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London Economics were commissioned by UAL to model the costs of the existing undergraduate fees and funding regime, the DfE’s response
to the Augar Review, and two alternative approaches that would achieve similar Exchequer cost savings but would make the system more
progressive.

CURRENT (2021-22) SYSTEM

* Repayment threshold of
£27,295, frozen until 2022-23
(inclusive) and uprated with
average earnings growth
thereafter. Repayment rate of
9% above this threshold

Real interest rates of 3% during
study, and 0-3% for earnings
between £27,295 and £49,130
(and 3% for earnings of £49,131
or more)

Loan repayment period of 30
years

RESPONSE TO AUGAR

* Reduction in the repayment
threshold to £25,000, frozen
until 2026-27 (inclusive), and
uprated with RPI inflation
thereafter (instead of (higher)
average earnings growth —also
referred to as a ‘stealth tax’)

* Removal of real interest rates,
both during and after study

* Extension of the repayment
period by 10 years, to 40 years

STEPPED LOAN REPAYMENTS

* Stepped repayments: 3% on
earnings of £12,570-£27,570;
6.0% on earnings of £27,571-
£57,570; and 3% on earnings of
£57,571 or more. No ‘stealth
tax’ (i.e. thresholds increase
with earnings p.a., as currently)

* Retention of 3% real interest
rates during study, and an
increase in real interest rates
post-graduation to 0%-5% for
earnings between £27,571 and
£57,570

* Loan repayment period of 31
years (i.e. 1-year extension)

GRADUATE TAX

* Replacement of fee loans and
maintenance loans with grants
(i.e. no more student loans)

* Replacement of the student
loan repayment system with a
graduate tax of 3% on earnings
of £12,570-£50,270; and 5.5%
on earnings of £50,271 or more
until retirement (thresholds
mirror income tax system)

The analysis focuses on the 2021-22 cohort of first-year English domiciled undergraduate students studying anywhere in the UK.




What’s happening now: Current funding system
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Current system: Total costs

Exchequer = Under the current funding system, the public purse contributes
Cost of maintenance loans (£2,889m) approximately £7.6bn per cohort. The RAB charge stands at
Cost of tuition fee loans (£3,510m) approximately 33%.
Cost of Teaching Grants (£1,153m) ® |n terms of constituent components, maintenance loan write-
Total Exchequer cost (£7,553m) offs cost £2.9bn per cohort, while tuition fee loan write-offs
cost £3.5bn. The provision of Teaching Grants to HEls (for high-
qE, RAB charge (%) 33% cost subjects) costs another £1.2bn.
§. % never repaying full loan/anything 88% / 32% = HEls receive £11.7bn in income (£10.5bn in net tuition fee
42 income and £1.2bn in Teaching Grant) — same in all scenarios.
o Higher education institutions = The average debt on graduation per student in the cohort (for
faf | Gross feeincome £10,773m full-time first degree students, including accumulated interest)
Teaching Grant income £1,153m was estimated at £47,600, with average lifetime repayments of
Cost of bursary provision (£202m) £49,600 for male graduates and £19,400 for female graduates.
Net HEl income £11,724m

=  We estimate that 88% of all graduates never repay their full

loan, while 32% never make any loan repayment.

Students/Graduates (FT first degrees) . - - 3
= This represents an Exchequer to graduate split in contribution

Average debt on graduation £47,600
s s of 37%:63%*.
Average lifetime repayments (M/F) £49,600 / £19,400

Note: All monetary values have been discounted to net present values and are presented in constant 2021-22 prices. All monetary values per student have been rounded to the nearest £100, and all totals have been rounded
to the nearest £1m. Debt on graduation and expected lifetime repayments per student are presented for full-time first degree students only. Gross fee income refers to fee income before the deduction of bursaries provided
4 to students. *For students, this includes the expected costs of maintenance (i.e. living costs) incurred during study, which we assume to be equal to the level of maintenance loan received throughout their studies.
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Current system: Graduate loan repayments

Total loan repayments by English domiciled FT first degree graduates (NPV in

2021-22 prices), by earnings decile and gender
= There is substantial variation in loan

repayments across the earnings distribution.
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£87,500

o
o

— £90,000 - 2 g3 at £49,600. Male graduates in the top three

v ® ) . .

