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Planning for Tomorrow:
The Texas Guaranteed Tuition Plan

In December 2009, the state’s prepaid tuition
program, the Texas Guaranteed Tuition Plan
(TGTP), will change the way it allows enrollees
to collect refunds on canceled contracts.

Under the new system, contract holders who
pre-pay for their children’s tuition and fees will
only be eligible for a refund of their principal
investment, minus administrative fees.* Cur-
rently, policyholders are able to collect their
original investment plus earnings based on the
rate of tuition inflation over the life of the con-
tract, minus administrative fees.

The Texas Prepaid Higher Education Tuition
Board’s decision to change the refund policy
—which is explicitly allowed in the contracts
that every parent signed upon joining the
program’—came about, in part, as a result of
the program’s pending insolvency.

As early as 2015, the program could run out
of money to pay contract benefits, according
to the Texas Comptroller. Were this to happen,
the Legislature would have to directly fund the
program to the tune of $65 million in 2015
and $434 million in the 2016-17 biennium.
By 2030, the TGTP would likely face a budget
shortfall of up to $2.1 billion.!

The program’s financial woes have worsened
due to a sagging economy, higher-than-expect-
ed tuition inflation, and a depreciation of assets.

However, board members have been quick to
recognize the magnitude of the TGTP’s finan-
cial difficulties and have taken prompt action
to begin to stabilize the fund while continuing
to meet its program obligations.

A Guaranteed Rate of Return
Parents with the wherewithal to buy into the
program saw tremendous risk-free growth in
their investments, particularly as the cost of tu-
ition at public universities has surged in recent
years.

It is hard to believe that the Legislature intend-
ed the TGTP to be an all-purpose, taxpayer-
guaranteed savings plan and that voters ap-
proved it for that purpose. Yet that is exactly
what it has turned out to be.

The constitutional amendment adding the
program to the state’s Constitution is quite
clear; the goal is “to encourage persons to plan
and save for young Texans’ college education,
to extend the full faith and credit of the state to
support the Texas Tomorrow Fund of the pre-
paid higher education tuition program, and to
create the Texas Tomorrow Fund as a constitu-
tional trust fund™

However, the system’s current rules encourage
people to use it as a constitutionally guaran-
teed investment vehicle.

" Cost of administrative fees vary according to payment method. For contracts purchased in a lump-sum agreement,
purchasers are required to pay a $25 cancellation charge plus a $20 fee. For contracts purchased in monthly
installments, purchasers are required to pay a $25 cancellation charge plus a $36 fee.

TThe program’s Master Agreement states that “program provisions may be amended by the Board from time to time if the

Board determines it is in the Program’s best interests!”

continued on next page
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10-Year Investment Under Current Refund Policy
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When one compares the 10-year growth from the states pre-
paid tuition program versus that of an investment in the S&P
500, the egregiousness of the program’s current refund policy
becomes even more obvious.

A person who purchased a contract in September 1999 at a
cost of $12,409 could cancel their contract today under the
current refund policy and collect $29,404—a return on in-
vestment of 9.01 percent per year compounded, with a gain
of 137 percent over 10 years.’ By contrast, investors who put
the same amount of money—$12,409—into an S&P 500 in-
dex fund 10 years ago have seen a negative rate of return,
with their investment worth only $11,458 today.*

The New Refund Policy

The board’s decision to change the TGTP’s refund policy
will not only help reduce costs by over $60 million,” but it
will also address the use of the prepaid tuition program as

a government-operated investment vehicle with a taxpayer-
guaranteed rate of return.

Though the plan will no longer provide windfall investment
returns, plans under the new rules would still outperform an
investment in the S&P 500. A $12,409 lump sum contract
purchased 10 years ago under the new refund policy would
be worth $12,359 today, while a contract purchased under
the program’s monthly installment plan would be worth
$12,030. To be fair, it is plausible to select past data points
where the S&P 500 outperforms the returns of either plan
under the new rules; but as it stands today, the data indicates
otherwise.

Ultimately, the board has a responsibility—both to the ben-
eficiaries and to the taxpayers—to keep the program finan-
cially sound. Doing otherwise threatens the program’s long-
term viability and the taxpayers who support it. %

Endnotes

! Letter from Texas Comptroller of Public Accounts Susan Combs to State’s Leadership, June 10, 2009.
2 Texas Legislature Online, House Joint Resolution 8 (17 Feb. 1997) http://www.legis.state.tx.us/tlodocs/75R/billtext/html/HJ00008F. htm.

* Letter from Texas Comptroller of Public Accounts Susan Combs to State’s Leadership, June 10, 2009.

* Standard & Poor’s Reports August 2009 Index Returns (1 Sept. 2009) http://www?2.standardandpoors.com/spf/pdf/index/tr.pdf.
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