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A new model for financing higher education*
This article paper puts forward a more efficient and equitable alternative financing model for higher education than the present HECS or both the government’s and the opposition’s current proposals for revisions to HECS. The new model would (1) establish universities’ complete financial independence by giving them full powers to charge fees, and abolishing both HECS and Commonwealth teaching grants to universities, (2) treat fees paid upfront as credits against income tax liability, and (3) provide non-refundable scholarships to those from households not paying enough tax to benefit from the tax creditable fees available for those paying upfront. Costings are provided to demonstrate win-win outcomes for the primary stakeholders – universities and students - while the government should break-even, with the tax credits broadly canceling out the unnecessary Commonwealth teaching grants paid to universities, whilst the net extra cost of grants for the lower income groups would be offset by lower administrative costs at DEST and their extra taxes from their enhanced incomes after graduation. The paper also shows that the introduction of HECS was based on misleading statistics on participation rates of the lower socio-economic groups in higher education and disregard of graduates’ disproportionate contribution to public finance from their undoubted higher earnings. Data are available indicating both that socio-economic participation in higher education is increasingly below its potential since HECS was introduced and that graduates in Australia have always contributed much more in their above average ordinary income taxation than was spent on their tuition. 
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1. Introduction

This paper presents an alternative model of financing higher education that would:

1. completely de-regulate tuition fees, thereby establishing total financial autonomy of the higher education sector;

2. allow all paying fees up-front an equivalent tax credit against their tax liabilities;
 and

3. place the onus on government to address its equity objectives by providing non-refundable scholarships to those unable to pay the fees, defined by appropriate means testing, relying only on the ordinary tax system to recoup the cost of these subsidies from the enhanced future earnings of the recipients.

Some indicative costings of this alternative model are modelled below, indicating “win-win” outcomes for all engaged in higher education, including 

· net extra cost to government is limited to grants payable to up to 15 per cent of students whose parents earn less than $30,000 a year, i.e. up to $780 million gross; 

· the income tax forgone by allowing tax credits to those paying fees in full (estimated at $4.4 billion from tax credits of $8000 per student for parents of 85 per cent of a total of 650,000 domestic students), is more than offset by cancellation of all Commonwealth funding for university operating costs (currently about $5 billion), so the net extra cost of these grants would be $180 million; 

· the tax incentive for at least 85 per cent of parents and students to pay fees up-front could well lead to expanded demand for university places, leading in time to an increased output of graduates and their likely above average contribution to income and other taxes;

· initial costs to government of grants provided to lower income students will in due course be offset by the extra general taxation accruing from both their enhanced average incomes after graduation and from the likely expansion of demand for higher education;

· no losses at all to students/parents who pay fees upfront because of the tax credit;

· gains to all future students from ending the need to borrow through the Higher Education Contribution Scheme (HECS);

· no costs to non-graduate taxpayers because the model is at least 85 per cent self-financed from fees in the first instance, with the grants to the 15 per cent comfortably covered by the existing excess of all present graduates’ income taxation over the past costs of their degrees; 

· a more secure and larger flow of income to universities restricted only by demand for their services and willingness of the government to advance full fees for probably not more than 15 per cent of students. 

Before analysing the programme in detail, this paper begins with an assessment of the Wran Committee’s claims (1988) that (1) HECS would ensure “higher education [would] not continue to be the preserve of the relatively privileged” (p.x), and (2) that the ordinary tax system did not ensure a direct contribution from those who benefit from higher education (p.xi). It will be shown first, that in reality such increases in participation of the less privileged as did occur after 1989 were largely due to the increase in their attainment of Year 12, and that since the effective doubling of HECS charges in 1997, there appears to have been a reduction in that participation rate by both the more and the less privileged groups. Secondly, evidence will be cited showing that existing graduates in the population have always delivered more revenue to the government than it spends on higher education.

2. Inequitable access? 

Australia’s Higher Education Contribution Scheme (HECS) was devised by the Committee on Higher Education Funding chaired by Neville Wran (Wran 1988). The changes in the funding of higher education proposed by the Commonwealth Government’s 2003 Budget (like those in 1997) maintain the original structure of HECS, and thereby repeat its fallacies. These include the false claims that free tuition prior to HECS had somehow perpetuated inadequate access of the under-privileged to higher education, and that therefore introduction of a graduate tax like HECS would have no impact on enrolments of the under-privileged. 

The quaint notion that free tuition somehow discriminated against the under-privileged, whilst the HECS fee does not, has proved to be false as evident from the data presented here in Table 1, which show: 

1. that although participation of the upper (non-manual) socio-economic groups prior to Wran and HECS was out of line with their share of the population of university age, it was not hugely out of line with their attainment of university entry qualifications, and

2. likewise for the manual groups, for although their participation in higher education was less than their shares both of the population and of Year 12 completers, the disproportion had narrowed by 1989, but widened thereafter to markedly worse by 1999 than it had been in 1980, to the exact contrary of the Wran and Chapman claims; while

3. For both manual and non-manual, not just the former, HECS has led to falling participation between 1994 and 1999, back to barely more than it was in 1989.
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Source: Long, Carpenter, and Hayden 1999, Table 9


Thus Table 1 shows that the three “blue-collar” or manual worker groups in the socio-economic classification accounted for 54-55 per cent of the total cohort of persons aged 19 in 1984 and 1989, and 42 per cent in 1999. Their share of Year 12 completers rose from 37 per cent in 1984 to 47 per cent in 1989, only slightly below their share of the population, but dropped back post-HECS to only 38 per cent in 1999 (it makes less sense to complete Year 12 if having no intention of proceeding to university or other further education subject to HECS). Similarly, while this group’s share of all university entrants rose from 30 per cent in 1984 to 38 per cent in 1989, it fell back to 28 per cent in 1994 and 29 per cent in 1999, lower even than it had been in 1980. 

