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S TUDENT DEBT has reached the top of the national agenda, thanks
in part to the significant expansion in the stock of outstanding stu-
dent loans over the past decade. There is now $1.3 trillion in federal
student-loan debt outstanding, up from $441 billion just a decade ago.
The increase is a function of rising college costs, increases in student
enrollments, and the expansion of federal loan programs. Over that
period, total enrollments in post-secondary education grew from 175 to
203 million students.*®

The federal role in higher-education lending has expanded signifi-
cantly since the first federal loan program was authorized in 1958 as
part of the National Defense Education Act. The Higher Education
Act of 1965 created the Guaranteed Student Lending Program, which
made low-interest loans to needy students. In 1978, the Middle Income
Student Assistance Act expanded eligibility for guaranteed loans
to middle-income students. In 1980, Congress created a federal loan
program for parents of undergraduates (Parent PLUS), and in 1992,
policymakers eliminated annual and lifetime limits on Parent PLUS
loans and authorized the unsubsidized Stafford Loan program, which
allows all students to borrow federal loans regardless of their financial
circumstances. In 2006, Congress created the Grad PLUS loan program
which effectively removed any limit on the amount graduate students
could borrow.

A series of higher-education tax benefits were created as part of the
Taxpayer Relief Act of 1997 (Hope Scholarship, Lifetime Learning Tax
Credit, student-loan interest deduction, and others). Lawmakers have
expanded these benefits many times since then, most recently with the
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American Opportunity Tax Credit in 2009. The benefits now total over
$20 billion in annual aid.

The resulting system of loans and tax benefits is complex, sprawling,
and increasingly important to the federal budget. The size of federal loan
programs has experienced remarkable growth, thanks in large part to the
proliferation of programs and the expansion of enrollments over the past
decade. In the 2001-2002 school year, the Office of Federal Student Aid at
the Department of Education disbursed $36 billion (in current dollars)
across 9.4 million loans. By 2o11-2012, those totals had reached $106 billion
and 22.8 million. Disbursements and borrowing declined somewhat after
that peak, but in 2015-2016, FSA still handed out $94.7 billion through 17.3
million loans. Even after adjusting for inflation, the amount of federal
loan disbursements increased 44% between 2004-2005 and 2015-2016.%7

More troubling are the trends in delinquency and default. There are
currently more than 8 million people in default on their federal student
loans, and estimates suggest that over 40% of all borrowers who are ex-
pected to repay have defaulted, are delinquent, or are in forbearance or
deferment.’® Other research shows that the “effective delinquency rate”
on student loans, after eliminating borrowers who are still in school or
in a grace period, is about 300.%

Meanwhile, tuition prices continue to increase, forcing more and
more students to rely on federal loans to finance their education. The
sticker price of tuition at public four-year colleges—after accounting
for inflation—has more than tripled since the early 1980s. At private
nonprofit colleges, the sticker price of tuition is 2.5 times higher. Net
prices—what students actually pay after subtracting grant aid and tu-
ition discounts— have not risen as much thanks to an influx of federal
grant aid, but stagnant family incomes mean that the price of college
is consuming a larger chunk of family incomes each year. While there
is significant scholarly debate as to whether the availability of federal
student loans causes tuition inflation, new evidence suggests that they
certainly seem to enable increases in tuition.®

In light of this sorry state of affairs, policymakers should push for
reforms to the federal student-loan program that aim to achieve four
main goals: simplify federal loan programs and repayment options;
make the programs operate more rationally and efficiently; eliminate
wasteful features, with emphasis on those that distort the higher-ed-
ucation marketplace; and ensure that the program distributes public
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resources in a fair manner to those who need them most, especially
students from low-income families.

With respect to the tax benefits for tuition, policymakers should aim
to eliminate and better target the budgetary resources (i.e., forgone tax
revenue) that are currently used to fund the tax benefits. We suggest a
number of reforms that simplify or better target federal aid that would
increase taxpayer costs; we also identify places where savings from the
elimination of or a reduction in tuition tax benefits can offset those costs.

A FLAWED STUDENT-LOAN REGIME

The federal government provides several types of student loans to help
promote access to higher education. The common goal among the dif
ferent loans is to allow students to obtain financing for higher education
at better terms than those available in the private market. The programs
entitle virtually all students to loans with below-market interest rates
and flexible repayment options. Furthermore, loans are available to bor-
rowers without respect to income, choice of institution, field of study, or
academic performance (except in limited cases). Loans are available for
short-term certificate programs, two- and four-year undergraduate study,
and graduate study.

As of 2010, all federal student loans are provided through the Direct
Loan program. Loans are issued directly by the U.S. Department of
Education to the institutions of higher education that borrowers attend.
The loans are administered by the Department of Education and private
companies with whom the department has contracted to process loan
disbursements and handle loan repayments and collections.

Unsubsidized Stafford loans are available to all undergraduate and
graduate students. Dependent undergraduate students can borrow up to
their cost of attendance, but no more than $5,500 in their first year, $6,500
in the second year, and $7,500 each year thereafter, and they cannot borrow
more than $31,000 in total. Independent borrowers are eligible to borrow
$9,500 in the first year, $10,500 in the second, and $12,500 in the third, with
the aggregate limit set at $57,500. In order to qualify as an independent bor-
rower, the individual must be over the age of 24, or serve in the military,
be married, or have dependents. Graduate students may borrow no more
than $20,500 each year and $138,500 in total in Unsubsidized Stafford loans.
Borrowers do not need to make payments on the loans while in school.
Loans can be repaid through a variety of plans discussed more below.
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Congress sets the interest rates on Unsubsidized Stafford loans. The
loans carry fixed interest rates that reset for newly-issued loans each
academic year.®' For loans issued in the 2016-2017 academic year, the
interest rate for undergraduates is 3.76%, plus a 1.19 origination fee. For
graduate students the interest rate is 5.31%, plus a 1.1% origination fee.

Subsidized Stafford loans are the same as Unsubsidized Stafford
Loans, except that interest does not accrue while the borrower is in
school and the borrowing limit is lower. Historically, both undergradu-
ate and graduate students were eligible for Subsidized Staftford loans,
but legislation enacted in 2011 (the Budget Control Act) made graduate
students ineligible for newly issued subsidized loans as of July 2012.

