Student loans are just an up-front pension.

(this volume, p. 58)




In philosophical terms, therefore, the use of National Insurance Contributions  to collect loan repayments is entirely appropriate and has a  resonance that is appealing.5 The principle is not new: Chapter 2 points  out that ‘One of [the Yale student loan scheme’s] most interesting features  is that it provides a form of group insurance’ (this volume, p. 30).

A second, and more pragmatic reason for suggesting the National  Insurance mechanism was because it appeared to offer a way of circumventing  the non-cooperation of the tax authorities.


Most of the features of the original loan have stood the test of time.  The scheme:




	Included a real interest rate of 2 per cent.

	Had income-contingent repayments, but ‘[included] in the conditions  of the loan a clause converting it into a mortgage-type debt upon  emigration’ (this volume, p. 50).

	Foreshadowed a changed balance between loan and grant to cover  living costs.

	Included targeted interest subsidies, for example for people with caring  responsibilities. ‘It would be possible . . . partly or wholly to forgive the  loan, either for labour market reasons, e.g. to persuade engineers to  stay engineers, or for distributional reasons, e.g. for nurses or primary  school teachers’ (this volume, p. 55).

	Discussed loans deriving from private funds, including a new type of  financial asset, ‘analogous to the secondary market in mortgages. . . . The asset opens up the (not wholly fanciful) prospect of the National  Union of Mineworkers’ pension fund owning a stake in the long-term  prospects of graduates; retired miners would be living off the sweat of  young graduate city analysts’ (this volume, p. 56). This foreshadowed  the sales of two tranches of student debt in the later 1990s.




Chapter 5 1990 The government loan scheme: a critique


Since the 1988 White Paper on student loans left open the possibility of  income-contingent loans, our initial approach was supportive. On 19 June  1989, Kenneth Baker, announced a scheme with mortgage-type repayments  to be administered by the banks. At that point the gloves came off.  The immediate response was an article in the Independent (22 June 1989)  (pages 75–6 after Chapter 5). Toward the end of the piece is a passage  that is pure Crawford:


[T]hough the banks will administer the scheme, the money they lend  is Treasury money. So the Government is paying banks to lend students  the Government’s money. It then pays the banks up to £60 a year  for each student to try to get it back; and, if the banks, fail, the  Government stands the loss, but still pays the banks for trying.



Chapter 5, originally published in the Journal of Social Policy in 1989, is  a fuller commentary, which can also be read as a summary of the early  story. The opening part establishes the aims of policy, in particular expansion  and improved access; offers a critique of the system of student grants,  i.e. tax-funded student support to help meet living costs; and discusses the different types of loan scheme. It then assesses the government’s proposals.  The first criticism is the high cost of the scheme, which absorbs resources  that should be used for expansion and improved access. A second major  criticism, with both efficiency and equity implications, is the interest  subsidy. The proposal was that students would pay no interest, but the  loan would be indexed, i.e. a zero real rate of interest:



This represents an average interest subsidy of between 2 and 3 per cent. Like all blanket subsidies, it causes inefficiency and wastes public  expenditure by spraying subsidies over those who do not need them. The incentive is for the best-off students to borrow the maximum. . . and put the proceeds into privatisation flotations. Much better to have  no interest subsidy, and to use the saved resources to pay larger grants  to poorer students so that they needed no loan, or only a small one.

(this volume, p. 70)




The final part summarises the National Insurance Loan proposal.

To complete the chronology, the government’s intention was that the  banks would administer student loans, to which end negotiations continued  throughout 1989. The banks decided that it was too risky in terms of relations  with their best potential customers to run student loans as individual  banks, and therefore set up an arms-length subsidiary, the Student Loans  Company. Eventually, the banks decided to pull out altogether, at which  point the government took over the embryonic Student Loans Company.
  