Conversely, Table 1 shows that while between 53 and 63 per cent of Year 12 completers came from non-manual households between 1980 and 1994, these households’ share of university entrants increased after Wran and HECS to 72 per cent of university entrants in 1994 and 71 per cent in 1999. So if 62 per cent was inequitable as stated by Wran, what is 71 per cent? This higher percentage share is the mirror image of the reduced presence of potentially qualified students from manual worker households. 
While it is true that attainment of minimum entry qualifications by the lower three socio-economic groups was until 1990 disproportionate with their share of the total normal university entry age-group, this reflected only the performance of the secondary school system, and not at all on the universities, with their open doors to nearly all who meet their not very onerous Year 12 grade requirements. Since 1989 the schools have taken far more of the three lower socio-economic groups through to completion of Year 12, in proportions of respective cohorts that are comparable with those of two of the three upper non-manual groups – but their participation in higher education actually fell after 1989. It seems unlikely that this was a result of conscious discrimination by the universities, although it could be that the large increase in the Year 12 completion rate was not matched by a comparable increase in the government’s funding of university places, leading to a raising of the minimum entry grades. Also it is possible that “Year 12 went from being something only the brightest did to something only the academically very weak did not do”.
 But it seems plausible that the debt incurred by those taking HECS loans may well have played a role.

Chapman and Ryan (2002) have rejected this interpretation. Their Fig.4 shows that there was a significant increase in the proportion of all 18 year olds undertaking a degree across the income distribution, with those from the lowest quartile by family wealth increasing from 19 per cent in 1988 to about 28 per cent in 1998. That sounds impressive, and consistent with the hypothesis that despite HECS “there were large higher education participation increases for those from all family wealth backgrounds” (p.14), and that therefore HECS had not failed the Wran vision of reversing inequity in university participation. But the percentages cited by Chapman and Ryan are not percentages of the total population of university entry-age – the data in their Fig.4 add to over 120 per cent in 1998. Instead the Chapman and Ryan “higher education participation rate” of 19 per cent for the lowest quartile in 1988, and 28 per cent in 1999, is the percentage of entrants to higher education from the lowest quartile expressed only as a percentage of the persons aged 18 in the lowest wealth quartile.  

A more balanced picture would like my Table 2 show the percentages of lowest quartile Year 12 completers entering higher education, which fell from 48 per cent in 1980 to 38 per cent in 1999. These are falling percentages of a larger base, because of the expansion of Year 12 in the 1990s, and may therefore reflect a decline in average tertiary entry scores restricting entry to higher education as much as the impact of HECS. But since the data in Tables 1 and 2 here derive from the same source cited by Chapman and Ryan (2002), their failure to mention these counter-indications to their own findings amounts to “cherry-picking”, i.e. data mining until one’s own thesis is confirmed. Certainly the data in Table 1 contrast with the Wran Committee’s confidence that demand for higher education was price inelastic if fees could be deferred, since it shows significant elasticity of demand not only by the less privileged for whom Wran expressed such concern, but also by the more privileged as implied by the declining take up of higher education by the more privileged completers of Year 12 (see Fig.1). The latter should be of equal concern as it implies that higher education no longer attracts all capable of benefiting from it.
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3. Is it true that graduates’ taxes make no contribution to public spending on higher education?

The Wran Report begins with the statement that “access to higher education in Australia continues to be inequitable [because] people who make most use of [it] tend to be, or become privileged and affluent members of the community”. Apart from being a non sequitur, unless indeed universities themselves excluded qualified less privileged persons, this taken at face value implies that equity could best be served by closing down all universities. Unwilling to face up to that, but ignoring the constraint on access set by the respective Year 12 completion rates of socio-economic groups, the Wran Committee then went on to make the following apparently unexceptionable statements of fact, although (4) and (5) are refuted by (3):

1. “the government pays over 90 per cent of the costs of higher education including student support”; 

2. “however most taxpayers ... neither use nor directly benefit from higher education”; 

3. graduates’ average starting salaries place them in the top 22 per cent of all income earners;

4. the direct beneficiaries of higher education, that is graduates, students, and employers, contribute very little directly to the costs of provision” ; and 

5. “the advantaged who use and benefit directly from higher education ought to contribute more directly to [its] cost” (p.ix-xi).

These statements have become deeply ingrained in the general discourse on higher education financing in Australia, largely due to their frequent repetition by Bruce Chapman (e.g. 1997, 2002), who was a consultant to the Committee. Chapman also claims “a no charge public university system (that is, financed by all taxpayers) is regressive” (2002, p.14). But the overall tax system is progressive, and graduates’ taxation even more so, because they are disproportionately located in the upper reaches of the income distribution (see Table 3 for the UK and Figs. 2 and 3 for Australia). Thus Chapman perpetuates the equally deeply embedded fallacy that although even graduates’ starting salaries put them in the top quintile of income recipients, “and the difference between their incomes and those of the rest of the community become much larger (over their working lives)” (Wran 1988, p.x), those higher earnings allegedly made no contribution to the general taxation that would be used to finance higher education for their successors in the student body.

In reality existing ordinary taxation of graduates is not only progressive but has long been more than enough on its own to cover the total public costs of higher education (see below, Borland et al. 2000, and Table 4). The Wran Committee’s view (1988, repeated by Chapman 1997) that without HECS or other direct fee charging arrangements for higher education, graduates make no contribution to the taxation from which it is financed, has been taken up by many economists elsewhere, including, in Britain, Barr (1993) and Greenaway and Haynes (2003). The views of the latter were endorsed by the British Government’s recent White Paper (DfES 2003) that proposed new graduate taxation similar to HECS. The Barr-Greenaway line has been challenged by Curtin (using data for Papua New Guinea, 1991, and for Britain, 1996, 2000 and 2003). In Australia Borland et al (2000) provided a comprehensive refutation, with data from 1981 to 1997 showing that in reality the federal government has obtained more revenue from its extra taxation paid by graduates (on their incremental income vis a vis non-graduates) than it spent in those years on university teaching. But their data under-estimates graduates’ income taxes, which reached at least $25 billion by 1999-2000, as shown in Table 4.

