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The Founders

Felipe Vergara was born in Barranquilla, Colombia. His father, Eduardo, was an
entrepreneur who started several businesses, but his most successful one was a leather goods
company, marketing its products mostly to customers from Europe. After the European
currencies had been devalued in the 1980s, the venture struggled. Eduardo Vergira hoped that

fulfillment both in tutorlng others in math and science,
fluently.

where he taught a class in corporate
bank.

chool of Business Administration at the University
shere he was fascinated by the pervasive entrepreneurial
ergara obtained a loan from Colfuturo, a Colombian
bian nationals to study abroad each year.

Wharton The ¢ompany, Ulatina.com, never took off. Vergara commented “We spent too much
time workifg out the business plan and financing model and not enough time executing
anything.” Ulatina.com was a painful lesson in sound and timely implementation.

Exhausted and uncertain about his future, Vergara thought a lot about what he really
wanted to do in life and what he valued most. Commitment to education and entrepreneurship
had always been a central part of his life, and even though his e-learning company had failed, his
passion to help others learn was stronger than ever. As Vergara said:
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For me, a turning point was when my Internet company failed, and my partners
quit. I was in New York with depleted savings and no steady source of income,
but I said to myself, “I really want to be an entrepreneur.” This commitment has
been a fundamental thing for me. I see entrepreneurship as something you do long
term; it’s not something you do for a year.

he education
on several
consulting assignments, which had a focus on education. He worked, en 2 projects,
including one for his alma mater. He designed and developed a in Ay san vegsion of

While he explored various possibilities for creating a new venture

Miguel Palacios grew
economist, served as president
congress. In his teens Palaci

al bank, as finance minister, and a member of
hool, Coleglo Los Nogales where students

Sigma, a stBsidiary of the Angelini Group, one of Chile’s largest conglomerates. Palacios and
other young professionals performed internal consulting for the conglomerate’s various business
activities, such as oil distribution, insurance, power utilities, and fisheries.

One day in 1997, Palacios and his coworkers were discussing the so-called “Bowie
bonds,” issued by British rock star David Bowie and purchased by the Prudential Insurance
Company of America. Unlike traditional asset-backed bonds, Bowie bonds were backed by the
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royalties of the performer’s current and future albums.' The 10-year bonds allowed Bowie to
collect $55 million up front, instead of waiting for royalty checks to trickle in over the years, and
paid Prudential an annualized interested rate of 7.9%. What was unique about the arrangement
was the fact that it converted Bowie’s future income into tradable commodities. Palacios and his
colleagues were fascinated by that financial innovation. “If Bowie can use his future income to
generate cash up front,” Palacios wondered, “wouldn’t it be great if we could do-that to pay our

MBA program.

Soon after graduation in 2001,
Institute, which enabled him to foct
education, including human capite

income. Hry"proposal sparked discussions in the United States and the United Kingdom, which
led to the creation of a new kind of debt instrument, namely income contingent loans (ICL). In
the United States, several private universities including Yale, Harvard, and Duke, created ICLs,

! Jay Mathews, “Securities Oddity: The Bowie Bond; With Asset-Backed Debt, the Rock Star Plays a Financial
Instrument,” Washington Post (6 February 1997): CO1.
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but those programs were discontinued when federally funded loans became widely available in
the 1970s.?

ICLs were not what Friedman had in mind when he envisioned using equity investments
to finance higher education. It wasn’t until the financial developments of the 1980s and 1990s
that entrepreneurs were able to revisit Friedman’s original idea.

HCC:s Revisited and the Arrival of MyRichUncle

The advent of the mutual fund industry and the possibility 0
them in parts created an opportunity for the development andim

q affected his or her
return only marginally, and lower risk for investors ‘ ing for students.

champion, entrepreneur Roy Chapma#, Q, Forbes publishedan article on Chapman and his
company, Human Capital Resgurces '

bsponse confirmed that there was a significant market for their product.
y’s investment, the students who signed the contracts committed to
from 0.1% to 0.4% of each (United States dollars) US$1,000 of their future
ith repayment periods of 10 to 15 years. lempower capped the aid amounts so

that no ohg world pay more than 15% of his or her future earnings.’

* Miguel Palacios Lleras, Investing in Human Capital: A Capital Markets Approach to Student Funding,
(Cambridge: Cambridge University Press, 2004): 41-47.

3 Palacios, 48.

* Randall Lane, “Colsobs,” Forbes (4 November 1996): 44.

> Aaron Donovan, “Education as an Investment. Really,” New York Times (6 January 2002): 7.
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The entrepreneurs not only showed that HCCs could be implemented, but they also took
the first step to develop a market that gave more options to students seeking funds and investors
seeking returns.