It is an interesting historical footnote that if the government had intended  from the first to run the loan scheme itself, it would probably not have set  up a separate loans administration, and most certainly not one in that form.  At the time, we criticised the arrangements as being unnecessarily costly  in administrative terms.6 We were wrong. After a shaky start, the Student  Loans Company developed a highly efficient administration; and the existence  of an independent student loans administration turned out to have  significant advantages in both educational- and financial-market terms. If  the tax or social security authorities run student loans (which on the face of  it seems the obvious way to run an income-contingent scheme) they will  regard the collection of educational data as outside their remit, to the detriment  of research on how to improve the system.7 In addition, the tax authorities  are not equipped to act in financial markets, for example to raise capital  for student loans or to organise debt sales. What is needed is an institution  with an educational remit but also the capacity to act in financial markets.  The Student Loans Company can operate on both fronts.


Chapter 6 1991 Pulling the arguments together

The period from 1988–90 was one of intense activity on the higher education  front. The Education Reform Act 1988 strengthened central planning  of higher education; and the legislation on student loans introduced the  right principle but the wrong loan scheme. Having spent a lot of time on  policy, it seemed a good idea to write a reflective piece pulling together  the academic arguments. Chapter 6, written for a Festschrift for Mark  Blaug published in 1991, was the result. The opening section summarises  the British debates of the 1960s and 1970s, including a history of the idea  of income-contingent student loans. The next section summarises the  economic analytics. The third part discusses the implications for loan  design, including (section 3.3) principles for student support. The fourth  section summarises the then state of play in a number of countries.


Conclusion to Part 1 Marking our scorecard

Subsequent events confirm the long lag between the development of analytical  solutions and their implementation. Later chapters contain very little  that is new in terms of policy design. The chapters in Part 1:




	Stress the centrality of income-contingent repayments, introduced in  Britain in 1998.

	Stress variable but regulated fees, foreshadowed in England for 2006.

	Attack blanket interest subsidies, which continue to be a fiscal black  hole.



Other predictions about which we were right were that:




	Mortgage-type loans would not be sustainable.

	The 1990 loan scheme would not solve the funding crisis it was  intended to address.



Not all our arguments were right, however. The administrative costs of  the student loan scheme were not as high as we predicted, not least because  the Student Loans Company came to be run as a tight ship. For this and  other reasons, we were wrong to oppose the establishment of a separate  student loans administration.




Part 2 The chickens come home to roost: the Dearing Report

Having lost the late 1980s policy debate, we suspended campaigning until  such time as the issue once more became politically salient, and each  pursued other activities. In Barr’s case this included two years working for
the World Bank on reforming welfare states in the former communist  countries of Central and Eastern Europe, a considerable source of insight  into the central planning of UK higher education. Crawford’s main activities  were as Head of Public Relations at the London School of Economics,  hence with direct experience of central planning at the sharp end.


Chapter 7 1993 Alternative funding sources for higher education

Given the prediction that the 1990 arrangements would not solve the  funding crisis, we continued to work on ways of bringing in more resources.  Chapter 7, originally published in the Economic Journal in 1993, summarises  the state of play at the time and then (Table 7.1) sets out a taxonomy of  funding sources. A central conclusion is that ‘funding should not rely excessively  on any one source. This is not a very dramatic conclusion, but  non-economists seem to have a strong (and usually inappropriate) attraction  to corner solutions’ (this volume, p. 89).

Though private funding for teaching can come from various sources,  the paper argues that the only large-scale and equitable source is the  student’s future earnings, i.e. loans, and concludes:


As a response to the trade-off between size, quality and public expenditure,  countries like Britain and Australia, with substantially tax-funded  systems, are seeking to introduce more private funding. . . . Any move away from tax funding, however, must rest on a loan scheme  which (a) does not deter access and (b) brings in private funds. Loans,  from both an efficiency and an equity perspective, are thus the key  to reform.

(this volume, p. 112)




Periodically, we would lob a rock into the pond to keep incomecontingency  in play. The 1995 article ‘Baker’s Time Bomb Defused’ (pages  114–17 after Chapter 7) – accompanied by the cartoon on the cover of  this book – started by diagnosing the problem:


Kenneth Baker, the former education minister, started the clock on  what, in his memoirs, he genially referred to as his time bomb for the  Treasury [when he] set the goal of doubling the participation rate. . . .
  
His reference to time bombs refers to his recognition that he was  proposing to double the undergraduate system with no mention of  additional resources. . . .

