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The introduct ion  of top-up fees in  England has ser ious 
implicat ions for  Scott ish Higher  Educat ion. Our universit ies are 
liable to face a major  financial handicap compared to UK and 
internat ional compet itors. Bu t  the idea of fees is misconceived. 
They reward universit ies for  past  repu tat ion rather  than current  
teaching prowess, and they may deter poorer  students. A graduate 
tax wou ld also be flawed. It  wou ld not  reward good universit ies, 
and wou ld be too easy to avoid. Instead, universit ies shou ld collect  
a small percentage of their graduates’ future income. This could be 
‘securitised’ or borrowed against to generate current funds. 
Universities would be directly rewarded for improvement in the 
quality of their teaching, since it would result in higher graduate 
salaries and thus higher income. They would therefore have a 
powerful incentive to enhance their performance. Students would 
have no fear of debt, and government would make major savings.   
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This paper descr ibes a new method of funding higher  educat ion. It  
proposes using graduate earnings to pay for  university courses in  a 
way that  solves many of the financial problems faced by students, 
governments and universit ies when it  comes to funding degree 
courses: 
 
·  It  rewards universit ies for  their  current performance, rather  
than their  repu tat ion; 

 
·  It  does not  requ ire students to provide up-front  fees or  incur 
debts that  might  deter  them from seek ing higher  educat ion; 

 
·  It  absolves ordinary cit izens from having to pay general taxes 
to fund higher  educat ion from which they receive no direct  benefit ; 

 
·  It  does not  involve a ‘graduate tax', with all the complicat ions 
and anomalies involved with that  concept. 

 
Before descr ibing the idea in detail, it  is worth examining the 
current  systems of university finance in England and Scot land to 
expose the difficu lt ies involved and explain why the Scott ish 
Execu t ive shou ld examine an alternat ive approach. 
 ����� ���! � �#"$�&%�'
(����

When the discussions abou t top-up fees in England were being 
debated in 2002, much of the argu ment centred around the 
quest ion of who shou ld pay for  students to at tend universit ies – 
the state (i.e. the general taxpayer) or  the individual students who 
benefited from higher  educat ion. 
 
In pract ice, the UK government  will cont inue to pay the lion 's share 
of the bil l under the new arrangements, though the pr inciple that  
students shou ld contr ibu te something has been established. 
 
Fees are capped at  £3,000, only a fract ion of the cost  of most  
courses. Bu t even if all funding was received through tu it ion fees, 
the government wou ld st i l l  be meet ing abou t 42% of the cost  
because it  subsidises the interest  rate at  which student loans to 
pay fees are financed1. 

                                                        
1 Parl iamentary answer given by Dr Kim Howells, 23rd March 2005. Hansard Column 71WS. 
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So top-up fees represent a k ind of voucher system for  par t  of 
university finance, where government money follows a decision  
made by the student. 
 
This reflects what was actually a main rat ionale behind the reform 
– an attempt to reward universities for the quality of teaching 
they deliver in  an effor t  to dr ive up standards by introducing more 
compet it ion. 
 
However, the expected market  has not  appeared with in the £3,000 
cap. Most inst itu t ions are charging the fu ll amount for  most  
courses. It  is l ikely, therefore, that  the cap will be removed, 
perhaps as ear ly as 2009 or  2010, to allow universit ies to compete 
on pr ice as well as access more money from students. 
 
The development  of the new system in England has featu res and 
flaws which have profound implicat ions for  Scot land. 
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1. A Growing Funding Gap Between Scotland And England 
 
These exist ing fees, bu t  especially the prospect  of much higher  fees 
at  the best  English  universit ies, means that  unless there is a 
comparable increase in funding here, our  top universit ies will no 
longer be able to compete financially with those in England.  
 
To meet  th is shor t fall, the Scott ish Execu t ive cou ld increase 
funding for  h igher  educat ion as a whole. Bu t in a system where all  
inst itu t ions receive the same amount of money per  student2, huge 
sums wou ld be requ ired for  our  top universit ies to compete evenly 
with their  English counterpar ts. This is not  an opt ion unless the 
Scott ish public are will ing to see a substant ial increase in taxat ion 
or  a large scale diversion of public funds from other  areas such as 
health and school educat ion. 
 
The alternat ive is to develop a scheme to at t ract  pr ivate money into 
h igher  educat ion. The purpose of th is paper is to propose an  
effect ive scheme to achieve th is. 
 