2 ] “ o I earnings deciles are expected to make

S £80,000 o N '
£ N o & repayments of between £73,900 (9t decile)

< £70,000 . . .
o B> S o and £87,500 (7" decile), while graduates in
s o < = 8 4 .
5 £60000 5 10 2 g the bottom earnings decile make no
(7,) =z o O
i« £50000 § = 3 . repayments.

= o ] (@) . .
“t’ § £40,000 5 i . = Female graduates in the bottom four earnings
O 2 £30,000 S N ] S deciles are not expected to make any loan

2 0000 0 5 & repayments over the 30-year repayment

= ) o . .

ki G S period; however, repayments increase sharply

- £loooo Io 5 5 d thereafter (with an average of £19,400 across

oo ¢ ¢ ¢ ,
£0 all deciles).
i T T £ 5 < £ < £ %
(o] .
~ " N " - ” - 5 = Repayments for men decline between the
mMale mFemale = 7th, 8", and 9t" deciles (next slide)...

Note: All values have been discounted to net present values, are presented in constant 2021-22 prices, and have been rounded to the
nearest £100



Current system: Loan repayment progressivity
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Total loan repayments by English domiciled FT first degree graduates, as
a % of income (during repayment period), by decile and gender
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Note: Relates to repayments as a % of income throughout the repayment period (calculated based on cash terms (not
discounted), for both income and repayments).

The current loan system is (locally)
regressive at the upper end of the
graduate earnings distribution.

Up until the 7t earnings decile, male
graduates contribute an increasing
proportion of their income in loan
repayments. For male graduates on the
7t earnings decile, the proportion stands
at 4.4%. However, the proportion
decreases to 3.2% and 2.1% on the 8t"
and 9t deciles, respectively.

This illustrates the ‘local regressivity’ of
the repayment system at the upper end of
the earnings distribution.



Current system: Key points to note

POSITIVE REAL INTEREST RATES...

...appear to harm graduates. However, in reality, they are one of the few means
available to retain the highest earning graduates in repayment for longer.
Removing real interest rates benefits only the highest earning graduates.

EXTENDING THE REPAYMENT PERIOD...

...only affects individuals that have not repaid their full loan (i.e. low- and
middle-income graduates).

Key features to
keep in mind

REDUCING THE REPAYMENT THRESHOLD...

...has ambiguous effects depending on earnings: The highest earning graduates —
who are already expected to repay their loan — repay earlier, resulting in lower
total repayments. In contrast, low- and middle-income graduates are not
expected to repay their full loan, and thus make higher repayments over the
entire repayment period.

In other words, many ‘popular’ changes to the system that might look attractive actually have adverse
distributional effects...!




What will happen once the DfE’s Augar response is implemented?
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Augar response: Total costs

Exchequer

Cost of maintenance loans
Cost of tuition fee loans
Cost of Teaching Grants

Total Exchequer cost

RAB charge (%)

% never repaying full loan/anything
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Students/Graduates (FT first degrees)
Average debt on graduation

Average lifetime repayments (M/F)

(£2,889m)
(£3,510m)
(£1,153m)
(£7,553m)

33%
88% / 32%

£47,600

DfE’ t

(£1,588m)
(£1,916m)
(£1,153m)
(£4,658m)

18%
51% / 15%

£46,200

£49,600 / £19,400 | £49,600 / £31,600

Difference

£1,301m
£1,594m

£2,894m

-15pp

-37pp / -17pp

(£1,400)

£0 / £12,200

Economics

Implementing all of the DfE’s propose changes to
student finance arrangements would result in
significant Exchequer savings of £2.9bn per cohort
(i.e. a 38% decrease) - driven by lower loan write
offs. The RAB charge would be expected to decline
to 18%.

The new Exchequer to graduate split of
contributions would stand at 23%:77% (vs.
37%:63% in the current system).

HEIls are unaffected by the changes.

The average debt on graduation declines (by
£1,400) due to the removal of real interest rates.
Average lifetime repayments for male graduates
are undffected on average; however, average
repayments for female graduates increase by
£12,200 on average (!).

There are very important distributional effects

associated with the DfE’s Augar response (see next
slide).
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Augar response: Graduate loan repayments

Total loan repayments by English domiciled FT first degree graduates (NPV in 2021-22 prices), by decile and gender

Current system DfE’s response to Augar
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= Under the Augar response, the reduction in the repayment threshold (and slower uprating) and the extension of the repayment period
increase the costs borne by low- and middle-income graduates.

