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POLICY RATIONALE

Fewer than one-half of all college-qualified high school graduates from low- and moderate-
income households are expected to earn a bachelor’s degree within eight years of graduation.!
Rising college costs, combined with major policy changes in financial aid, have made college less
affordable for today’s generation of young people.

Over the course of a generation, our nation’s financial aid structure has become a debt-for-
diploma system as policy changes have shifted priorities away from grant-based aid toward loans,
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programs have increasingly focused on reducing the financial burden on middle-income families.
Between 1994 and 2004, spending by the states on need-based scholarships for undergraduates
increased by 95 percent, while spending on merit-based aid increased by 350 percent.” Similarly,
universities have begun using more of their financial aid resources to attract the best and brightest
students—allocating an ever-greater percentage of aid dollars to students who could afford college
without financial assistance. Between 1995 and 2003, institutional grant aid for students from
families with income below $20,000 increased 50 percent, while awards to students from families
above $100,000 grew 227 percent.® As a result of unmet need, the highest achieving students from
poor backgrounds attend college at the same rate as the lowest achieving students from wealthy
backgrounds.” Or to put it more coarsely: the least bright wealthy kids attend college at the same
rate as the smartest poor kids.

POLICY DESIGN

The Contract for College would unify the existing three strands of federal financial aid—grants,
loans and work-study—into a coherent, guaranteed financial aid package for students. Grants
would make up the bulk of aid for students from low- and moderate-income families. The Contract
would recognize the important value of reciprocity—so part of the Contract for every student
would include some amount of student loan aid and work-study requirement. The Contract would
re-orient federal aid back to a more grant-based system and ensure that students from all financial
backgrounds have the upfront knowledge and understanding of the amount and type of financial
aid that will be available during their entire course of study.

The key design elements to the Contract for College are featured below, including how existing
federal policy and programs would be refashioned under the Contract system.

» The grants provided under the Contract would adapt the current Pell Grant system to be
funded as an entitlement. One of the major weaknesses of the Pell Grant program is that it
has been consistently under-funded, resulting in lower grant amounts than the maximum
allowed by the law.

» The Contract would provide a work-study allotment for each student to help cover one-
eighth of the costs of college if they accept the other forms of financial aid. Under the
present policy many eligible students can not participate in the program because their
institution received insufficient funds to cover everyone who qualified.® A goal of this
program should be to pay students wages that will allow them to earn their allotted work-
study funds by working 15 hours per week or less, a threshold that has been found to not
affect their academic performance.’ As articulated by President Obama, institutions should
ensure that at least 25 percent of the college work-study funds they receive are dedicated to
public service jobs.” These jobs would allow students to contribute to their communities
and give them the opportunity to explore academic interests or career options.
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The amount of loan aid available to students through the federal loan program would be
based on the remaining cost of college after grant- and work-study aid is taken into account.
For students from families whose income is high enough to make them ineligible for grant
or work-study aid, the annual maximum loan amount will be $10,000 in unsubsidized
loans.

The Contract for College would significantly reduce the amount of debt students incur to
fund their education. However, students would still accumulate considerable debt over
four years, which can negatively impact their ability to save for the future or to choose a
career in the public or non-profit sector. The Contract would incorporate aloan forgiveness
plan that would eliminate $5,000 of federal loans for each year that a graduate works at a
non-profit or public sector job, up to a lifetime maximum of $20,000. This program would
effectively serve to offset the lower salaries, relative to the private sector.

Students would be awarded aid for enrollment in any 2- or 4-year public institution. The
amount of the total aid package would be based on national average tuition, fees, and
room and board costs at those public institutions. Students wishing to enroll in private
institutions would be provided a financial aid package equivalent to the average costs at a
4-year public university. Dependent and independent students would be treated the same
under the Contract.

An important component of the Contract for College would be to ensure that families have
early knowledge of the financial resources available to their children to attend college.
Using information collected by the IRS on tax returns, the Department of Education would
send all households with students in the 7™ grade and above a notice of their Contract
for College that estimates their aid package using the average cost of attendance at public
4-year institutions and their household income. Alerting students and parents about the
amount of student aid available would help ensure all families understand that college is
affordable and within their reach from an early age.

To hold down the long-term costs of the Contract for College, this plan assumes that
in return for the increased federal investment in higher education, states will agree to
maintain their current spending on higher education and hold tuition increases to the
overall rate of inflation or less.
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