It is true that an undergraduate student loan system was introduced,  but any savings that this scheme may eventually produce will arrive  long after the bomb has exploded.



The article proposed that the National Insurance Loan scheme should be  introduced initially for postgraduate students, both to pilot the idea and  because the politics of loans for postgraduates (who had – and have – little  support) would have been particularly favourable.

A further article ‘A Loan Source of University Income’ (pages 118–19  after Chapter 7), published in 1996 explored in more detail a mechanism  for the private finance of student loans, based on Crawford’s insight about  the proper ownership of the Student Loans Company (this was part of  our realisation that an independent student loans administration was  not the mistake we had initially supposed). Specifically, the proposal was  that the Student Loans Company should be owned by the universities  collectively, making it unambiguously a private-sector institution, and hence  easier for student loans to be classified as private spending:


The proper owners . . . are the . . . universities. They are uniquely  placed to own the SLC because they alone face a double market test.  
Students are their main business and therefore universities’ priority is  to get them the best deal. They also face a financial market test; since  the price at which student debt can be privatised is higher the more  credible the repayment mechanism.



The proposal was motivated in part by the need to strengthen loans by  bringing in private finance, but also had implications for one of our other  agenda, university independence: ‘If universities own the SLC they become  central participants instead of powerless spectators in talks about their  future.’


Chapter 8 1995 Education and the life cycle

Chapter 8, originally published in 1995, reports simulations of the operation  of the National Insurance Loan proposal, and illustrates the role of  loans as part of redistribution over the life cycle (one of the key elements of  The Dynamic of Welfare from which the chapter is drawn). The work is based  on LIFEMOD, a micro simulation model developed by the Welfare State  Programme at the London School of Economics, and on joint work with  Jane Falkingham, one of LIFEMOD’s creators (Barr and Falkingham 1993).

The chapter explores how the National Insurance Loan scheme would  perform in comparison with (1) the government scheme (see Figure 8.3);  and (2) a graduate tax or employer user charge (Table 8.4), and concludes  that, depending on the real rate of interest charged, around 90 per cent of  all lending to men would be repaid and about two-thirds of lending to  women (Tables 8.2 and 8.3). Later work (Barr and Falkingham 1996) subjected  these results to additional sensitivity tests and concluded that, taking  men and women together, even under pessimistic assumptions, between  70 and 80 per cent of all lending to students would be repaid.


Chapter 9 1997 Evidence to the Dearing Committee: funding higher education in an age of expansion

Because of the incentives to expansion in Baker’s time bomb, student  numbers increased rapidly over the early 1990s. Predictably, therefore, the  funding crisis bubbled back towards the top of the agenda, and became  politically sensitive. The appointment of the Dearing Committee in mid-1996, to review the finance of higher education, was motivated by the  funding problem; given the political sensitivity of the issue, the Committee  was told to report in July 1997, later than the latest possible date for a  general election. It is not unfair to regard the timing, if not the existence,  of the Committee as a cynical plot between government and opposition  to get higher education off the election agenda, a plot in which they were  abetted by a compliant university sector.

We were invited to give several pieces of evidence to the Committee.  Chapter 9, published in Education Economics in 1998, is a revised and slightly  shortened version of our main submission.

The first part of the chapter, harking back to Chapters 3 and 4, maps  out the implications of the expansion to a mass system; in particular  (1) the need for a wide-ranging loan system, and (2) price differentiation  and a relaxation of central planning. The rest of the paper maps out both  elements in some detail, with particular discussion of how the loan scheme  would work – on the grounds that a good loan scheme was the essential  key to unlocking a wide array of reforms.


Chapter 10 1998 The Dearing Report and the Government’s response: a critique

A Labour government was elected on 1 May 1997 after 18 years in  opposition. The Dearing Report (UK National Committee of Inquiry into  Higher Education 1997a, b) was published at 11 a.m. on 23 July 1997.  Its key recommendations were (1) to replace mortgage loans by incomecontingent  loans: (2) to introduce flat fees of £1,000 per year, irrespective  of subject or university, but fully covered by an income-contingent loan:  and (3) to keep maintenance grants, which covered part of the living costs  of students from poorer backgrounds.