2. The English System Is Based On Reputation Not Quality 
 
If the top-up fees system is to work  by rewarding good universit ies, 
then applicants need to be able to choose rat ionally between 

                                                        
2 For a description of Scotland’s current system of funding higher education, see the 
appendix at the end of this paper. 
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courses and colleges. To do th is, they must have some 
understanding of their  l ikely fu tu re income prospects on 
graduat ing from a given course. 
 
Because the content  and delivery of courses change so often th is is 
impossible. The Higher  Educat ion Policy Inst itu te recent ly said that  
even when at tempt ing to calcu late the overall graduate premium: 
 
“ calculat i ons rely  on  old dat a about  en t ran t s t o a very  
di f feren t  labour  m ark et  wi t h  far  fewer  graduat es, com bined 
wi t h  ex t rem ely  speculat i ve project i ons.” 3 
 
Instead of being able accurately to assess the impact of their  
choices, university applicants are forced to rely on  informat ion  
from previous graduates, such as in the Nat ional Student Survey, 
or  league tables, which compare universit ies on a var iety of 
essent ially meaningless stat ist ics, as the following box shows. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
So prospect ive students must rely on  the repu tat ion of universit ies 
instead of the real  prospects on offer . It  is impossible under  the 
English system to assess the value added by a course with any 
accuracy. This means that  the at tempt in England to reward and 
encourage quality in h igher  educat ion is doomed to at  least  par t ial 
failu re. It  shou ld not  be copied in Scot land. 

                                                        
3 The Poor Don’t Buy Flimsy Money-Back Guarantees, Times Higher Educat ion Supplement, 
10 th January 2003. 

Problems with league tables as ways of judging university courses 
 
The Guardian league table assesses universities on these values: 
 
1. Teaching assessment: a value taken from the “quality” as assessed by a QAA visit. 
These visits no longer take place in Scotland. 

2. Spend per student score. The amount spent per student on that subject area, 
including an average for central IT and library services. Therefore an institution that 
spends more money will always do better, even if it is not providing better value. 

3. Student: staff ratio. Universities can boost this number by hiring low paid teaching 
staff. This does not necessarily add anything to the quality of teaching.    

4. Job prospects. Based on the proportion of students in employment six months after 
graduating. It makes no distinction for future job prospects and ignores those who 
undertake further study. 

5. Entry qualification score. Universities that attract a large number of applicants for 
reasons unrelated to teaching are able to boost their entry qualifications.  

6. Value Added. This rewards universities for the portion of 1sts and 2.1s it awards. It 
could be said that this is a contributing factor in grade inflation. Degree classifications 
are not a quantifiable standard; the individual institution awards them. The main 
external check on standards is through the external examiners system, people 
employed by individual institutions. 

Other newspapers’ league tables are equally meaningless. 
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3. Concerns About Student Debt Skew The System 
 
In England, students can pay their  fees up front , or  take ou t  a 
subsidised loan to pay it back  over  t ime. The ju ry is st i l l  ou t  as to 
the extent  that  incurr ing such debts deters poorer  students, and 
whether  th is matters. 
 
However, there can be no doubt that such concerns encourage 
polit icians to subsidise the student exper ience, either  by capping 
fees or  par t-paying them. This dampens fu r ther  the limited 
beneficial effects that  a fee based system cou ld have in terms of 
increasing university funding and encouraging compet it ion. 
 
Some polit icians have suggested a graduate tax as an alternat ive 
or  supplement to fees and loans, on the grounds that  it  wou ld 
increase university funding withou t deterr ing poor  students or  
imposing higher  general taxes. Bu t such a plan wou ld be 
unsat isfactory. The graduate tax as was considered by the 
Department for  Educat ion and Sk il ls had the extra revenue 
collected by the government and allocated in a similar  way to the 
extant  funding system. So there wou ld be no reward for  successfu l  
universit ies or  courses. And any graduates work ing abroad wou ld 
escape the levy. 
 
Scot land shou ld reject  a system which might  either  deter  the poor  
or  encourage a fu r ther  brain  drain whi le fail ing to reward good 
teaching. 
 7 ���98 � �:	��;�<� =>������	&? 4 �6@ ��������'
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As we have seen, Scot land will soon need a system of student 
finance which distr ibu tes resources across the sector  where they 
are most effect ive, rewarding excellence in the best  universit ies so 
that  they can compete internat ionally. 
 
Bu t  it  shou ld not  adopt a top-up fees system, with its h igh levels of 
student debt and rewards for  universit ies based on unreliable 
repu tat ion and surveys. 
 