The Borland et al estimate of $6.6 billion is an under-estimate since it is based on average earnings of graduates and non-graduates, whereas the distributions of the two groups are not the same. Graduates are clustered in the upper reaches of the income distribution where the top rates of income tax apply (see Fig.2). Data for Britain in 2002-3 show that total income taxation paid by graduates at £40 billion was about seven times larger than total public spending on higher education tuition (see Table 3). The British White Paper (DfES 2003) stated that on average graduates earned 50 per cent more than non-graduates, but with the full weight of upper rate tax on that premium, more than half of graduates’ total annual income tax would be attributable to graduates’ extra earnings vis à vis what they would have been as non-graduates – and still well in excess, by a factor of 5, of public spending on tertiary education. The Australian data in Table 4 show that graduates’ income taxation in 1999-2000 was at least $25 billion, five times more than total public spending on tertiary teaching.

Perhaps the Chapman response would be that HECS is a direct charge, and income tax is not. But since HECS is in fact a surcharge on the income tax already payable by graduates both must be considered “direct”. It is true that the proceeds of HECS repayments are notionally paid into a trust fund “earmarked” for distribution to universities, but in reality HECS income merely forms part of the government’s overall operating grants paid to universities. Those grants are financed from the same consolidated revenue which finances all public expenditure, and to which income tax is the main contributor. Thus although HECS seems to be an example of hypothecated taxation, just as some governments reserve revenue from fuel taxation or road tolls for construction and maintenance of roads, it has not in practice made any real difference to the cash flow of the universities. That is partly because the HECS repayment component of their operating grants is not free income to the universities in the same way as fees they collect themselves, and partly because there is no evidence that HECS repayments have provided additional income to universities above what the government would otherwise have paid them for their teaching functions.

 It would in principle be possible for the ATO to determine that say 50 per cent of all graduates’ income tax (it knows the names of all HECS paying graduates since 1991) represented their extra taxes vis à vis non-graduates and then to be paid directly to the universities. That would be true hypothecation – and most vice-chancellors would swoon at that prospect (it would deliver about $13 billion, more than double total Commonwealth funding of higher education in 2003).

In the British case allocating just half of all graduates’ existing income taxation would raise public spending on university teaching from around £4 billion in 2003-3 to £20 billion. That is why most governments resist hypothecation of taxation, such as reserving fuel excise for road building, since by now Britain and Australia would consist of nothing but roads, such is the excess of fuel tax over what it would reasonable to spend on new roads. Even HECS, although currently limited to less than a third of average teaching costs per student, is projected by Borland et al to reach a steady state of two-thirds of public spending on tertiary teaching (2000, p.38). 

Chapman (1997) has also extolled the HECS as being different from income tax because it is income contingent and limited to the amount of the deemed fee plus interest. But the income tax is also income contingent – and its lifetime duration is a virtue not a vice, because that means graduates contribute to income redistribution, pace Wran and Chapman.

4. Is the alternative model viable?

This paper’s alternative model for financing higher education proposes:

1. complete de-regulation of fees, thereby establishing total financial autonomy of the higher education sector;

2. provision for all paying fees up-front an equivalent tax credit against their tax liabilities; and

3. placing the onus on government to address its equity objectives by paying the fees of all those unable themselves to pay the fees, subject to appropriate means testing, with reliance only on the ordinary tax system to recoup the cost of these subsidies.

Some indicative costings of this alternative model will now be presented. 

The present level of Commonwealth funding of teaching by Australia’s universities is $4.789 billion for a total enrolment of 650,000 domestic full time equivalent (FTE) students, or  $7,370 per student (Nelson 2003).
  That equates to the average fee that universities would in future have to charge under the alternative financing model proposed here. But with universities empowered to set their own fees, subject only to some form of regulation like the ACCC to prevent cartelised price fixing, some like Sydney will no doubt charge more, while others may charge less, if they are to attract enough students to remain in business. Note that under deregulation it is possible that any university failing to attract enough fee-paying students to cover its costs will eventually go under – and that is part of the discipline that a market regime would introduce, unlike the present feather-bedding of all universities regardless of their performance.

Under the proposed fee deregulation, universities’ teaching functions would be funded directly by their fee income in the first instance.  Research activities would as now be dependent on a mix of government grants, channeled through the ARC, and the private sector. Tuition fees would be charged first to those means-tested out of government grants, and second to the government, paying on behalf of those means-tested as unable to pay upfront.

At first glance, with apparently fewer than 10,000 out of the present total enrolment of 650,000 domestic students availing themselves of the opportunity to pay full cost fees when not offered HECS loans, it might seem that the proposed fee would not deliver much income. But as much as $300 million is already paid upfront by about 100,000 students, without the proposed tax credit, and that would provide a very substantial incentive, since the tax credit would in a sense provide free tuition. However as not all pay enough income tax to benefit from the tax credit, a means test of say family income of $30,000 a year could be the cut-off between those eligible for receipt of government grants and those required to pay upfront.

Something similar to this already operates in Britain, where the existing tuition fee of £1,100 (about $2,500) is payable in full only by those students whose families have incomes in excess of £30,000 ($75,000 at the official exchange rate, but about $30,000 in terms of purchasing power parity, according to World Bank 2002). The proposal here is that although the fee could reach as much as $10,000, and that the family income cut-off should be of the order of $30,000, there would be the substantial incentive of the tax credit, whereby those paying the fee would be credited with that amount of tax as already paid when assessed for income tax.