The government responded at 3 p.m. on the same day with proposals  that differed significantly: (1) the tuition fee was to be upfront (i.e. not  covered by a loan), but (2) was to be income-tested so that students from  poor backgrounds did not pay. The cost of the fee remissions was to be  recouped (3) by abolishing the maintenance grant, replacing it by a loan.  Thus the proposals replaced an income subsidy (the maintenance grant)  by a price subsidy (fee remission for students from poor backgrounds).

The time around publication was hectic. Barr was in Australia, at a  conference which was a precursor to the West Committee (the Australian  equivalent of Dearing discussed in Chapter 11), Crawford was in London
to advise the Committee of Vice-Chancellors and Principals (CVCP) and  to talk to the media. The email interchange is vivid.



Crawford to Barr, 30 July 1997
  
I now think that it is worse than at first sight. Try this:


	no increase in public funds

	no increase in family contribution, statement by [Education  Secretary] Blunkett points out that contribution to fees offset  by extra maintenance loan

	all loans charged to [public spending], confirmed by [Education  Department] to CVCP.



Effect of 1–3 no increased resource whatsoever. Money moved from  pot to pot in a zero sum game. Why, I ask myself, bother at all?

The above is the basis of my view expressed to CVCP who are  somewhat shocked . . .



Barr to Crawford, same date




The key analytical flaw is the use of a price subsidy for equity reasons.  
I spent two years explaining this to governments in Central and Eastern  Europe, and did not expect to have to explain it to the government  of an OECD country. . . .

Gill [Mrs Barr] did a rant over the phone last night about how  wrong it was to face students with debt, i.e. making them feel indebted.  
She reminded me that the whole purpose of income-contingent repayments  is to take away the feeling of indebtedness. Thus it was a major  blunder politically (quite apart from other reasons) by Blunkett to rush  in precipitately on publication day, before any of the details of incomecontingent  repayments had been worked out. [Waiting] . . . would have  enabled Blunkett to:


	make loud noises about how low earners make low repayments  and people with no earnings make no repayments;

	say things like: you can go to university free; you won’t have to  pay a penny; we have got rid of parental contributions; and we  have increased living expenses to restore the erosion since 1979.



Leaping in as he did, none of that was possible. Thus not surprising  that – as Gill reported – someone in Any Questions talked about fees  as Labour’s poll tax. All of this was totally unnecessary.



Chapter 10, published in The Political Quarterly in 1998 is our more  considered response. An earlier and fuller version (Barr and Crawford  1997) was invited by the House of Commons Education Select Committee.
 
The adoption of income-contingent loans was great good news. Recommendation  78 of the Dearing Report – not least because of the Crawford  strategy of assiduously making sure over the early 1990s that everyone  was aware of the arguments – stated that, ‘We recommend to the Government  that it introduces, by 1998/99, income contingent terms for the  payment of any contribution towards living costs or tuition costs sought  from graduates in work’ (UK National Committee of Inquiry into  Higher Education 1997b, p. 310). The government accepted the incomecontingent  part of the recommendation without demur.

The other key building block in the Dearing recommendations was the  introduction of tuition fees. Though the Report was carefully worded,  recommendation 79 was for a flat fee of £1,000 per year, irrespective of  subject or course. On one view, this was a careful stepping stone; on  another, it could be criticised for moving too slowly, variable fees being  the better option. The Report was undoubtedly important in that it established  the principle of fees.

Debate on the Report, however, was largely sidelined by the government’s  immediate response. The worst that could be said of the Dearing  Report was that it was coherent but cautious. The Government’s response  merited much heavier criticism, missing a golden opportunity in its honeymoon  period to make serious progress on higher education finance.  Centrally, the response ignored the recommendation that tuition fees  should be deferred, i.e. covering by an income-contingent loan. Instead,  fees were to be income-tested so that students from poor backgrounds  were exempt; but where fees were payable, they were upfront.