A dependent undergraduate student qualifies for a Subsidized
Stafford loan if his or her parents meet financial eligibility require-
ments. Independent undergraduate students qualify if they themselves
meet financial eligibility requirements. For both dependent and inde-
pendent undergraduate students, the limits for borrowing are $3,500 for
the first year, $4,500 for the second year, and $5,500 for subsequent years,
with the aggregate limit set at $23,000.

Interest rates are the same for Subsidized and Unsubsidized Stafford
loans to undergraduates. For loans issued in the 2016-2017 academic
year, the rate is 3.76%, plus a 1.1% origination fee.®

Parent PLUS loans are available to parents of undergraduate stu-
dents. Through the program, parents may borrow an amount up to
the cost of the student’s attendance, which includes tuition, housing,
and other expenses. Unlike with Stafford loans, parents must satisfy a
limited credit check. The loans carry fixed interest rates that reset for
newly issued loans each academic year. For loans issued in the 2016-217
academic year, the interest rate is 6.319%, plus a 4.3% origination fee.

Grad PLUS loans are available to graduate students under the same
terms as PLUS loans for parents of dependent undergraduates. Grad
PLUS loans are meant for borrowers who exhaust eligibility for Stafford
loans. The loans carry fixed interest rates that reset for newly issued
loans each academic year. For loans issued in the 2016-17 academic year,
the interest rate is 6.31%, plus a 4.3% origination fee.%*

Borrowers may repay their federal student loans under a variety of
repayment plans. However, all borrowers are automatically enrolled
in the standard repayment plan when they leave school. They must
opt into any of the others, provided they meet the eligibility criteria.
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Borrowers can opt into any plan for which they are eligible at any point
during repayment and generally can change options during repayment.
Borrowers may also pre-pay (make larger payments than the minimum
required) at any time without penalty.

Federal Student Loan Fixed Interest Rates by School Year Issued

Loan Type 202-13' 2013-14 2014-15 2015-16 2016-17
Undergraduate Unsubsidized

& Subsidized Stafford” 5.46% 3.86% 4.66% 4.29%  3.76%
Graduate Unsubsidized

Std_ﬁbrd 6.80% 5.40% 6.21% 5.84% 5.31%
Grad PLUS 7.90% 6.41% 721% 6.84%  6.31%
Parent PLUS 7900 6.41%  7.21% 6.84%  6.31%

Source: Department of Education
! Last year before enactment of Bipartisan Student Loan Certainty Act of 2013.
* Average interest rate on the two loan types weighted by issuance.

The standard repayment plan is a 10-year plan in which the borrower
makes 120 monthly payments that fully repay the loan and any accrued
interest. Borrowers can make fixed monthly payments or payments that
gradually increase over the life of the loan.

The extended repayment plan allows borrowers with balances of
$30,000 and more to repay over 25 years at fixed or gradually increasing
payments.

The consolidation repayment plan, like extended repayment, allows
borrowers to lengthen the term of their loans, but allows them to do so
with lower balances. For balances from $7,500 to $9,999 the term is 12
years; for $10,000 to $19,999 the term is 15 years; for $20,000 to $39,999
the term is 20 years; for $40,000 to $59,999 the term is 2§ years; for
$60,000 or more the term is 30 years. Borrowers can make fixed monthly
payments or payments that gradually increase over the life of the loan.®*

The Income-Based Repayment (IBR) plan allows borrowers to make
monthly payments based on their incomes if they meet a debt-to-in-
come test. Borrowers may opt into IBR if their payments under that
plan would be lower than payments under the standard (10-year) re-
payment plan. For new and recent borrowers, eligibility and payments
are set at 10% of adjusted gross income after a base exemption that
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increases with household size. This plan is also called “Pay As You Earn”
or “REPAYE”® Unpaid loan balances are forgiven after a set amount
of time depending on the plan—usually 20 years, or 25 years under
some circumstances. Separately, borrowers in either plan qualify for
loan forgiveness after 10 years of payments if they work in a nonprofit
or government job.

TUITION TAX BENEFITS

The federal government provides a number of different tax benefits to
offset college-tuition costs. There are three existing tax benefits for tu-
ition and fees available to parents of students, or to students themselves
if they are independent.

The first is the American Opportunity Tax Credit. It is available to
students in their first four years of school, limiting it to undergraduate
students. Students must be enrolled in a degree program at least half-
time. Students (or their parents) may receive a tax credit up to $2,500,
or 100% of the first $2,000 in tuition in fees and 25% of the next $2,000.
Up to $1,000 of this credit is refundable, meaning the tax filer can claim
it even if he has no tax liability to offset. Eligibility for the full AOTC is
capped for single tax filers earning $80,000 ($160,000 for married filers).
Those earning up to $90,000 ($180,000 if filing jointly) can claim a partial
benefit under a phase-out provision. The AOTC is in law indefinitely; it
does not expire.*’

A second tuition tax offset is the Lifetime Learning Tax Credit,
which allows tax filers to reduce their federal taxes up to $2,000. The
credit is equal to 20% of the first $10,000 in tuition and fee expenses.
Income limits are indexed to inflation, and are set at $55,000 or ($110,000
for married filers) for the full benefit, while those earning above those
amounts but less than $65,000 ($130,000) are eligible for a partial credit
as the benefit is phased out. The Lifetime Learning Tax Credit is in law
indefinitely; it does not expire. Graduate and undergraduate students
may claim the benefit.®®

Third, the Tuition and Fees Deduction allows students or families
to deduct up to $4,000 in tuition and fees from their incomes, reducing
their taxes by their marginal tax rates (e.g. 25% of $4,000 for those in the
25% tax bracket). Students and families do not need to itemize deduc-
tions to claim it. Income eligibility is capped at $65,000 for single filers,
or $130,000 for married filers. Above these limits, a partial deduction

31



UNLEASHING OPPORTUNITY - Part 111

of up to $2,000 is available for those with incomes less than $80,000 or
$160,000, depending on marital status. The benefit has been available
since 2002. It has always been temporarily authorized, but has been
extended multiple times. The last extension made the credit available
through 2016, and lawmakers may still act to make it available for 2017.
Graduate and undergraduate students may claim the benefit.*’

THE CURRENT STATE OF
FEDERAL STUDENT LOANS AND TAX CREDITS

There are several aspects of the current federal student-loan and tuition
tax-credit regime that must be well understood before reforms can be
attempted. There are clear political and ethical motivations behind
each of these policies, but the policies themselves often cause more
harm than good.