= However, the elimination of real interest rates guillotines the repayments made by the highest earning - predominantly male -
graduates. This results in a direct transfer of costs from the highest earning graduates to low- and middle-income graduates.

= The proposed changes are therefore regressive, and significantly worse than the potential alternatives.
10
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Augar response: Loan repayment progressivity

Total loan repayments by English domiciled FT first degree graduates, as a % of income (during repayment period), by decile and gender

Current system DfE’s response to Augar

5.0% 5.0%

§
o
o, Q <r h o,
— 4.5% =N y — 4.5%
o — <t ° ®
.g < .g
S 4.0% < S 4.0%
= i = X °
c . c o
() o™ o\c ° ] <|' (?>')
€ 35% - N € 3.5% ™ o ©
3 & “ 3 S i
) ) 9] ) ™ ®
fut o AN - o~ o
£ 3.0% . fo £ 3.0% % -
(] NS X N [J] o~ <t
€ & “ X S o
S 2.5% ~ ~ A S 2.5% .
£ ~ £ o >
5 5 L - & g
2 2.0% X o 20% ™ X = o
o N — °\‘,: © § [ x
%) o v H
© 1.5% N - © 15% N
- i - N
5 5
€ 1.0% ) € 1.0% &\j
g 9 g S
] o o]
o o, o o,
QQ Q Q Q Q Q
oo o o o o o
0.0% 0.0%
k] 2 2 = = = = & 7 2 = = S = = &
— S o i3 in o & @ — S in o [ 3] & o
[ (]
> >
4 3
H Male HFemale H Male H®Female @ Male (Baseline) Female (Baseline)

»= The combination of changes results in the system becoming more regressive. Male graduates on the 3™ decile and female graduates on
the 6™ decile now contribute the relatively highest proportion of their post-graduation earnings in loan repayments. The Augar response

will disadvantage low- to middle-income graduates, whilst benefitting those (high-income) graduates that need the least financial
11 subsidy.



What might happen under a stepped loan repayment system?
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Stepped repayments: Repayment and interest rates
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Loan repayment and real interest rates by graduate income

DfE’s response to Augar Stepped repayments

10%

Marginal repayment/real interest rate, %

13

9%

8%

7%

6%

5%

4%

3%

2%

1%

0%

10%
9%
9%

8%

7%
6%
6%

5%
5%

4%
3%
3%

2%

Marginal repayment/real interest rate, %

1%

0%
£0 £5,000 £10,000 £15,000 £20,000 £25,000 £30,000 £35,000 £40,000 £45,000 £50,000 £55,000 £60,000 £0 £5,000 £10,000 £15,000 £20,000 £25,000 £30,000 £35,000 £40,000 £45,000 £50,000 £55,000 £60,000

= Marginal repayment rate =~ ===Real interest rate = Marginal repayment rate =~ =—=Real interest rate
For the stepped repayment system, we have specifically focused on retaining the highest earning graduates in repayment - to arrive at similar Exchequer
savings as under the Augar response while improving progressivity. This can be achieved by increasing real interest rates for the very highest earners, but
also — counterintuitively - reducing their repayment rate (so they repay at a slower rate).

We have assumed a repayment profile where graduates repay 3% on earnings between £12,570 (i.e. the Personal Allowance) and £27,570; 6% on earnings
between £27,571 and £57,570; and 3% on earnings of £57,571 or more. The lower repayment rate for the highest earning graduates is specifically aimed at
ensuring that the highest earning graduates ‘just’ repay at the end of the repayment period (now 31 years), to make the system more progressive. The
annual repayment burden for a large proportion of graduates is significantly reduced as a result of the reduction from the current 9% repayment rate.

We have also modelled an increase in the real interest rate (ranging between 0% and 5% for earnings between £27,571 and £57,570), as this further
supports the progressivity of the system (and reverses the distributional effects associated with the DfE’s response to Augar).