Using a cut-off of around $30,000 for illustration, the 2001 Census shows that a total of 7.9 million Australians (both sexes) had annual incomes in excess of $31,148, while there was a total of only 3.6 million women aged 36-64, those being the feasible ages of mothers of university-age students, and defining the maximum number of households with an interest in higher education. Thus prima facie there would not seem to be a shortage of Australian households able to pay full fees for their children’s higher education. This is confirmed by the ATO data in Table 4 showing that of 8.6 million persons with taxable income, the top five deciles had incomes in excess of $28,000, with the distribution of children of university age overwhelmingly in these deciles (because the lower deciles disproportionately comprise pensioners, persons aged less than 35, and students themselves, see ABS 2002). Those with incomes in the range $30,000 to $35,000 paid a minimum average gross tax of over $7,000 a year (ATO, 2002).
 If any excess of credit over tax due in a single year could be carried forward, it would not be a hardship for these to pay university fees of even $10,000 a year for 3 years knowing that they would eventually reduce their taxes by that amount. 

Moreover since those earning more than $30,000 account for most if not all of the professional, managerial, clerical and skilled socio-economic groups who accounted for 85 per cent of students aged 19 entering higher education in 1999 (Marks et al., 2000), it would be reasonable to assume that at least a similar proportion of parents would be interested in paying upfront fees.
 

Allowing the fee credit to be carried forward could well attract many of those earning less than $30,000 a year to pay fees even when these exceeded their current income tax liability. That means that the government itself might not even have to pay the fees of as many as 5 per cent of students upfront. But because of the dynamics of the case, systemically overlooked by Chapman et al., even those 5 per cent obtaining grants would in time repay more than the cost of their tertiary education through the excess of their taxes over what they would have paid had they not had tertiary education.

The resulting balance sheets for government and parents/students could look like this:

· The government gives up revenue of $4.4 billion from the tax credits due to 85 per cent of students paying fees upfront if average fees paid and creditable are $8,000, plus future HECS repayments from students enrolling after the new model takes effect – but saves the total amount of operating grants of about $5 billion now paid to the universities less grants payable to the 15 per cent whose income tax is less than the available tax credit on fees, which would be about $800 million; the maximum net cash flow effect if the new model took off next year could be as little as negative $200 million if all students whose parents earn less than $30,000 a year seek scholarships. This “loss” is due to the assumed higher average fee post deregulation of $8,000 relative to present unit costs of around $7,300, but the substantial administrative savings that would be possible at DEST, when it ceases to be responsible for allocating operating grants and other no longer needed responsibilities for university administration, would largely compensate for this.

· The upper income groups trade paying fees of $4.4 billion against tax credits of equal amount - and gain from the abolition of HECS.

· Many of the lower income groups might well seek to pay full fees against present and future tax credits of equal amount, while the rest would obtain non-refundable scholarships or grants, and would also gain from the abolition of HECS. The income premiums most will earn as graduates relative to their earnings without degrees will deliver in time more extra income tax than was spent on their grants, as indicated in Table 4.

The outcome is likely to be a large increase in demand for university places, probably to about the Year 12 continuation rates into higher education as they were in 1989 (see Table 1). As the supply of places increases in response to rising demand, average fees should fall, because of the declining marginal costs of teaching larger student bodies. Later on as the existing unmet demand is satisfied there will also be keener competition between universities for a more slowly growing demand for higher education, which would also lead to lower fees – and crucially, for the government, a lower sacrifice of revenue from the tax credits. The extra income tax flowing from the enlarged output of graduates will soon more than compensate the government for the initial net “loss” of $300 million from funding grants for the lower income groups (before administrative savings) in the early years of the new model. 

One objection
 to the proposal here for fees paid upfront to be claimable by parents as tax credits against their income tax (not that of their graduate offspring) is that taxation law in theory allows deductions only for capital spending that is related to the enterprise’s future taxable income (although the gold tap fittings at HIH’s headquarters were no doubt claimed as deductions). Clearly parents do not boost their own taxable income when they pay tuition fees for their children. Arguably what is proposed here should be allowed as a special case. After all, the tuition fees are expected to raise students’ later income, and it is not unreasonable to allow the financiers thereof to claim the tax credits, since otherwise the existing tax discrimination against human capital formation persists. If tax law purists cannot accept this, then it would be feasible although more cumbersome to require students to pay their own fees against being able to claim tax credits on the accrued amount (plus interest on any loans taken out to pay the fees) when they graduate and begin earning. This should still be attractive to most students, as it reduces their post-graduation effective tax rate until the credits have been reclaimed. Formally, this is similar to HECS seen as just a loan repayment – but unlike HECS produces a direct nexus between students’ fees and universities’ income.

Other objections have been raised against the American HOPE Scholarships introduced by the Balanced Budget Act 1997 (see Saxton 1997, p.ii).
 This scheme provides tuition tax credits similar to those proposed here, but limited to US$1,500 against income tax liability for just the first two years of post-secondary education. In addition taxpayers will be allowed to claim a “Lifetime Learning” tax credit worth up to US$1,000 for tertiary education after the first two years. Although HOPE was estimated to cost the Treasury US$35 billion over its first five years, the amounts involved are a small proportion of average tuition fees at private colleges that had reached US$11,800 a year by 1995, although close to public colleges’ fees of US$2,100. 

Saxton’s main criticism is that HOPE will encourage universities to raise their fees in response to its easing of the income constraint on demand for places, and that therefore the benefits will accrue to institutions of higher education rather than to students. This is a false antithesis, and in the Australian context the consensus on both side of politics is that higher education has become under-resourced. So far there has been no indication that Australia’s similar tax credits for private medical insurance have led to large increases in premiums - although they are limited to 70 per cent of the premiums, that would still provide a strong incentive for uplifting premiums, but apparently this has yet to occur.