To start, federal student loans feature very little underwriting. In
the private sector, lenders assess a borrower’s likely ability to repay the
loan as part of the underwriting process. Federal student loans feature
no such underwriting, though they do place broad limits on which
institutions and types of programs are eligible to receive student loans
(even though graduation and default rates indicate that those standards
are quite low). PLUS loans do feature a basic test of credit-worthi-
ness — borrowers cannot have an “adverse credit history,” including
defaults, foreclosures, or bankruptcies in the last five years—but that
test does not assess a parent or graduate student’s ability to repay.” As
a result, students and parents have access to easy credit, which likely
distorts their incentive to be cost and quality-conscious consumers.

Federal lenders also make credit available to any program at an ac-
credited institution regardless of the price of attendance or the value
of the credential. Indeed, the amount a student and their parents can
borrow is directly tied to the cost of attendance, meaning that institu-
tions that charge more in tuition are able to capture more federal aid.
There are some basic standards that institutions must fulfill, but those
standards tend to be low and ineffective in weeding out low-value in-
stitutions and programs.

Luckily, Stafford Loans have annual caps on borrowing and lifetime
eligibility limits, and those limits are much higher for independent
students than for dependent students (because the latter can rely on
Parent PLUS loans). In contrast, Parent PLUS (and Grad PLUS) loans
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allow for unlimited borrowing up to the cost of attendance to cover
any amount not covered by other federal aid. This gives colleges and
universities greater freedom to raise tuition, and likely encourages some
to do so when loan limits increase.

Though there is plenty of scholarly debate about the so-called “Bennett
Hypothesis”— the notion that the availability of federal grants and loans
enables colleges to increase their tuition—several recent, well-designed
studies have found that access to federal loans and changes in loan limits
do affect tuition prices, particularly at private nonprofit and for-profit
institutions.”" The PLUS programs have received far less scrutiny when it
comes to tuition inflation, but it seems plausible that the lack of annual
or lifetime caps on these loans has had an effect on tuition trends.

Meanwhile, the proliferation of loan repayment options increases
complexity and detracts from successful repayment. Federal Student
Aid (FSA) currently lists eight different repayment plans from which
eligible students can choose. The standard 10-year repayment plan is the
default option, but students can choose the graduated repayment plan
(where payments increase over time), the extended repayment plan
(if their balance is greater than $30,000), the Pay As You Earn (PAYE)
plan, the Revised Pay As You Earn (REPAYE) plan, the Income-Based
Repayment (IBR) plan, or the Income Contingent Repayment plan
(ICR). The number of options adds to the complexity of the repayment
process, and many of the borrowers who would most benefit from in-
come-driven programs are deterred because they must elect into them
by filling out paperwork each year to certify their income. Enrollment
in income-based repayment programs has increased of late, but many
students are still defaulting on moderate amounts of debt, indicating
the high cost of complexity and bureaucratic hurdles.”?

While income-based repayment programs show promise, the ben-
efits of such programs as they are currently designed are skewed toward
high-debt borrowers with graduate degrees, raising costs but not solving
problems. Existing income-based repayment programs allow all stu-
dent borrowers, including graduate students with PLUS loans (which
allow for unlimited borrowing), to tie payments to their incomes and
have any outstanding balance forgiven after 20 years (10 if they work in
a“public service” job, a category that includes most nonprofit organiza-
tions). While these plans certainly help some undergraduate borrowers
smooth their consumption and avoid financial hardship, the implicit
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subsidies in the program (particularly loan forgiveness) low dispro-
portionately to borrowers with the highest debts— most of whom are
graduate students. One study found that, depending on their program
of study, graduate students who plan to go into the public or nonprofit
sector can quickly approach the point at which they face no marginal
cost for each additional dollar borrowed thanks to the loan forgive-
ness they will eventually receive.”” Note that the problem here is not
fundamental to the idea of income-driven repayment (where payments
are tied to income), but arises from the eligibility rules and loan-for-
giveness provisions.

Federal student-loan borrowers who fail to repay their loans feel few
consequences for a number of years. Deferments and forbearances allow
borrowers to avoid payments, but interest accrues throughout. A loan is
considered to be in default if a borrower fails to make a payment for 270
days, and wage garnishment does not kick in for a number of years.”*
Eventually the federal government refers the loan to a collections agency,
who can tack on a surcharge of up to 25% of the loan balance.” Though
research on the effect of these delayed consequences is non-existent, some
qualitative evidence suggests that some students who do not repay are
making a rational decision to pay off other debts (credit cards, auto loans,
mortgages) before their federal loan because the sanctions for non-repay-
ment kick in much faster on those other products.”®

Finally, tuition tax benefits are politically popular, but accomplish
little in the way of policy, while offsetting costs for high-income fami-
lies. Research using tax records from the Internal Revenue Service shows
that increasing shares of higher-income individuals have claimed the
benefits as they have become more generous over time.”” The research
also raises doubts about whether these benefits encourage students
to pursue further education, likely because they view tax benefits as a
boost to income rather than a price discount.”® Additionally, the argu-
ment that the tax benefits pay for themselves through a high return on

investment are largely without conclusive evidence.”

THE WAY FORWARD FOR STUDENT LOANS AND TAX BENEFITS

Each group of reforms discussed here differs in the degree to which it
would change the existing loan program. The first group of reforms
discussed below is mostly a simplification of the existing program, with
some additional changes at the margin that limit the scale and scope of
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the program. It is also the most politically feasible of the three groups
of proposed reforms.

The second group of reforms still leaves the existing loan program
structure in place, but makes bolder and more aggressive changes— both
in terms of policy and political feasibility. The third group of reforms
completely replaces the federal loan program with a new system based
on the logic of an income-share agreement.

The three groups of reforms are not necessarily mutually exclusive.
Components could be mixed and matched, and some proposals may
work in tandem as part of all three groups of reforms. For example, a pol-
icy agenda could include minor changes that simplify the existing types
and terms of loans, but also incorporates policies to overhaul how loans
are collected in default. Some reforms are, however, mutually exclusive.
It would be difficult, for instance, to enact a loan repayment system that
operates through income tax withholding without other larger reforms.
Those trade-offs are discussed throughout the sections below.