The current  Scott ish system of funding higher  educat ion is 
descr ibed in detail in  the appendix at  the end of th is paper. Bu t  
what we have in Scot land is essent ially the same as the English 
system before top-up fees. This gives us a wonderfu l opportunity to 
star t  reform from a blank  canvas and bu ild a super ior  model which 
will give our  universit ies a significant compet it ive advantage over  
their  English and other  internat ional r ivals. 
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The Proposal 
 
This proposal is based on an idea developed by Milton Fr iedman in 
1955, when he called for ‘Income Contingent’ repayment of loans.4 
 
At the start of their course, students would pledge a small fraction 
of their income after graduation for a set period. The exact 
percentage is discussed in the next section of this paper. 
 
In order to generate up front income, Universities and other higher 
educational colleges could borrow against, or issue bonds backed 
by this future income stream5. 
 
Investors would bid for the bonds or make conventional loans 
based on their expectation of this6, reflecting their understanding 
of the current prowess of that university’s teaching and the 
students it was attracting. They would use the usual range of 
financial mechanisms so that an accurate market price for the 
future income stream would be arrived at. 
 
This system would have important advantages for all the parties 
involved in higher education: 
 
Universities could receive up-front lump sums as a major source 
of income7, as with a fee based system.  
 
But unlike with a fee system, they would be rewarded for the 
actual current quality of their teaching, in terms of improving 
their graduates’ earning potential, instead of inaccurate 
assessments of their reputation. They would therefore have a 
powerful and direct incentive to improve their teaching, since 

                                                        
4 Mil ton Friedman, The Role of Government in Education, from Economics and the Public 
Interest, ed. Robert  A. Solo, Rutgers University Press, 1955. Advocates of the English system 
might  say they have adopted what he cal led for, bu t  in  fact he proposed a system where “a 
lender would get back more than his initial investment from relatively successful individuals, 
which would compensate for the failure to recoup his original investment from the 
unsuccessful”. This quite plainly calls for a system where amounts paid are not limited to the 
amount of the loan plus interest, as happens in England. Friedman called for life insurance 
companies to provide the working capital, but developments in financial markets since then 
have broadened the possible types of investor (see footnote 5 below). 

5 An increasingly common practice in other industries known as securitisation. Instead of 
paying back the bond after a set period, or paying interest on it, the issuer commits a stream 
of income to the investor. All sorts of income has been securitised in recent years, from David 
Bowie’s back catalogue sales, to Newcastle United’s ticket sales and income from pubs. 
6 I.e. on the net present value of this proportion of their future income, minus collection 
costs, broker fees, lender’s margin etc. 
7 They could obviously continue to receive endowments, gifts, government grants, 
accommodation and other fees and rents etc. They could possibly also continue to offer the 
option to students to pay up-front fees, though this would have an impact on the bond 
scheme as is discussed more fully in the next section and footnote 12. 
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such a large propor t ion of their  income wou ld depend direct ly on 
it8. 

Students wou ld be among the greatest  beneficiar ies of th is scheme. 
They cou ld look  forward to the prospect  of well funded and 
increasingly competitive higher education in Scotland, tailored 
at  least  in par t  to maximising their income on graduation. 
 
Since their  payment wou ld be based on a propor t ion of fu tu re 
income, they need have no worries about incurring debts to pay 
for  their  h igher  educat ion. If they were to earn lit t le or nothing, for 
however long, they wou ld pay lit t le or  nothing. 
 
Moreover , the h igher  standards encouraged by the compet it ion 
inherent  in th is system cou ld lower overall costs9. Also, as 
universit ies became more effect ive at  generat ing h igher  earnings 
later  in l ife, university courses could become more affordable as 
the proportion of earnings required to pay for higher education 
fell. 
 
Government and taxpayers wou ld be mercifu lly free of much of the 
financial burden and polit ical headaches of funding higher  
educat ion10, par t icu lar ly that  element which was purely of pr ivate 
benefit . Taxes could therefore come down or  public spending be 
t ransferred elsewhere.  
 