Nevertheless there are those who believe that with tuition fees fully creditable against tax, the universities would have nothing to stop them charging say $100,000 per student. With more competition in higher education than there is in medical insurance, this seems unlikely – and would certainly create opportunities for new universities to attract students by offering lower fees. However it would be simple to set a ceiling for creditable fees, of say $15,000, exactly as proposed by the Australian government’s 2003 budget which introduced some scope for universities to raise fees to levels still eligible for HECS loans up to a ceiling of $50,000 per degree ($16,666 a year). Moreover the general income tax distribution is such that 90 per cent of income taxpayers pay less than $16,576 a year (see Fig.4). Disallowing carrying forward of tax credits would mean that only 10 per cent of taxpayers would obtain full tax credits if fees exceeded $16,576 a year, and this would limit the scope for fee rorting by the universities. Another option would be to limit the tax credit for fees to those earning less than say $80,000 p.a. Setting ceilings for fees or availability of tax credits would not be difficult and would be easy to police. Alternatively, it would also be simple to provide tax credits on a tapering basis, which would also severely limit the scope for raising fees above $10,000 a year, perhaps along these lines:

	Taxable income
	Tax Credits

	<$60,000
	100%

	$60,000-$99,999
	80%

	$100,000-$149,999
	50%

	>$150,000
	0%


5. In praise of serendipity

The underlying theme of this paper is that the Australian system of deferred tuition fees repayable contingent on post-graduation income overlooks the income tax regime’s serendipitous operation as if it was a graduate tax. Although income tax is a lifelong imposition, that makes it even more equitable than HECS, as it effects not only full cost recovery but also continuous income redistribution from most graduates to most non-graduates, unlike the latter, limited to recouping the fee. 

No doubt the Commonwealth’s 2003 Budget proposals reflect the political reality it was easier to raise taxation by increasing HECS charges in order to fund its planned increased spending on higher education than to find savings elsewhere in the budget from the 98 per cent of total spending allocated to supposed irreducibly higher priority items. The Commonwealth government still defends the HECS fee structure with the argument derived from Chapman (1997) that higher education remains broadly  “free at the point of consumption”, because HECS repayments are deferred until after graduation. Data above (Table 1) suggest the demand for higher education is not inelastic even to deferred charges. Trostel demonstrates that “a one-percentage-point increase in the income tax rate causes the long-run stock of human capital to decline by 0.97 per cent under the most plausible set of parameters. Although there is a good deal of imprecision in this estimate, the quantitative conclusion that taxation significantly discourages investment in human beings is robust” (1993, p.328).  It follows that abolishing HECS as proposed here would be likely to increase the demand for higher education in Australia.

Trostel also shows how reductions in the growth of human capital lead to even larger percentage falls in the stock of physical capital, with consequent negative impacts on the economy’ growth rate (p.339), and notes the discrimination between the human and physical capital tax regimes, with only the latter enjoying tax deductibility for expenses. That indicates a case for allowing those who are able themselves to pay the full cost fee of their higher education (for example mature students) to carry this forward as a tax credit similar to firms’ depreciation of capital over deemed remaining working life. 

Conclusion: a new model for financing higher education

This paper exposes the contradiction between the agreement of most economists with the Wran committee’s view that higher education seems to have something to do with graduates’ obviously higher average incomes, even if only as a better signalling device than Year 12 or other pre-tertiary tests, and its disbelief that any extra revenue automatically accrues to governments from pre-existing taxes payable on those higher incomes. Once this fallacy is understood, the following more coherent approach to public financing of higher education becomes available: 
1. Establish complete financial autonomy of all universities with freedom to set their fees at any level (because with about 40 universities or equivalent colleges there is already sufficiently atomised competition to obviate collusive price fixing, far more than there is in key sectors of the economy, including banks, insurance, cars, petrol, and the media);

2. Allow all parents paying such fees to claim tax rebates or credits against their own income liabilities (in recognition of the analogy between human and physical capital formation as well as the upfront money they save the government);

3. Provide all unable to pay the fees (appropriately means-tested) with state grants in whatever numbers the government sees fit (by adjusting the means test and/or cut-off Year 12 grades), given its concerns for “fair access”, relying on their eventual higher taxes for repayment. 
This model puts the onus on governments to deal with their concerns for socio-economic representation and liberates the universities from all government interference. It is efficient because far more than either the present system or the 2003 Budget’s proposals and the Opposition’s promise merely to abolish non-HECS fees, it simulates a free market for higher education, notably by removing the government as the sole buyer of education, and thereby liberating the universities from the day-to-day meddling of government ministers and departments in what they teach and to whom. 

This paper’s model is also more equitable than the existing systems in countries like Australia and Britain, because first, those using their own resources to finance their investment in human capital are not discriminated against vis à vis investors in physical capital; second because those subsidised will in general return to the fisc more than the cost of the subsidy without any need for specific graduate taxes like HECS, and third because most graduates, however financed, will in due course contribute more to income redistribution, despite the tax credits they may earn when their own children are of university age, and notwithstanding the abolition of HECS, through the financing of social services for the less privileged permitted by their above average taxation over most of their working lives. 
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Graduates' contribution to UK income tax 2001-02

Deciles of all households

1

2

3

4

5

Totals 1-5

No of households, '000

2,489

2,488

2,491

2,489

2,488

12,445

Percentage with graduates

14.0%

5.9%

7.1%

7.3%

10.3%

8.92%

Implied number of graduates '000

348.46

146.792

176.861

181.697

256.264

1110.074

Average Income Tax, £ p.a.

228

359

654

1196

2025

892.31

           

 

Total Income Tax £'000 

567,492

      

 

893,192

      

 

1,629,114

      

 

2,976,844

      

 

5,038,200

      

 

11,104,842

of which Graduates' tax £'000

79,449

        

 

52,698

        

 

115,667

         

 

217,310

         

 

518,935

         

 

984,059

Deciles of all households

6

7

8

9

10

Totals 6-10

All deciles

No of households, '000

2491

2490

2489

2492

2490

12,452

24,897

Percentage with graduates

13.2%

18.8%

25.4%

39.7%

59.3%

31.28%

20.10%

Implied number of graduates '000

328.812

468.12

632.206

989.324

1476.57

3895.032

5,005

Average Income Tax, £ p.a.

2794

3981

5321

7281

16,184.00

      

 

7,112.02

        

 

4,003.04

         

 

Total Income Tax £'000 

6,959,854

   

 

9,912,690

   

 

13,243,969

    

 

18,144,252

    

 

40,298,160

    

 

88,558,925

99,663,767

of which Graduates' tax £'000

918,701

      

 

1,863,586

   

 

3,363,968

      

 

7,203,268

      

 

23,896,809

    

 

37,246,331

38,230,390

Sources: 1. 