While the idea of using HCCs has advanced noticeably in the United States since
Friedman first proposed it, the concept was received with mixed emotiong\ts opponents

proponents of HCCs contended that HCCs were voluntary agreemesnt
adults, and thus fell under the category of free contracts. They also hayed hy capital
contracts’ potential to create equality of opportunity by enablin} st@ts rom
backgrounds to access higher education.

The Genesis of the Entrepreneurial Venture

A chance to give bright, lower-income students access to their future income in
advance—thus preventing human capital from being squandered—was extremely appealing to
Vergara. As he said:

® Patricia H. Werhane, “The Ethics of Human Capital Contracts,” 4n Executive Briefing on Financing Human
Capital, (Charlottesville: Darden Business Publishing, 2004), 39.
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The need was clear. I knew intuitively that HCCs could meet that need; we
could create a sustainable system that would allow people to go to college. I
also knew that if we helped people get higher education and increase their
income, we could charge a percentage of that income and make a living. I knew
it was a once-in-a-lifetime opportunity.

Vergara realized early on tha ‘ D
years of 51gn1ﬁcant investment o and a variety of ways to bridge the funding

lishdd polyglot, he decided to start a language

fund. -
United States, dnd the idea could work anywhere. As Colombian citizens, they were drawn to
Latin America, but they knew the region posed serious challenges to the successful
implementation of HCCs. Ironically, it was the developing economies where the need for
financing higher education was most pressing and where HCCs could fill a hole in the market.

After their initial research, they chose Chile to launch their pilot fund, mainly because of
its stable political and economic environment. In addition, the demographics and behavior of its
student population made Chile a good candidate from a collection standpoint. Moreover, the cost
of higher education in Chile was relatively high compared to countries such as Brazil and
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Argentina, where tuition at some of the best universities was heavily subsidized by the
government. The fact that Palacios had worked in Chile and had many professional contacts
there made Chile an even more attractive option to them.

Vergara’s early market research indicated that Chile’s higher-education system was
growing fast, both in scale and cost. Moreover, while the annual market for fiffancing tuition
hovered around $800 million, funds available to students were insufficient §nd\inefficiently

s not a perfect market—the
d other countries. But Vergara

siQs Was Rusy 'entlfymg potentlal investors in the funds Vergara S
9 !

/ percent of those surveyed at Universidad de Chile, Universidad Catolica, and
Universidad Adolfo Ibanez found HCCs to be an attractive option and expressed strong interest
in HCCs as\n alternative method for funding their education. (The team leader, Gonzalo Labbe,
ended up being funded by Lumni.)

On the investment side, the research confirmed that returns on individual students varied
according to their chosen career, university, region, and social background, with certain fields

7 Felipe Vergara, “Human Capital Contracts in a Developing Economy,” An Executive Briefing on Financing
Human Capital, (Charlottesville: Darden Business Publishing, 2004), 136.
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offering generally good returns overall. For example, an engineer from a reputable Chilean
university was expected to earn an equivalent of approximately US$16,000 per year, which was
about four-and-a-half times what a high school graduate earned, and more than five times the
annual tuition cost. (See Exhibit 2 for higher-education expenses in Chile.) The founders
believed that in addition to being a sound investment, investing in human capital funds would
give investors an opportunity to do good by assisting their fellow citizens in trarf§forming their
lives.

Legal contracts

“We have this problem in Ck
another country and try to-t

legal tea
first 60

less comwyon i Chile than in other countries in the region. To ensure students understood their
obligations;hey were required to sign an expensive promissory note. In case of student fraud,
Lumni reserved the right to denounce the students to the credit bureau and to start a judiciary
process.

Lumni’s legal team had expertise in contract design and enforcement; collections of
commercial and student loans; and venture capital investments. It took approximately a year to
draft and refine two separate contracts. One contract, called the financing contract, was between
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the students and the fund management company, Lumni. The other—the fund management
contract—was between investors and Lumni, Inc.

While Vergara was working with lawyers, he and Palacios simultaneously leveraged their
Chilean contacts to build the Chilean board of directors. They met several wealthy, influential
people, who were concerned about the increasing gap between the rich and poef\in Chile, and
who believed that one of the best ways to curb income disparity was to make X
widely available. Lumni’s product particularly appealed to those individyals,™a
expressed interest in supporting the start-up.

Student selection and fund design

economics, and industrial engineering.

Vergara used various approaches
aid officers, class presidents, and the dga
mails to some groups of students and
student team had conducted
candidates.

mgs, based on school and program. In addition to
grgara’s main criterion was students’ integrity, which he

ere highly regarded universities in the marketplace. All students—business
mists, and industrial engineers—were no more than 24 months away from
graduating.Mhe fund was structured as a for-profit to finance 50% of the last year’s tuition. The
candidates to be financed committed to pay approximately 3.4% of their income (the percentage
was different for every student) for 60 months of work after graduation.