Governments might  st i l l  wish to intervene financially to achieve 
what it  considers socially desirable ends. In th is case government 
cou ld provide subsidies for cer tain courses or  types of individual, 
bu t  wou ld need to just ify th is much more clear ly to the taxpayer  – 
no bad th ing for  democrat ic accountabil ity. 
 4 �6@KJL�A� *NM ����'��GE2�:(-����(�� � 	 4 (>8 �O) �QP$(+�SR
 
As we have seen, Students wou ld have to pay nothing towards 
tu it ion immediately, nor  wou ld they have to take ou t  loans to pay 
back  in the fu tu re. They wou ld only have to pay a propor t ion of any 
fu tu re income. Nobody, whatever  their  background, need be pu t  off 
by the fear  of debt. 
 
 

                                                        
8 Th is is not  to say, however, that they need be beholden to cou rses that generated high-
earning graduates. Universities could continue to cross-subsidise cou rses which were 
deemed to be academically worthwhile. Nonetheless i t  wou ld focus at tent ion on the value of 
part icu lar cou rses, encou raging philanthropic, industry or government grants to assist ‘non-
lucrative’ courses where justified. 
9 For example by shortening the length of time needed to acquire a degree. Paid-for further 
education courses are often much shorter and more intensive. 
10 Though they may still wish to provide maintenance grants. 
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The Cost Based On The Current Situation 
 
On current  figu res, something like 2% of graduates' earnings 
wou ld be needed for  universit ies on average to match their  cu rren t  
income11. Just  3% wou ld mean a huge increase in funding for  
Scot land's universit ies, enabling them to compete with the wor ld's 
best . This is only a star t ing point , bu t  shows that  the universit y 
bond scheme is affordable. 
 
How The Costs Might Vary 
 
In pract ice a number of var iables to th is figu re cou ld apply over  
t ime, depending par t ly on how the scheme was structu red. 

 
·  If universit ies charged different  amounts to reflect  the cost  of 
courses, the percentage wou ld vary accordingly; 

 
·  Endowments or  grants applied to par t icu lar  courses might  
lower the percentage; 

 
·  As graduate wages increased, either  with economic growth or  
with improved teaching, the percentage cou ld come down; 

 
·  If caps were placed on the total amou nt payable (to avoid 
excessive payments for  h igh earners) or  thresholds to restr ict  
payments by low earners, the percentage wou ld go up. 

 
·  The length of t ime over  which payments were made wou ld 
affect  the percentage. 

 
·  Higher  educat ion cou ld become more efficient  under the 
impact of compet it ion, reducing its costs and therefore the 
percentage needed. 

 
·  Internat ional and domest ic compet it ion  to at t ract  the best  
teaching staff and develop super ior  facil it ies cou ld push the 
percentage higher . 

 
·  A fu r ther  var iable might  depend on whether  upfront  fees 
remained as an opt ion to students for  paying for  their  courses12.  

                                                        
11 Est imate based on data from the 1997 Dearing Report . Since graduates already pay tax to 
fund higher educat ion under the exist ing system, the net  increase in  payment would be 
considerably less. 
12 One possibi li ty is that  the most able students, confident  of fu tu re high earn ings, wou ld 
opt  for a flat  fee payment, thus restr ict ing their  fu tu re l iabi li ty. Such a ‘fl ight ' of top students 
cou ld force up the percentage, causing fu rther exit  from the system, possibly undermin ing it 
altogether. If this happened the university or government cou ld insist  on the fu tu re income 
method of payment for all  students as a universal method of funding. But  there is good 
reason to believe that  a natu ral balance could be found, leaving students freedom of choice 
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It  is clear  that  compet it ion from the rest  of the UK and 
internat ionally will render the current  set t lement of funding higher  
educat ion in Scot land unsustainable if we are to uphold excellence 
in our  universit ies and colleges. 
 
New sources of money must be found. Fees threaten to deter  the 
poorest  and do not  reward universit ies for  their  cu rrent  
per formance so much as their  repu tat ion. A graduate tax wou ld fai l  
altogether  to encourage high standards and wou ld be too easy to 
avoid. 
 
Basing university finance on  graduates' fu tu re income solves these 
problems of finance, incent ive, reward and deterrence. It  offers 
Scot land and its Execu t ive the chance to remodel h igher  educat ion 
in a way that  will give Scot land and its universit ies major  
compet it ive advantages over  other  countr ies and their  inst itu t ions.  
 
The implicat ions for  our  economic per formance and cu ltu ral well-
being are excit ing and far  reaching. This chance shou ld be seized. 
 