Economic Trends

,  May 2003, Appendix 1, Table 14

 2. Goodman and Kaplan 2003, Table B5 (for households in each decile that contain graduates)

3. Inland Revenue 2003 (Table T 3.3).

Note: The 

Economic Trends

 data 

understate

 total income tax collected in 2001-02 by over £8 billion (cf. Inland Revenue Table T3.3); 

while total (£307 million) and average tax paid by the bottom decile (£110 per taxpayer, not £228) are 

overstated

,

and tax paid by the top decile, was £57.9 billion, not £40 billion  (actual average £18,800, not £16,184).
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Graduates' contribution to net income tax receipts in Australia 1999-2000

Deciles

1

2

3

4

5

6

7

8

9

10

Total

Graduates, No. 

191,891

  

 

95,946

   

 

95,946

   

 

95,946

   

 

191,891

 

 

191,891

 

 

95,946

   

 

191,891

 

 

383,783

 

 

383,783

 

 

1,918,913

Taxpayers by deciles, No. (ABS)
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859,252

 

 

859,252
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Total income $ m

7,954

      

 

12,591

   

 

16,578

   

 

20,369

   

 

24,180

   

 

28,212

   

 

32,787

   

 

38,481

   

 

46,833

   

 

91,437

   

 

319,422

Graduates' Median Income (ABS)

9,100

      

 

18,668

   

 

27,924

   

 

35,620

   

 

42,480

   

 

49,868

   

 

61,100

   

 

73,736

   

 

78,000

   

 

100,000

 

 

Average income $

9,257

      

 

14,653

   

 

19,294

   

 

23,706

   

 

28,141

   

 

32,833

   

 

38,158

   

 

44,784

   

 

54,504

   

 

106,415

 

 

37,174

   

 

Net Tax, $m

446

         

 

1,138

     

 

1,975

     

 

3,089

     

 

4,492

     

 

5,868

     

 

7,368

     

 

9,600

     

 

13,079

   

 

29,689

   

 

76,744

Average Tax $

519

         

 

1,324

     

 

2,299

     

 

3,595

     

 

5,228

     

 

6,829

     

 

8,575

     

 

11,173

   

 

15,221

   

 

34,552

   

 

8,931

     

 

Graduates' Tax, $m

100

         

 

127

        

 

221

        

 

345

        

 

1,003

     

 

1,310

     

 

823

        

 

2,144

     

 

5,842

     

 

13,261

   

 

25,175

Non-graduates' tax, $m

346

         

 

1,011

     

 

1,754

     

 

2,744

     

 

3,489

     

 

4,558

     

 

6,545

     

 

7,456

     

 

7,237

     

 

16,428

   

 

51,569

   

 

1
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6
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10

          

 

Graduates' Tax Distribution

0.40

0.50

0.88

1.37

3.98

5.21

3.27

8.52

23.20

52.67

Non-graduates' Tax Distribution

0.67

1.96

3.40

5.32

6.77

8.84

12.69

14.46

14.03

31.86

Source: ATO, Income Tax Statistics 2002; ABS, 2001 Census, Median incomes of graduates and non-graduates by percentiles
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*  The author is grateful for comments by Bruce Chapman, David de Meza, Ross Garnaut, Gavin Moodie, Andrew Norton, Pamela Swadling, and seminar participants at ANU with the usual disclaimers.


�  The concept of tax credit derives from the mining tax regime in Papua New Guinea where companies undertaking social infrastructure projects on behalf of the government can treat the expenditures as tax paid. Such tax credits are similar to Australia’s tax offset for private health insurance whereby approved spending is refundable via a tax reduction in a manner similar to tax instalment deductions. 


� The apparent impact of HECS on participation rates across the board indicated in Table 1 is larger than the effects indicated in Martin and Karmel (2003). This “draft” paper was prepared for DEST which originally refuse to publish it until directed to by its Minister, Brendan Nelson, on 8th August 2003.  Martin and Karmel concluded (p.2) that “access (sic – read “participation”) to university in terms of proportion of a cohort going to university peaked in 1996”, and showed (Fig.3) that participation declined by nearly 10 per cent after 1996 for all students, although less markedly for students aged 20 and under (Fig.4).


�  Suggested in personal communication from Andrew Norton, July 2003.


�  This arises partly from normal substitution and income effects and partly from the well-known phenomenon of fungibility of money. For example there is every indication that most countries receiving foreign aid like Papua New Guinea tax themselves less than if they did not receive foreign aid. It seems the Commonwealth reduced its spending on higher education from non-HECS revenue so that HECS produced no or very little net increase.


�  The 125,000 overseas students may be assumed to meet the full costs of their courses from their fees.


� Fees paid should be tax-credited rather than tax-deductible as that limits the tax benefit to the amount of the fees, whereas deductibility with progressive income tax rates give larger tax savings to those in higher income tax brackets (see Norton 2002, p.166).


�  The 2001 Census (ABS 2002, Table B13) indicates that there were 7 million Australians aged 35-64 (the likely ages of most parents of students) of whom 48 per cent had incomes of over $31,148 a year. But a higher proportion of all family incomes would have been in excess of $31,148. Thus in 1999-2000 60 per cent of “income units” (i.e. households) had average incomes of $28,000 or more. Moreover only 11.5 per cent of couples in the lower two quintiles (40 per cent of the total) had dependent children – and only 10.3 per cent of all couples with dependent children had incomes in the lower two quintiles (ABS 2001, Table 1)..


� The 2001 Census showed that fewer than two million Australian households had dependent children (ABS 2002, p.75).  Although detailed breakdowns for 2001 have not yet been published, data for 1988-89 (ABS 1996) show that households in the bottom income decile overwhelmingly comprised single persons without dependent children. The second, third and fourth deciles also had relatively few children, while at least 30 per cent of the fifth and above all had children. Thus the bottom 40 per cent of households accounted for only 25 per cent of children aged under 18 in 1988-89. 