This first group of proposals leaves much of the scaffolding of the
current federal student-loan system in place. At the same time, they
work to simplify the system, making it more transparent for borrowers,
and curtail some of the perverse incentives most prone to distort the
higher-education marketplace.

Under this moderate plan, the first step should be the creation of
one federal loan type for undergraduates, enabled by the elimina-
tion of the Subsidized Stafford loan. Ending this loan-subsidy benefit
would, among other benefits, remove a confusing and oftentimes mis-
understood distinction between Subsidized and Unsubsidized Stafford
Loans, and result in only one type of federal loan for undergraduates.
The entire program could then be called “Stafford Loans;” dropping the
Unsubsidized and Subsidized modifiers. Borrowers would then have
one loan type available to them that carries one set of terms.

To understand the rationale for this reform, one must understand
the origin of the Stafford loan program. Since the passage of the Higher
Education Amendments of 1992, all undergraduate borrowers have
been able to take out federal Stafford loans regardless of income or
other need-based tests, at terms that have been generally more favorable
than those in the private market.*® Prior to the enactment of that policy,
the federal loan program allowed only financially needy students to
borrow. Those loans had always included an interest-free benefit under
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which the loan would not accrue interest while the borrower was in
school. However, when policymakers opened up the federal student-
loan program to borrowers of all income backgrounds in 1992, they
maintained the interest-free benefit for borrowers who met a needs
analysis test that accounted for the cost of attendance at students’ insti-
tutions, but did not provide a similar benefit for other borrowers.

That interest-free benefit remains the distinction between the two
loan types that still exist in today’s program: Subsidized Stafford loans
and Unsubsidized Stafford loans for undergraduates. In other words,
Subsidized Stafford loans were not created to provide benefits over and
above those on Unsubsidized Stafford loans. Rather, it is a benefit that
was always provided as part of the federal student-loan program. The
Subsidized and Unsubsidized Stafford loan distinction remains current
policy mainly due to historical circumstances.

Borrowers are eligible for the same overall borrowing limits annu-
ally and in aggregate, but they qualify for a mix of Unsubsidized and
Subsidized loans within those limits. In the 2011-12 academic year, for
instance, 82% of undergraduates who had a Subsidized Stafford loan
also had an Unsubsidized Stafford loan.*" Adding even more complex-
ity, students are eligible for amounts of Subsidized Stafford loans on a
sliding scale, meaning every borrower has a different amount of each
loan type, sowing confusion for borrowers.

Subsidized Stafford loans also do not always provide the greatest
benefits to the lowest-income students. Subsidized Stafford loans are
awarded to borrowers according in part to the cost of attendance of
their schools. In other words, a borrower can become “needy” by at-
tending an expensive school. A similarly situated borrower who opts to
attend a low-cost institution will qualify only for Unsubsidized Stafford
loans. This is why, in spite of income and assets tests targeting the aid
to lower income families, 13.9% of borrowers who receive Subsidized
Stafford loans come from families earning over $100,000 per year (see
nearby table).®?

Furthermore, the interest-free benefit is made largely redundant by
the income-based repayment plan. While the interest-free benefit makes
the loan more affordable by reducing the balance due at repayment,
income-based repayment makes the balance irrelevant for establishing
a monthly payment. For a given borrower, payments are the same: They
are based on his income, no matter what the size of his loan balance.
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Distribution of Total Subsidized
Stafford Loan Issuance by Family Income

Family Income of Share of Total Subsidized
Undergraduates (AGI) Stafford Loan Issuance (2011-12)
$0-$30,000 49.1%
$30,001-$50,000 15.9%
$50,001-$99,999 21.2%
$100,000 and over 13.9%

Source: National Postsecondary Student Aid Study 2011-12.

For exactly that reason, the Obama administration recommended in
201 that the government no longer provide Subsidized Stafford loans
to graduate students going forward. Congress acted on that policy in
the same year, redirecting the budgetary resources to the Pell Grant
program.83 The administration noted that, in addition to the income-
based repayment option available to graduate and professional students,
“eligibility for the interest-free benefit on Subsidized Stafford loans is
based on ‘ability-to-pay’ at the time of enrollment, but the borrower
realizes the benefit later — typically years later —in the form of lower
loan payments after leaving school”** The administration also argued
that government aid should be targeted to the highest-need students.
All of those arguments apply to the case for eliminating the Subsidized
Stafford loan interest-free benefit for undergraduate students, particu-
larly if IBR is the only repayment option for borrowers.

Estimates from the Congressional Budget Office have regularly
shown that the benefit costs over $3 billion per year.*’ Eliminating it
would free up those resources for other uses, while IBR would ensure
that the loans are affordable in repayment.

Estimated Budgetary Savings from Ending
Subsidized Stafford Loan Issuance

Fiscal Years Savings in Billions
2017-21 $1.2
2017-26 $26.8

Source: Congressional Budget Office, December 2016.
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The next step should be to automatically enroll students in the lon-
gest repayment term for which they are eligible, but “embed” a 10-year
repayment term option. More specifically, policymakers should look to
automatically enroll students in the “consolidation” repayment plan (or
a new, comparable plan), where repayment terms are set based on the
size of borrowers’ loan balances (i.e., longer terms for larger balances).

At present, the automatic repayment plan for a federal student loan
is currently the standard 1o-year repayment plan. Under this plan, a bor-
rower makes equal monthly payments in the amount necessary to pay
off the entire loan, plus interest, in a 10-year period. Most borrowers are
enrolled in this plan, but it is just one of many options a student can
choose from. Note that it is the standard 10-year repayment plan that
has the highest delinquency rate of all the repayment options. This sug-
gests that a 10-year repayment window is unduly burdensome on some
borrowers, requiring them to pay too much too soon.

Borrowers owing more than $7,500 automatically qualify for longer
terms, up to 30 years, but they must know about that benefit and fill out
the necessary paperwork. Unlike loans in the private market, extending
the term on a federal loan does not increase the interest rate— it remains the
same as the original rate. Thus, longer terms are effectively a free benefit.