Stepped repayments: Total costs
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Exchequer
Cost of maintenance loans
Cost of tuition fee loans
Cost of Teaching Grants

Total Exchequer cost

RAB charge (%)

% never repaying full loan/anything

Students/Graduates (FT first degrees)

Average debt on graduation

Average lifetime repayments (M/F)

(£1,588m)
(£1,916m)
(£1,153m)
(£4,658m)

18%
51% / 15%

£46,200

(£1,508m)
(£1,825m)
(£1,153m)
(£4,486m)

17%
96% / 2%

£47,600

£81m
£92m

£173m

-1pp
45pp / -13pp

£1,400

£49,600 / £31,600 £57,500 / £25,800 £7,900 / (£5,800)

Compared to the DfE’s Augar response,
this approach is essentially fiscally neutral
(actually saves the Exchequer in the
region of £173 million), but the adverse
distributional effects of the Augar
response are avoided.

Compared to the Augar response, on
average, male graduates pay
approximately £7,900 more, while female
graduates pay £5,800 /ess.
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Stepped repayments: Graduate loan repayments

Total loan repayments by English domiciled FT first degree graduates (NPV in 2021-22 prices), by decile and gender

DfE’s response to Augar Stepped repayments
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* The stepped repayment system would make the repayment profile much more progressive — both compared to the current system, as
well as compared to the Augar response.

= Male graduates in the top 4 deciles pay more than under the DfE’s response to Augar, while male graduates in the bottom 5 deciles pay
less. Female graduates in the top decile and the bottom 3 deciles pay more, but middle-income female graduates pay much less than
under the Augar response.
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Stepped repayments: Loan repayment progressivity

Total loan repayments by English domiciled FT first degree graduates, as a % of income (during repayment period), by decile and gender

DfE’s response to Augar Stepped repayments
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» The stepped repayment system would make the graduate repayment profile much more progressive — both compared to the current
system as well as compared to the Augar response. The system is precisely structured to ensure that even the highest earning graduates
continue repaying their outstanding loan balance until the end of the repayment period. As a result, in contrast to the Augar response,
the repayments of the highest earning graduates would subsidise low- to middle- income graduates.



What might happen under a graduate tax?




LE

London
Economics

Graduate tax: Repayment/tax and interest rates

Loan repayment and real interest rates/marginal graduate tax rates by graduate income

DfE’s response to Augar Graduate tax
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= As another alternative option, we have modelled a very significant change to the structure of the HE funding system. We have assumed a
progressive graduate tax, where graduates contribute 3.0% on their earnings between £12,570 and £50,270, and 5.5% on earnings of £50,271 or
more (mirroring income tax thresholds).

= |mportantly, the graduate tax implies that the student funding system is no longer based an individualised debt that should be repaid by each
graduate (and, once repaid, results in an end in contributions). In addition, the graduate tax is not limited to a specific time frame (i.e. no
‘repayment period’). Therefore, all graduates would be expected to make contributions until their retirement (as long as their income exceeds the
Personal Allowance) — and the larger a graduate’s earnings, the higher their tax contributions.



Graduate tax: Total costs

e—— = Compared to the DfE’s response to Augar,
Resource flows (£/£m/%) Augar Difference . . .
e the graduate tax is again essentially

Exch o o N
XA fiscally neutral, while ensuring a fully
Cost of maintenance grants - (£8,819m) (£8,819m) . d 'b :
Cost of maintenance loans (£1,588m) - £1,588m progreSSIVe gra uate Contrl Utlon SVStem'
. Cost of tuition fee grants - (£10,767m) (£10,767m) = The estimated proportion of fee and
Jif | Costof tuition fee loans (£1,916m) - £1,916m maintenance grants not recouped through
(W] | Cost of Teaching Grant £1,153 £1,153 - .
+ EE (ELA53m) (ELA53m) the graduate tax (18%) is roughly the same
= Graduate tax contributions - £16,123m £16,123m h RAB h d h A
g Total Exchequer cost (£4,658m) (£4,617m) £42m as the c arge under the Ugar
G response (18%).
RAB ch (%)/% of student ts not 0 0 . .
recovered through graduate tax 18% 18% - = However, compared to lifetime loan
repayments under the Augar response,
Stud Grad FT first d . .
tudents/Graduates (FT first degrees) average graduate tax contributions would
Average ‘debt’ on graduation £46,200 £43,200 (£3,000)

be £11,100 higher for men, but £8,400

Av. repayments / tax contr. (M/F) £49,600 / £31,600 | £60,700 / £23,200 | £11,100 / (£8,400)
lower for female graduates.