Chapter 10 highlights a series of problems with the Government’s  response, of which two stand out. First, the reforms brought in no extra  income for universities. The core of Crawford’s insight in his email of  30 July was that:


Public spending on higher education will not go up (the budget said  so); parental contributions (i.e. private spending) will not go up (the  Secretary of State said so); and loans to students (the other potential  source of private spending) count in their entirety as public spending. If  public spending is unchanged and there is no extra private spending,  there is nothing extra for higher education . . . . [The recommendations]  do not produce a brass farthing in the short run.

(this volume, p. 177)




Thus, systematically and predictably, the reforms failed to resolve the  funding crisis. Pointing this out from an early stage did not make us greatly  popular with the government or the Education Department, nor with the  Vice-Chancellors, who yet again adopted a compliant attitude.8


Second, the proposals did not help access, indeed put access at risk.  The loan to cover living costs was too small; and the combination of inadequate  loans and upfront fees increased reliance on parental contributions  – a system widely known to work badly, and one with an adverse gradient  in respect of gender and ethnicity.

To make matters worse:


[a] further impediment to access is the incentive to discriminate against  British students. A flat fee will continue the erosion of quality at the  best universities, which face the biggest shortfalls in funding. British  students could suffer in one of two ways. The quality of the best institutions  might fall; though British students could still get places, the  quality of the degree would be less. Alternatively, the best institutions  will largely stop teaching British undergraduates (for whom they receive  on average £4,000 per year) and will use the fees from foreign undergraduates  (around £8,000 per year) to preserve their excellence. The  government is considering trying to prevent British universities from  charging additional fees to UK/EU students. . . . [This] ends up  harming the very people it is aimed at helping.

(this volume, p. 179)



A separate, more narrowly technical, strand in the argument concerns  the treatment of student loans in the public accounts. At the time, public  spending was still measured on a cash-flow basis. Thus public expenditure  figures made no distinction between grants, which never came back,  and loans which brought in a future repayment stream. We had pointed  this out to the Dearing Committee (Barr 1997a), and the Report (recommendation  80) urged a more rational approach. Matters improved over  the later 1990s as government moved to resource accounting, which divided  spending on student loans into two elements: the fraction of lending that  never comes back is rightly included in current public spending; the  future repayment stream, in contrast, appears in the public accounts  as a financial asset (see Barr 1997b). Remaining issues of public accounting  are taken up in Chapter 16 (section 3.1).

The three central strands of our post-Dearing assessment – adequate  income-contingent loans, sensible treatment of loans in the public accounts,  and variable fees – are the basis of the trilogy of newspaper articles on  pages 185–92 after Chapter 10.

As already mentioned, much of our work on the Dearing Report and  government response was produced for the Education Select Committee,  which at about that time began to develop its influential role in higher  education finance (see Chapters 13–15).


Chapter 11 1998 An international view

Similar ideas for similar reasons were bubbling up in other countries at  about the same time. In Australia, the West Committee was considering  problems akin to those in the UK. There was extensive communication  between the two chairmen, Ron Dearing and Roderick West. Bruce  Chapman, one of the architects of the 1989 Australian Higher Education  Contribution Scheme gave evidence to the Dearing Committee, and Barr  was invited to Australia to take part in some of the West Committee’s deliberations.  In recommending variable fees, their Report (Commonwealth of  Australia 1997, 1998) was more radical than Dearing. Chapter 11, originally  published in the Australian Economic Review in 1998, is a joint assessment  of the two reports. In New Zealand, too, government was considering more  radical options, including funding all tertiary education as part of a single  system (New Zealand Ministry of Education 1998).

Sadly, none of the reforms came to fruition. The UK government’s  response, while making important gains, badly muddied the Dearing  recommendations. The Australian government was unable to muster sufficient  political support, and most of the West Committee reforms were  shelved. In New Zealand, the opposition unexpectedly won the election  in 1999 and, impaled by a manifesto commitment, introduced interest  subsidies. In all three countries, more radical reform had to wait.


Conclusion to Part 2 Marking our scorecard

The 1998 reforms were important both because they established incomecontingent  loans and because they introduced the principle of tuition fees.
  
However, the government was woeful in explaining income contingency.
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