Raising money

Initially, the founders agreed to follow Vergara’s approach and bootstrap their business.
Besides forgoing salaries, Vergara and Palacios funded initial expenses out of pocket. They also
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used volunteers and the sweat equity approach to get the work done. Once the pilot fund was
designed and the students preselected, however, Palacios and Vergara needed to raise capital for
the human capital fund and began the fundraising process for Lumni Chile. Their list of
prospects included family members, friends, and other private investors they identified through
personal and professional contacts.

In June of 2002, the entrepreneurs did a marketing presentation to AngdJini\ Group’s top
executives, including Palacios’ former boss, Patricio Tapia, the chief fingz officgr (CFO) of
one of the holding companies. The six people they targeted responded 1
of investing in human capital and committed enough money to laune
students, with each student receiving the equivalent of US$1,508
return on Lumni’s first fund was 12% in real terms, but what

2

no.

Growth Opportunities

In October 2002, Felipe

e With the pilot fungn ) ontinue with Lumni’s initial strategy and
scale the model agross  Latin America and elsewhere? With no
funding for ' - i
Vergara and tesysshe had fecruited through personal contact were making

S by , and Mexico. Vergara was already experiencing the
rs, who tended to lose interest and drive after the initial

in raising an equivalent of $3 million (in U.S. dollars), did Lumni have enough
management capability to successfully run such a large fund, while continuously
developing and fine-tuning its systems and processes? Palacios, Lumni’s cofounder and
board member and the brains behind the product, was considering scaling down his
involvement with the company and was applying to PhD programs, intending to enter one
in the fall of 2003.
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From the start, Vergara was deeply involved in all aspects of the business. He codesigned
and managed the pilot fund; worked on the systems and processes; interviewed and
selected potential candidates for funding; and worked with lawyers on legal contracts.
Moreover, Vergara’s other entrepreneurial pursuit, Primera Languages for Business,
which was his main source of income, was growing, and balancing work between the two
start-ups was increasingly challenging. In October 2002, the fledgling Ldni Chile had
only one fund manager. The question on Vergara’s mind was: How shduld\he go about
building a strong management team?

While he tried to address those pressing questions, Vergara d >sight Qf the big
picture. Lumni’s vision was to revolutionize the way educagion anced\globally by
creating an efficient, large-scale, merit-based market. H thay?

@@s
QS
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Exhibit 1

FELIPE VERGARA AND LUMNI:
LAUNCHING AN INNOVATION IN A DEVELOPING ECONOMY

Example of Human Capital Financing

Year 1 2

Amount ($) (1) 5,000 6,0

% of income per $1,000 (2) .55 S Q 4
% of income committed [(1)/1,000 x (2)] 2.75 (3\
Accumulated committed % of income ( 2;5\7 \3\Q>

income per $1,000 dollars provi
If John ends up financing

$4,860 annua

Palacios, 55-56.
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Exhibit 2

FELIPE VERGARA AND LUMNI:
LAUNCHING AN INNOVATION IN A DEVELOPING ECONOMY

Chile: Higher Education Expenses Borne by Parents and Students
First Degree, Academic Year 1999-2000

(national currency converted to U.S. dollars by 1999 purchasing power R

USS$1 = CLP190.10 [Chilean pesos])

UVA-ENT-0083

Public
Low Moderate odera
Public Public Private
Special one-time or CLP20,000 CLP30,000 LP50,000
up-front fees US$105 USS$158 NS$263
g Tuition CLP850,000 | CLP 1,4 CLP1,600,000
g US$4,470 US$8,417
&
;;:1 Other fees n.a.
E Books & other 00,000 CLP 130,000
= educational expenses US$526 US$684
£
= CLP1,490,000 CLP1,780,000
~ US$7,838 US$9,364
CLP300,000 CLP800,000 CLP800,000
S$1,578 US$4,208 US$4,208
CLP200,000 CLP250,000 CLP250,000
US$1,052 US$1,315 US$1,315
CLP70,000 CLP90,000 CLP90,000
US$263 US$368 US$473 US$473
CLP100,000 CLP130,000 CLP150,000 CLP150,000
US$526 US$684 US$789 US$789
CLP270,000 CLP700,000 CLP1,290,000 CLP1,290,000
US$1,420 US$3,682 US$6,785 US$6,785
Total Cost to Parent| CLP1,200,000 | CLP1,850,000 CLP2,780,000 CLP3,070,000
& Student US$6,311 US$9,732 US$14,623 US$16,149

Source: http://www.gse.buffalo.edu/org/inthigheredfinance/

Low Public: typical community college tuition, living at home with parents. Moderate Public: moderate
public tuition, living in dormitory or shared apartment. High Public: high public tuition, living as an
independent adult. Moderate Private: low private tuition, living as an independent adult.