Graduate tax: Graduate loan repayments/tax rates

Total loan repayments/graduate tax contributions by English domiciled FT first degree graduates (NPV in 2021-22 prices), by decile and gender

£200,000 £200,000 S
= 0
— £180,000 8 £180,000 32
(] = i
= o b
& £160,000 N £160,000
o~ —
(o]
<! £140,000 S £140,000 S
~ ) ~N ) 8
Q > N
= £120,000 = £120,000 =
« (5]
=2 ~— o
¢ £100,000 5 € £100,000 = o
] o o = -
= 8 S 3 89 S 298 o8 o 5 3 N 3 R
@ £80,000 S o © n 3 = m S3 2 £80,000 o < “ © ;
£ ’ o ) 0 5 -2 ) G e 3 = ’ ] 5 o 5 3
> s) 9 LN P o 22} N vy 5 P c 3 o i Q 3 i &
S £60,000 = . G d ! w & <8 S £60,000 S o © “o S = ‘”
o £60, = o me T3 S 60, s 3 <« Jo ms H° B S
g g o 2 MW - g g & 2o 48 =3 WS B R ~
,g £40,000 & o o a @ £40,000 = N HES < = N W i
2 S S N E a4 w3 S 4 N w
= £20,000 ¢ " @ £20000 &8 < b h
= ME i ° i B
£0 ' £0
5 g T £ 5 5 5 b= b= g 7 g T 5 t= 5 5 b= 5 g
= S 5 < in o = o & gé’ — S 5 < in o = % & ?ED
B Male BFemale @ Male (Baseline) Female (Baseline) B Male HFemale

= The graduate tax would make the repayment profile significantly more progressive than the current system, the DfE’s response to Augar, as well as
the stepped repayment system.

» Under the graduate tax modelled here, male graduates in the 6™ decile and above, and female graduates in the top decile and bottom 3 deciles,
pay more than under the Augar system — while all other graduates would contribute /ess. Reflecting their significantly larger earnings, the very
highest earners (men on the 8™ and 9t decile) would contribute significantly more than men on the next highest decile.

20



Graduate tax: Progressivity

Total loan repayments/graduate tax contributions by English domiciled FT first degree graduates, as a % of income, by decile and gender
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= The graduate tax would make the repayment profile significantly more progressive than the current system, the DfE’s response to Augar,
and the stepped repayment system.

Note: For all other systems modelled here, the percentages are calculated as total repayments as a proportion of income divided by the total loan repayment period. For the graduate tax, the percentages are instead calculated as total graduate tax
21 contributions divided by total post-graduation earnings (from the Statutory ‘Repayment’ Due Date onwards (assumed to be the same as under the current system) until retirement (assumed to occur at age 65)). All percentages are calculated based
on cash terms (i.e. undiscounted values in current prices).



Conclusion

LE




LE

London
Economics

Conclusion

Current system is
fiscally

unsustainable

The high Exchequer costs of the
current system (£7.6bn per
cohort) are considered fiscally
unsustainable.

Therefore, DfE’s Augar response
aimed at lowering this costs
through different ‘tweaks’ to the
loan repayment system.

While generating
large savings,
Augar response is
deeply regressive

The implementation of the Augar
response will result in significant
savings (of £2.9bn per cohort).

However, the combined changes
to loan repayment conditions are
regressive and would imply a
direct transfer of costs from the
highest earning graduates to
low- and middle-income
graduates.

Similar cost
savings can be

achieved through
alternatives

Similarly large cost savings can
be achieved without these
regressive effects.

Here, we presented two
potential alternatives that would
be fiscally neutral to the Augar
response while improving the
progressivity of the system (both
compared to the current system
and the Augar response).

Alternatives need
to be designed
carefully — but

something needs

to be done

Clearly, any alternatives
(particularly a graduate tax)
would imply significant changes
to the system, and would need
to be designed very carefully.
Even ‘small’ tweaks to repayment
terms often have huge impacts
on cost and progressivity.

However, it is clear that the
Augar response makes the
system worse than it already is —
so there’s a strong case for
alternative proposals.
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Thank you for your time.

Dr Gavan Conlon, Partner, London Economics
gconlon@londecon.co.uk

@LE_Education

Cover picture: Brian Jackson/Shutterstock.com
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