Borrowers can request an “extended” repayment plan that allows
them to repay the loan in fixed payments over 25 years if they have a bal-
ance of more than $30,000. Extending the term reduces the borrower’s
monthly payment, but increases the interest he will accrue and pay.
Extended repayment is not the only way borrowers can lengthen the
term of their loans and reduce their monthly payments. They can also
do so through the “consolidation” plan, the terms of which are com-
pletely different from extended repayment. As the name suggests, this
option converts a borrower’s multiple loans into one (although, confus-
ingly, he needs only one loan to be eligible for consolidation), but by
far its largest benefit is that it allows borrowers longer repayment terms
based on their loan balances. It allows borrowers with balances of $7,500
t0 $9,999 to pay over 12 years; borrowers with $10,000 to $19,999 in loans
to pay over I§ years; borrowers with $20,000 to $39,999 in loans to pay
over 20 years; borrowers with $40,000 to $59,999 in loans to pay over 25
years; and borrowers with $60,000 or more in loans to pay over 30 years.

Those terms should be made automatic (and the redundant “ex-
tended” option should be eliminated). That is, a borrower entering
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repayment should have the length of his repayment term set by rules
for the consolidation option, or some variation of them. A borrower
entering repayment with a $13,000 balance should have his monthly
payments set to a 15-year amortization schedule; a borrower with
$30,000 should have his set to a 20-year schedule, and so forth. Such a
policy gives borrowers automatic access to the free benefit for which
they already qualify under current law.

Some in the policy community will worry that this encourages, or
even misleads, borrowers to follow longer repayment terms where they
accrue more interest. Yet there is no prepayment penalty for a federal
student loan, so borrowers can always pay on a faster schedule. The
policy could even inform a borrower of what he would need to pay to
finish his loan repayment in 10 years. Under this “embedded option,’
each month a borrower receives his bill (or when he logs into the ser-
vicing website) he can also see the amount he needs to pay to stay on
a 10-year repayment plan based on when he began repaying. Even so,
the payment he must make according to the maximum term he was
automatically enrolled in would be his “minimum monthly payment”

This next option is meant to be budget neutral: Eliminate the above-
the-line tax deduction for student-loan interest and use the savings to
offset the cost of eliminating the origination fee on undergraduate
student loans (Stafford loans). It nets one benefit borrowers currently
receive (a tax deduction for interest) against a fee they currently pay (the
origination fee) on a federal student loan. By ending both policies, the
net effect leaves current policy largely unchanged, but it is vastly more
simple and transparent.

Under current policy, borrowers are assessed an origination fee on
undergraduate loans that is automatically rolled into the loan balance
and repaid as part of the principal balance. Other federal student loans
charge origination fees as well, but this proposal would leave them in
place. The borrower does not pay the fee upfront like a true origination
fee; it is therefore simply part of the effective interest rate on the loan.
The origination fees are significantly different for Stafford and PLUS
loans: 1.1% and 4.3%, respectively.

Separately, borrowers who earn less than $80,000 ($160,000 if filing
a joint return) in adjusted gross income can deduct from their federal
income taxes up to $2,500 per year in interest they paid on their student
loans. This is an above-the-line-deduction that can be claimed regardless
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of whether a tax filer itemizes or claims the standard deduction. Federal
and private loans qualify for the benefit, but because most outstanding
debt is federal, the benefit largely applies to those loans. The estimated an-
nual cost to taxpayers in forgone revenue from the benefit is $1.8 billion.

These two policies, the origination fee and the interest deduction,
effectively cancel each other out. Borrowers are charged higher effective
interest rates through the origination fee, then are charged lower eftec-
tive interest rates when they claim the deduction. These policies should
be eliminated to simplify the loan program.

Another policy option would eliminate the Parent PLUS Loan Program,
increase loan limits for dependent undergraduates,and end the distinction
between dependent and independent undergraduate loan limits. As the
cost of attending college has soared, so too have Parent PLUS loan dis-
bursements. Like Grad PLUS loans, these loans are not subject to annual
or aggregate borrowing caps. Parents can access them to pay the full cost of
attendance at any school eligible for federal student aid. Additionally, “cost
of attendance” is defined by the college or university, not federal statute or
regulation, and thus many colleges use these loans when packaging finan-
cial aid to fill large gaps in financial-aid awards.

Because parents can borrow up to the cost of attendance at the
schools their children attend — meaning that families can easily over-
borrow — institutions have an easy source of funds if they wish to raise
tuition. Moreover, the federal government does not track or publish the
rate at which parents default on PLUS loans at each institution. Lastly,
the loans carry a relatively high fixed interest rate of 6.3% and origina-
tion fee over 4%, which can pose a financial risk to vulnerable families;
and the loans are eligible only for the least generous income-based re-
payment plan— Income-Contingent Repayment.

As part of eliminating the Parent PLUS program, policymakers
should partially offset the reduction in access to federal loans by in-
creasing the amount that dependent undergraduate students can
borrow. Under this proposal, the annual limits for all undergraduates
would be $6,000 for a first year student (up from $s,500 for dependent
students), $7,000 for a second-year student (up from $6,500 for depen-
dent students), and $9,000 for a third-, fourth-, or fifth-year student (up
from $7,500 for dependent students). The aggregate limit for under-
graduates would be $36,000, instead of $31,000 under current law for
dependent students.

40



Policy Reforms to Strengthen Higher Education

Current policy already acknowledges that borrowing limits should
be higher when parents cannot or will not borrow for their children.
Students whose parents opt to apply for PLUS loans but fail the very lim-
ited credit check for these loans may borrow Unsubsidized Stafford loans
at the independent student limits, which are about $4,000 higher per year.
This set of reforms would make that policy effectively universal by dis-
continuing Parent PLUS loans and increasing undergraduate loan limits.

This reform simplifies the federal loan program by eliminating the
distinction between dependent and independent undergraduates and
allowing both types of students to borrow the amounts listed above.
While those limits are higher than dependent undergraduates can
currently borrow on their own, they are less than what independent un-
dergraduates can access now. The current loan limits for independent
students can lead to excessive amounts of debt. As of now, an inde-
pendent undergraduate student who borrows the maximum in federal
loans would begin repayment with a principal and interest balance of
approximately $74,000 (which includes accrued, unpaid interest), an
amount that would require fixed monthly payments of $486 over 30
years to repay under the currently available repayment plans.