� I am indebted to Gavin Moodie for pointing this out; he is not to blame for any errors in the response here.


�  I am indebted to Gavin Moodie for this and other useful references.


� Fees paid should be tax-credited rather than tax-deductible as that limits the tax benefit to the amount of the fees, whereas progressive income tax rates give larger tax savings to those in higher income tax brackets (see Norton 2002, p.166).
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										Table 5

										Socio-economic participation rates in Australian higher education

				Percentages of socio-economic age cohort

				(a) Year 12 completion rates by socio-economic status of father

						Girls				Boys

						Pre-HECS		Post-HECS		Pre-HECS		Post-HECS

				Prof/managerial		78.6		83.8		72.4		74.8

				Clerical		68.3		75.4		63.9		71.9

				Skilled manual		52.8		64.1		46.1		52.6

				Non-skilled manual		42.2		55.2		31.3		40.3

				(b) Participation in higher education by Year 12 completers by socio-economic status of father

						Women				Men

						Pre-HECS		Post-HECS		Pre-HECS		Post-HECS

				Prof/managerial		49.4		60.3		51.9		61.0

				Clerical		45.9		57.5		52.6		51.5

				Skilled manual		36.1		46.2		36.8		40.2

				Non-skilled manual		32.4		34.2		36.5		28.8

				Source: Lamb 1996, Tables 1 and 5.

				Note: Pre-HECS is pre 1989 and post-HECS is early 1990s.

				Chapman & Ryan 2002

				Proportion of 18 year olds undertaking a degree by family wealth, persons

						1988		1993		1998

				Lower quartile		20		20		25

				Median		24		31		41

				Upper quartile		36		44		50

						Chapman & Ryan plus Long et al (unadjusted series)

						1980		1984		1988		1989		1993		1994		1998				1998

				Lower quartile		16		11		20		20		20		27		25				25

				Median		19		17		24		28		31		37		41				41

				Upper quartile		29		31		38		39		44		53		50				50

						Chapman & Ryan plus Long et al (Long's adjusted series for 1980. 1984, 1989, 1994)

						1980		1984		1988		1989		1993		1994						1998

				Lower quartile		22		19		20		29		20		36						25

				Median		19		19		24		28		31		37						41

				Upper quartile		22		23		38		29		44		43						50

						Long et al

								Table  5

								Eligibility of 19 year-olds and their participation in higher education

								by parental socio-economic group

								Australia 1980-1994

						(but see below for re-calculating as % of total cohort aged 19)

				Cohort born in		1961		1965		1970		1975

				At age 19 in		1980		1984		1989		1994

				Panel A: Year 12 completion rates of cohorts by parentage

				Professional		61		65		76		90

				Managerial		45		49		61		79

				Clerical		36		42		60		83

				Skilled		30		29		48		76

				Semi-skilled		21		24		52		71

				Unskilled		28		24		47		73

				Panel B: % of Year 12 leavers entering higher education

				Professional		59		64		69		68

				Managerial		49		49		50		56

				Clerical		54		46		57		53

				Skilled		48		44		41		39

				Semi-skilled		47		36		40		26				18.46

				Unskilled		40		40		47		33				24.09

				Panel C: % participation in higher education of all eligible age-19 (B as % of A)

				Professional		38		42		52		62				61.20

				Managerial		23		24		31		44				44.24

				Clerical		24		20		35		44				43.99

				Skilled		18		13		20		30				29.64

				Semi-skilled		11		11		20		18				18.46

				Unskilled		13		10		20		24				24.09

				Source: Long et al., 1999, Table 7

				Note: HECS was introduced in 1989.		Table 7

						Adjusted, Level 1										Numbers

				Cohort born in		1961		1965		1970		1975

				Cohort born in		1961		1965		1970		1975

				At age 19 in		1980		1984		1989		1994

				Panel A: Year 12 completion rates of cohorts by parentage

				Professional		58		59		72		86				280.72

				Managerial		45		48		61		79				270.45

				Clerical		35		43		60		83				141.4

				Skilled		30		29		48		77				205.5

				Semi-skilled		23		26		52		73				119.6

				Unskilled		30		27		47		75				133.2

				Panel B: % of Year 12 leavers entering higher education

				Professional		57		58		65		64				160.0104

				Managerial		50		48		50		55				135.225

				Clerical		55		45		57		55				77.77

				Skilled		48		44		42		42				98.64

				Semi-skilled		49		45		43		29				58.604

				Unskilled		41		47		47		36				54.612

				Panel C: % participation in higher education of all age-19

				Professional		35		36		48		56				33.06

				Managerial		24		24		31		43				22.5

				Clerical		25		20		35		45				19.25

				Skilled		16		13		19		32				14.4

				Semi-skilled		13		14		23		23				11.27

				Unskilled		15		13		22		28				12.3

				Panel G: sample sizes

				At age 19 in		1980		1984		1989		1994

				Professional		484		378		263		643

				Managerial		601		537		311		734

				Clerical		404		276		139		312

				Skilled		685		557		345		520

				Semi-skilled		520		451		259		448

				Unskilled		444		403		268		395

				Total population of Year 12		3138		2602		1585		3052

				Source: Long et al., 1999, Table 7

				Note: HECS was introduced in 1989.

