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RESULT #1: ICLS EVALUATION & ROLE OF MORAL HAZARD AND GE

We study effects of the reform by comparing outcomes between different stationary equilibria (w/o accounting
for transitions). We find that the reform:

e generates a welfare improvement equivalent to 0.82% increase in consumption in every period,
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RESEARCH QUESTION & KEY TAKE-AWAYS

What are the welfare effects of the reform introducing income contingent loans (ICLs) in US?

e By insuring dropout and labor income shocks, the reform increases college enrollment and graduation.

e The reform triggers moral hazard by reducing incentives for educational effort and labor supplied
(insurance-incentives trade-off). We show that these distortions are mild. e by reducing riskiness of college education, it triggers higher enrollment and graduation,

e The endogeneity of skill premium crowds-out a substantial share of ICLs positive impact. Hence, these = ©® 1S 1Ot self-financing, but requires a tiny increase of labor income tax rate,

long-run general equilibrium effects are relatively important to account for by policy-makers. e triggers a 4% reduction in skill premium due to increased supply of skill,
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e allows for more leisure (lower labor supply).
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man capital H to produce using Y = K¢H!~<:

— H aggregates imperfectly substitutable high-
and low-skilled — endogenous skill premium.

— Dropouts work as low skilled labor (but earn
wage premium over high school graduates).

e General equilibrium effects through market prices.

e Incomplete markets (only self-insurance and ad-
justments in labor hours available).

e Government raising tax revenue to finance student
loans (net of repayments), collge subsidies, pen-
sions & wasteful consumption.
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CALIBRATION

We calibrate the model in stages:

e First, we set externally a number of parameters
based on literature and institutional setup in US.

e Second, we use micro-data from NLSY and
PSID to estimate the labor productivity process
over life-cycle separately for each education group
(graduates, dropouts and high school).

e Third, we derive further moments from NLSY,
PSID, CPS and literature and employ Simulated

Method of Moments to finalzie the calibration. We
target 18 moments with 15 parameters.

Validation:
e The fit of moments matched is very good.

e We match well a number of non-targeted moments,
such as the mean number of hours spent studying,
overall progressivity of the tax system, and life
cycle patterns.

e We show that responses of enrollment and gradu-
ation margins in 2 experiments (increasing subsi-
dies and borrowing limit) compare very well with
evidence from the applied literature.

Role of moral hazard: Role of GE effects through skill premium:

e Reform triggers an insurance-incentives trade-off. e Reform increases supply of high skilled workers.

e In the college: lower incentives for exerting educa- e This reduces the skill premium, providing addi-
tional effort. tional redistribution and insurance through market

e In the labor market: lower incentives for supplying  forces.

labor (since repayments are income contingent). e As such, GE effects compete with the ICL reform.

e Controlling for both sources of moral hazard in- e Controlling for endogeneity of skill premium raises
creases the welfare impact of ICLs only by 20%.

the positive impact of ICL reform by 40%.

The reform affects newborn population differently, depend-
ing on agents parental wealth and in-born ability.

e We find that all agents benefit from the reform (upon aver-
aging out heterogenous college taste).

e The reform allows for higher college enrollment among the
13 most risk averse agents.
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