Another set of reforms would reduce the benefits provided to grad-
uate students and high-debt borrowers through the income-based
repayment program for federal student loans. The reforms to IBR in-
clude setting timelines for loan forgiveness in accordance with amounts
borrowed and eliminating the maximum loan-repayment cap as well as
closing a tax-filing loophole for married borrowers and addressing tax
treatment for forgiven debt.

The current IBR program provides larger subsidies to borrowers who
attended graduate school than it does to those who borrowed only to fi-
nance an undergraduate education. The federal loan program lets graduate
students accumulate very high loan balances, but imposes low annual and
aggregate limits on undergraduates. Because borrowers with large loan bal-
ances can repay their loans under the same IBR terms as those with low and
moderate balances, the bigger the loan balance, the bigger the benefit.

What'’s more, the windfall graduate-school benefits are available even
to borrowers earning middle and upper incomes during repayment and
turn the program into a de facto tuition subsidy for graduate school.®
That is because payments are low enough under the IBR terms, and the
repayment term short enough, that earning a high income does not
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guarantee that a borrower will repay his loan if he remains in IBR for the
full term. Department of Education data indicate that students with debt
from graduate school are heavily over-represented in the income-based
repayment plan, given that the average balance in the program is $56,384,
over three times more than what an undergraduate who completes his
education typically borrows.*”

These windfall benefits were introduced in the program when the
Obama administration and Congress cut borrowers payments under
IBR by 33% (to 10% of discretionary income from 15% enacted in the
original 2007 version of the program) and shortened the loan-forgive-
ness term from 25 to 20 years of payments.*® Enrollment in IBR since
the Obama administration’s changes has grown rapidly. Today 39% of
loan dollars are enrolled in the program.

Thirty Percent of People Registered for Public Service Loan
Forgiveness Borrowed More Than $100,000

1.9%

16.0%

27.1%

88.4%
40.6% 37.0%
20.2%
Undergraduate Some Graduate Borrowers Borrowers in
Degree or Less or Professional in IBR Public Service
Education Loan Forgiveness

Federal Student Loans Borrowed

$1-$30,000 W $30,001-$50,000 M $50,001-$100,000 WM Over $100,000

Sources: AEI using National Postsecondary Student Aid Study statistics on graduate and
undergraduate borrowing, 2011-12; Government Accountability Office for borrowers in IBR,
2014; Department of Education Office of Federal Student Aid for PSLF balances, 2015.
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Federal Student Loan Portfolio
Share Enrolled in Income-Based Repayment*
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share of the $682 billion Direct Loans in repayment.

Source: AEI using U.S. Department of Education data.

The series of reforms proposed here would curtail the windfall loan-
forgiveness benefits that the IBR program now provides to graduate
students, but maintain its safety-net function for undergraduate levels
of debt that can become unexpectedly burdensome for the borrower.
The reforms should apply only to future borrowers, not those who have
loans now or are about to start borrowing. A separate section discusses
specific changes to the Public Service Loan Forgiveness benefit embed-
ded in the IBR program.

In 2014, the Obama administration proposed to roll back some of the
changes it had made to IBR to “better target” benefits. But none of these
adjustments have been enacted. The initial estimate of budget savings for
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the Obama administration’s changes was about $600 million a year. But
the administration raised that estimate in 2016 to about $5 billion a year.

The most important of this set of reforms would link the loan for-
giveness timeframe in IBR to the amount borrowed. It would maintain
the new forgiveness timeframe of 20 years of payment, but only for
borrowers whose loan balances when they enter repayment do not ex-
ceed $40,000. Borrowers with higher initial balances would qualify for
loan forgiveness after 25 years of repayment. Policymakers might also
consider creating a loan-forgiveness threshold earlier than 20 years for
borrowers with balances below $20,000.

Reforms to IBR should also eliminate the maximum-payment cap
in the program so that borrowers must always pay on an income-based
formula, no matter how high their incomes. The current program bases
a borrower’s payments on his income until they reach what he would
pay if he repaid his initial loan balance according to a 10-year fixed pay-
ment plan. For example, a borrower whose payment under a 1o-year
fixed payment is $200 is assured under the current IBR program that
he would never pay more than he would under IBR, even if his income
rises steadily during his repayment term.* That provision works to in-
crease how much loan-forgiveness borrowers receive.

IBR also allows borrowers to make payments based only on their
individual income even if they are married, by filing a separate income-
tax return or filing “alternative documentation” with a loan servicer.”
Policymakers should close this loophole and require that payments be
calculated on combined household income even if borrowers file separate
income tax returns. This change should make an exception for borrowers
in families where each spouse has federal student loans and each repaid
through IBR. To avoid double-counting their incomes, IBR payments
should be based on one half of the combined household income.

As long as the above reforms are enacted, policymakers can then ad-
dress a quirk in the tax treatment of forgiven debt under IBR. Under
current law, the forgiven amounts (principal or interest) are considered
taxable income in the year they are forgiven, as is the case for most debt
that is forgiven. This provision runs contrary to the purpose of IBR, which
is to ensure that student-loan payments never exceed a set share of income,
and should be repealed. However, policymakers must first address the
other flaws in the program that provide benefits to middle- and upper-
income borrowers and those who have high amounts of graduate-school

44



Policy Reforms to Strengthen Higher Education

debt before altering the taxability of forgiven debt. Otherwise, they will
make the program even more generous for that group of borrowers.

Another policy that should be addressed is the Public Service Loan
Forgiveness (PSLF) benefit. Policymakers should limit the amount of
debt that can be forgiven under PSLE.

PSLF works in tandem with IBR and allows borrowers working in a
qualified public-service job to receive loan forgiveness after they pay for
only 10 years (120 cumulative payments) under IBR. There is no limit
to the amount that can be forgiven, and all amounts forgiven are con-
sidered tax-free income.” PSLF effectively amplifies all of the problems
with IBR discussed above simply by making the loan-forgiveness term
much shorter at 10 years.

Additionally, the law defines “public service” so broadly that it cap-
tures 25% of the U.S. workforce.”” The nature of the job is irrelevant
for eligibility; only the status of the employer matters. Employment at
any 501(c)(3) tax-exempt nonprofit qualifies, as does any government
position (state, federal, local, and tribal). For example, an accountant at
a nonprofit hospital would qualify for PSLFE. In other words, borrowers
who might not be considered employed in traditional public-service
jobs will in fact qualify for loan forgiveness after 10 years.”