				`		Table  2A (base)																																				Table  2

						Eligibility of 19 year-olds and their participation in higher education																																				Eligibility of 19 year-olds and their participation in higher education

						by parental wealth																																				by parental wealth

						Australia 1980-1994																																				Australia 1980-1994

				Cohort born in		1961		1965		1970		1975																										Cohort born in		1961		1965		1970		1975

				At age 19 in		1980		1984		1989		1994																										At age 19 in		1980		1984		1989		1994

				A: School pupils completing Year 12 by age 19 by parental wealth																																		1: School pupils completing Year 12 by socio-economic group shares

				Wealthiest 25%		48		52		67		85																										Professional		- 0		- 0		- 0		- 0

				Middle 50%		36		36		54		78																										Managerial		- 0		- 0		- 0		- 0

				Poorest 25%		28		26		49		72																										Clerical		- 0		- 0		- 0		- 0

								Table 2																														Skilled		- 0		- 0		- 0		- 0

								Entrants to higher education from Year 12																														Semi-skilled		- 0		- 0		- 0		- 0

								(percentage of Year 12 completers from own wealth group)																														Unskilled		- 0		- 0		- 0		- 0

				At age 19 in		1980		1984		1989		1994

				Wealthiest 25%		55		57		59		62																										Total Year 12		- 0		- 0		- 0		- 0

				Middle 50%		47		46		51		47																										of whom non-manual		- 0		- 0		- 0		- 0

				Poorest 25%		48		41		40		38																										of whom "blue"		- 0		- 0		- 0		- 0

				Source: Long, Carpenter, and Hayden 1999, Table 9																																		2. Percentage of entrants to higher education by socio-economic group

				C. "Higher education participation rate" (sic)				(=c125*(c131/100))

				(I.e. per cent of respective own wealth group)																																		Professional		- 0		- 0		- 0		- 0

				Cohort born in		1961		1965		1970		1975		1980

						1980		1984		1989		1994		1999

				Wealthiest 25%		26.40		29.64		39.53		52.70		51																								Managerial		- 0		- 0		- 0		- 0

				Middle 50%		16.92		16.56		27.54		36.66		44																								Clerical		- 0		- 0		- 0		- 0

				Poorest 25%		13.44		10.66		19.60		27.36		28																								Skilled		- 0		- 0		- 0		- 0

																																						Semi-skilled		- 0		- 0		- 0		- 0

				G. Total cohort samples																																		Unskilled		- 0		- 0		- 0		- 0

																																						Total entry		- 0		- 0		- 0		- 0

				Wealthiest 25%		743		661		429		821																										of whom non-manual		- 0		- 0		- 0		- 0

				Middle 50%		1614		1408		858		1521																										of whom "blue"		- 0		- 0		- 0		- 0

				Poorest 25%		791		417		415		848																										3 Socio-economic groups by share of cohort of aged 19

				Total		3148		2486		1702		3190																										Professional		15		15		17		21

				A1 Absolute numbers																																		Managerial		19		21		20		24

				A1: School pupils completing Year 12 by age 19 by parental wealth																																		Clerical		13		11		9		10

				Wealthiest 25%		357		344		287		698																										Skilled		22		21		22		17

				Middle 50%		581		507		463		1,186																										Semi-skilled		17		17		16		15

				Poorest 25%		221		108		203		611																										Unskilled		14		15		17		13

				Total		1,159		959		954		2,495																										of whom "blue"		52.55		54.23		55.02		44.66

				B1. Entrants to higher education from Year 12

				(Year 12 completers from own wealth group entering HE)																																		4

				Wealthiest 25%		196		196		170		433

				Middle 50%		273		233		236		558

				Poorest 25%		106		44		81		232

				Total		576		474		487		1,222

				C1. Higher education participation as % total age cohort all classes

				Wealthiest 25%		6		8		10		14

				Middle 50%		9		9		14		17

				Poorest 25%		3		2		5		7

				Total		18		19		29		38																										5. Total cohort samples

				D1 Higher education participationas % total Year 12 cohorts																																		Professional		484		378		263		643

						1980		1984		1989		1994		1999

				Wealthiest 25%		16.92		20.43		17.77		17.34																										Managerial		601		537		311		734

				Middle 50%		23.56		24.31		24.77		22.35																										Clerical		404		276		139		312

				Poorest 25%		9.17		4.64		8.53		9.30																										Skilled		685		557		345		520

				Total		49.65		49.38		51.07		48.99																										Semi-skilled		520		451		259		448

																																						Unskilled		444		403		268		395

				G1. Group shares of total cohort samples																																		Total		3138		2602		1585		3052

																																						- of whom all the three lower groups		1649		1411		872		1363

				Wealthiest 25%		23.60		26.59		25.21		25.74																										- of whom all the three lower groups (%)		52.55		54.23		55.02		44.66

				Middle 50%		51.27		56.64		50.41		47.68

				Poorest 25%		25.13		16.77		24.38		26.58

																																						Note: HECS was introduced in 1989.

				Data for Fig. 1 using same base for all, ie % of total population

						1989%		Y 12 89		HE 89		1994%		Y12 94		HE 94		94/89		HE 89 % by wealth		HE94 % by wealth

				Wealthiest 25%		25.21		16.89		0.59		25.74		22		0.43		0.73		34.81		35.3984002335

				Middle 50%		50.41		27.22		0.82		47.68		37		0.55		0.67		48.50		45.6196067933

				Poorest 25%		24.38		11.95		0.28		26.58		19		0.23		0.81		16.69		18.9819929731

						100.00		56.06		1.68		100.00		78.21		1.20		0.71		100.00		100

				Data for Fig. 1A using same base for all, ie % of total population

						Y12 1989		Y12 1994		HE 1989		HE 1994

				Wealthiest 25%		16.8877790834		21.8761755486		0.5854165487		0.4251795875

				Middle 50%		27.2220916569		37.1905956113		0.815703099		0.5479492143

				Poorest 25%		11.9477085781		19.1398119122		0.280792211		0.2279977595

				Data for Fig 1B, percent of HE participation by shares of total cohort, total own group, and own group Y12 completers

						Total Pop 89		Total Pop 94		Own Group 89		Own group 94		Y12 1989		Y12 1994

				Wealthiest 25%		0.5854165487		0.4251795875		39.53		52.70		59		62

				Middle 50%		0.815703099		0.5479492143		27.54		36.66		51		47

				Poorest 25%		0.280792211		0.2279977595		19.60		27.36		40		38
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