Ben Reilly read Financial Economics at the University of St 
Andrews, graduating in 2004. While a student he was president 
of the University Labour Club. Before graduating he was 
elect ed t o be t he St uden t s’  Associat i on  Di rect or  of 
Represen t at i on , responsible for  a range of  pol i cy  areas, 
i ncludi ng educat i on  funding. For  t he academ ic year  2004-05 
he was Convenor  (Presi den t ) of  t he Coal i t i on  of  Higher  
Educat i on  St uden t s i n  Scot land. 
 
 
 
 
 
 
 
 
 

                                                                                                                                                 
as to how they finance their fu rther education. After al l , many talented students wou ld sti ll  
prefer the bond option, with  i ts guarantee of affordabili ty and more accu rate link  to the 
quality of teaching. And fees wou ld have to be set  to cover any short fal l  in bond income, so 
wou ld r ise i f bond sales fel l  too much, counterbalancing any excessive swing in  favou r of 
fees. 
 
It  cou ld be worth  experiment ing with  fees and bonds running side by side in  certain  colleges 
or for certain  cou rses before ru ling fees ou t  altogether. 
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What we have in Scot land is very similar  to the English system 
before top-up fees. The money from the Scottish Executive’s 
Enterprise and Lifelong Learning Department (SEELLD) is 
distributed in two main ways. All of the subjects taught at 
Scotland’s universities and Higher Education Institutions (HIEs) 
are split into 13 “subject groups”.13 Universities receive money 
from the Scottish Funding Council based on the number of 
students that they have in each of these groups - the Main 
Teaching Grant. The number of students they are allowed to have 
is limited by the Funding Councils, who make their decision based 
on guidance from the Minister. There are also a number of 
Widening Access Grants: money that is distributed to promote 
politically desirable outcomes and to compensate universities for 
the increased costs associated with teaching certain groups of 
students, such as those with disabilities. Around £565 million is 
distributed in the Main Teaching Grant, and around £22 million in 
the Widening Access Grants. 
 
Universities receive part of their income for teaching EU students 
through these grants and the rest through tuition fees, currently 
£1,175 a year. For Scottish Students and those from the rest of the 
EU, this is paid by the Student Awards Agency for Scotland (SAAS). 
Even though the SEELD pays for Scottish and EU students which 
means that there is no effective difference for most students, there 
is still a fee for students from the rest of the UK to pay. There were 
5,430 applicants domiciled in the rest of the UK accepted at 
Scottish HIEs for 2004 entry,14 more than 15% of the total. 

The only difference in the amount of money given to institutions is 
in the subjects studied by the students. There is no differentiation 
made for the quality of the teaching delivered. This is in marked 
contrast to the funding system for research, where the lion’s share 
of government funding for universities is targeted to the highest 
scoring research units. 

The Scottish Executive and the Scottish Funding Councils (SFC) 
know that the quality of teaching must improve, so they have been 
supporting a new regulatory environment for higher education in 
Scotland. In the 1980s and 1990s the desire to ensure value for 
money led to inspections of universities based on the quality of 
teaching in individual subject areas, Quality Assurance. These are 

                                                        
13 Cl inical and Veter inary Pract ice, Conservatoire Music, Engineering and Technology, Science 
Compu t ing and In format ion Science, Pre-clinical, Creative Arts and Hospitali ty, Educat ion, 
Other Health  and Welfare, Bu il t  Environment, Mathemat ics, Stat ist ics and Operational 
Research, Humanit ies, Languages and Business &  Social Sciences. 
14 Sou rce: SEELD Consultation on Cross-Border Flows. 
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cont inu ing in England, bu t  with a planned reduct ion as there is a 
belief that  the market  that  is being created with top-up fees will 
allow the state to play a much smaller  role. In Scot land, we have 
what is known as Enhancement  Led Inst itu t ional Review (ELIR). 
With ELIR, Quality Assurance is left  to the individual inst itu t ion  
and external reviews are of the inst itut ion as a whole, not  the 
individual subjects. These reviews look  at  the inst itu t ion 's 
processes for  assur ing quality and examine what is being done to 
enhance provision. With in the context  of what is essent ially a state 
funded higher  educat ion system with  no provision for  different ial  
funding, th is is possibly the best  system for  ensur ing value for 
money.  

However, no matter  the qualit ies of the ELIR system, it  does not  
reward universit ies financially for  enhancing the quality of the 
teaching, nor  does it  reward universit ies that  produce graduates 
who contr ibu te more to the economy. It  is a system that  is more 
su ited to providing educat ion to a small number of people for  the 
purpose of academic knowledge, rather  than prepar ing a large body 
of students for  employment  in the current  knowledge based 
economy. 

 

 
  