The program should include a $30,000 limit on the amount a bor-
rower can have forgiven. That is based on the principle that the federal
government should provide no more in aid to someone with a master’s
or professional degree (really the only people who can get large benefits
under PSLF due to loan limits and having to make 10 years of payments)
for working in a “public service” job than it does to students from the
poorest families in the form of Pell Grants to pay for an undergradu-
ate education. The Obama administration has proposed a $57,500 limit
based on the logic that undergraduates can borrow up to that amount in
federal student loans.”* However, very few undergraduates borrow even
near that much, and $57,500 in loan forgiveness for attending graduate
school will strike many as an excessive and regressive government benefit.

Many of the criticisms about PSLF and the justifications for limiting
it also make the case for ending the program altogether. This is true,
particularly given that IBR allows people to make affordable payments
on their loans regardless of income, making PSLF unnecessary. It is
IBR that allows borrowers with high debt to pursue lower-paid public-
service jobs because it sets their payments as a fixed share of income.
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The amount of debt that stands to be forgiven under the program
is alarming. For example, take a borrower who has an outstanding fed-
eral loan balance of $100,000 with an average interest rate of 6.5% from
graduate studies. He earns a starting salary of $60,000 (adjusted gross
income equivalent of $54,000) and a 6% annual salary raise every year.
In 10 years his salary is therefore $87,000. He works at a 501(c)(3) tax-
exempt nonprofit organization for those 10 years. After his 1oth year
of payments, he has $119,000 forgiven, the remaining balance on his
federal student loans at that point. Despite his moderate income level,
IBR never requires that he even make principal payment or even cover
all the interest on his debt.

Again, the Department of Education reports that 30% of borrowers
who are making progress toward PSLF borrowed more than $100,000 in
federal student loans. Over half of them borrowed more than $50,000.”
Enrollment in the program in the form of pre-certifications is growing
rapidly, despite the fact that the program is not well-known.

The only study to project the effects of IBR and PSLF reveals that
the benefits are large enough that it could become common for the
government to pay for a student’s entire graduate education via loan
forgiveness under PSLE especially in some professions.”® That is

Cumulative Public Service Loan Forgiveness Certifications
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Source: AEI using statistics from Government Accountability Office and Department of Education.
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because the debt levels at which borrowers bear no incremental cost
in borrowing more when using IBR and PSLF are low relative to what
many graduate and professional degrees cost and to what students al-
ready borrow in federal loans. Even typical levels of debt will result in
substantial amounts of loan forgiveness for borrowers earning more
than most of their peers. In short, IBR and PSLF are likely to have a sig-
nificant impact on what students opt to borrow and what institutions
of higher education charge for many degree programs.

IBR and PSLF provide substantial benefits to borrowers with typical
debt loads who earn median or even high incomes for their professions.
For example, a teacher with a master’s degree who borrows typically
leaves school with $42,000 in federal debt from undergraduate and
graduate studies combined. If he earns at the 75th percentile for his
age over his first 10 years of repayment, he will have $32,711 forgiven.
In other words, a teacher with a master’s degree who has a typical debt
load, who earns an above average income, has over $30,000 forgiven
under IBR and PSLE. Put another way, having at least $30,000 forgiven
if you are a teacher with a master’s degree stands to become the norm
if you make use of IBR and PSLE.

Even if policymakers end the Grad PLUS program (as discussed
later), limiting PSLF is still important. Based on cases profiled in a 2014
study, borrowers in many professions are likely to qualify for substantial
loan forgiveness using Stafford loans alone, well before they reach debt
levels where they would have to access Grad PLUS loans.” This is even
more the case if a borrower enters graduate school with federal debt
from undergraduate studies and repays the combined balance through
IBR. For example, a dependent student who borrows the maximum in
undergraduate loans over five years would enter graduate school with
a balance of about $34,000 (including accrued interest and assuming
he did not make any payments). If he attends graduate school for two
years and borrows the maximum in Stafford loans, his combined loan
balance (including accrued interest from both sets of loans) would total
approximately $80,000.

Finally, it is important to keep in mind that, under this proposal,
once a borrower has received his /imited loan forgiveness for public
service, he can still make payments on any remaining balance using
income-based repayment and still qualify for loan forgiveness after
IBR’s other forgiveness benefits kick in (after 10 or 15 more years of
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payments). That is why the final loan forgiveness (after 20 or 25 years)
in IBR should be left without a limit. That is how the program pro-
vides a safety net. If you haven’t repaid by that length of time, your
debt is forgiven. Putting a limit on it would obviate that function.
PSLF is not a safety net; IBR is the safety net.

This moderate proposal would also disallow Parent PLUS loans from
repayment under the Income-Contingent Repayment plan. Currently,
Parent PLUS loans may be repaid through that program if they are
“consolidated”—a free benefit for which nearly all Parent PLUS loan
borrowers are automatically eligible. This loophole should be closed,
particularly if policymakers do not eliminate the Parent PLUS loan pro-
gram going forward. But it should also be closed even if Parent PLUS is
eliminated, because it will prevent the outstanding stock of those loans
from taking advantage of this loophole.

Under current law, all future and recently issued Parent PLUS loans
can be repaid through the Income-Contingent Repayment (ICR) plan.
ICR is a predecessor program to IBR and is far less generous. Payments
are equal to 20% of a borrower’s income in excess of 100% of the federal
poverty guidelines, and loan forgiveness occurs after 25 years of payments
(federal student loans are also forgiven when the borrower dies.) Even
though ICR is not a very generous program, when combined with Parent
PLUS loans, it invites abuse. Parents can borrow unlimited amounts and
then can cap their loan payments as a share of their incomes and ulti-
mately qualify for loan forgiveness after 25 years of payments.

More troubling still, borrowers repaying through ICR can ex-
clude non-taxable income (such as Social Security retirement benefits,
Supplemental Security Income, child support, etc.) from their income
calculations. Parent PLUS borrowers are far more likely to collect un-
taxed income for a substantial portion of their loan repayment term
than someone who more recently completed an undergraduate degree.
Someone living entirely off untaxed income, such as Social Security re-
tirement benefits, would qualify for $o payments under ICR. And even
parents with some taxable and some non-taxable income would qualify
for very low or $o payments.

Consider a Parent PLUS loan borrower who collects $1,300 a month
in Social Security benefits and earns another $950 a month in taxable
income from another source. The income reported on his federal tax
return—which is made up of only the $950 a month —is still below the
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poverty threshold. Enrolling in ICR would result in a $o0 monthly pay-
ment for this borrower. (Note that the borrower can exclude a spouse’s
income from the ICR calculation by filing separate taxes or through the
“alternative documentation” process.)

Tax Benefit Eligibility of Graduate Students (2011-12)

Ineligible
Lifetime Credit
Deduction

Source: Delisle, A New Look at Tuition Tax Benefits.

Finally, ending two tax benefits for graduate and professional
school —the Lifetime Learning Tax Credit and the Tuition and Fees
Deduction—would free up resources to be redirected to undergrad-
uate students through grant aid or other programs. Roughly 72% of
graduate students are eligible for one of these tax benefits.”®

First graduate and professional students are eligible for the Lifetime
Learning Tax Credit. It allows filers to reduce their federal taxes up to
$2,000. The credit is equal to 20% of the first $10,000 in tuition and fee
expenses. Income limits are indexed to inflation, and are set at $65,000
($130,000 for joint filers) for 2015. The benefit can be claimed for an unlim-
ited number of years. This benefit is permanently authorized. Repealing
it for graduate students would save approximately $2 billion annually.””

Second, the Tuition and Fees Deduction allows graduate students to
deduct up to $4,000 in tuition and fees from their incomes, reducing
taxes by their marginal tax rates (e.g., 25% of $4,000 for those in the 25%
tax bracket). Students and families do not need to itemize deductions
to claim it. Income eligibility is capped at incomes less than $80,000
($160,000 joint filers) for 2015. The benefit has been available since 2002.
It has always been temporarily authorized, but has been extended mul-
tiple times. The last extension made the credit available through 2016,
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and lawmakers have until the end of 2017 to extend it for that tax year.'®
Extending it costs approximately $300 million per year.

A BOLDER PROPOSAL

There are other avenues of reform that are bolder than those just out-
lined. These proposals include more aggressive reforms to the existing
federal student-loan program. They could be implemented with much
of the current federal loan program in place. Many could be adopted
alongside reforms listed in the section above. In other cases, these
reforms are extensions of the proposal outlined above, such as eliminat-
ing Grad PLUS loans in addition to Parent PLUS loans. Others, where
indicated, would only work if other specific reforms are enacted.

Under such an agenda, reformers would eliminate all existing re-
payment plans and require borrowers to repay through either a new
income-based repayment program that replaces the existing plans or a
fixed 10-year repayment term. This proposal reduces the repayment plan
options in the federal student-loan program to just two— mainly it elimi-
nates the extended and consolidation plans that let borrowers extend
their loan terms. Borrowers would repay either under an income-based
repayment option or a 10-year fixed-payment term, and could switch be-
tween the two annually if they desired. Taken alone, this reform simplifies
the federal student-loan program, but when coupled with an origination-
fee model discussed below, it offers even more improvements.

The income-based repayment option under this plan would mirror
the reforms outlined above. Payments would be set to 109 of a borrow-
er’s discretionary income; loan forgiveness is available after 20 years of
payments for those who enter repayment with $40,000 or less, and after
25 years of payments for those who enter with more; payments would
be set off a borrower’s household income no matter how he filed his
taxes; payments would always track income, as there is no payment cap
based on a 10-year repayment term.

Reformers should also eliminate the interest rate charged on federal
student loans and replace it with a one-time origination fee added to
the loan balance when the loan is disbursed. This policy works best
when implemented in tandem with the above proposal to establish
only two repayment plans for borrowers: an income-based plan and a
10-year fixed-payment plan. Note that the proposal to eliminate origina-
tion fees in the first set of reforms outlined in this chapter is meant to
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simplify the loan program. In this case, eliminating interest rates on the
loans completely and replacing them with an origination fee simplifies
the program, while also better targeting benefits (explained below).

To ensure that the origination fee fluctuates with changes in the
interest rates in the economy, it should be linked to interest rates on
1o-year U.S. Treasury securities. Specifically, when rates on the bonds
are 1.5% and below when the loans are issued, it should be a 25% fee; be-
tween 1.5% and 3%, it should be a 30% origination fee; between 3% and
4%, it would be a 35% origination fee. For each additional 1 percentage-
point increase in the interest rates on 10-year Treasury bonds when the
student loans are issued, the fee would increase by 5 percentage points.

While those rates seem high at first, they are quite similar to the
annual interest rates charged under the current system. Currently, a stu-
dent who borrows $10,000 at an interest rate of 5% over four years pays
about $14,000 in principal and interest over a 1o-year fixed-payment
term. This proposal simply makes the initial loan balance $14,000 from
the start (the $10,000 loan plus the $4,000 origination fee added to the
balance). This proposal is designed to be approximately budget-neutral,
but changing the size of the origination fee can make it more or less
costly relative to the current student-loan program.'”"

This approach has a number of advantages over the current system
of annual interest rates, especially when combined with the two-option
repayment-plan approach. First, it is more transparent. The borrower
knows exactly how much he owes and will pay on the loan from day
one. The balance cannot grow if he uses income-based repayment and
his payments are low. Every single payment he makes always reduces
his balance because interest is never accruing. And borrowers would
not see interest accrue and their loan balances rise while they are in
school— they would no longer be surprised by the amount that was
eventually due when they enter repayment compared with what they
borrowed when they entered school.

Another advantage of this approach compared with charging an-
nual interest rates is that it better targets subsidies to borrowers who
need them most. If all the interest is added at once and does not accrue,
then the longer a student takes to repay his loan, the lower the “effective”
interest rate on the loan. Because under this system there are only two re-
payment options (1o0-year and income-based), the only way to extend the
term on the loan and reduce the effective interest rate is for the borrower
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to enroll in the income-based repayment option. And that plan will only
lengthen his loan term if his income is low relative to his debt load for a
prolonged period of time. Conversely, a higher-income borrower would
pay down his debt faster by using income-based repayment, thereby
increasing his effective interest rate. Of course, he may use the 10-year
fixed-payment plan instead, but that is the longest term he can opt into.

To see this effect, consider the earlier example of the borrower who
pays for 10 years with that $4,000 origination fee. Recall that he pays the
same amount as someone who had a loan with an annual interest rate
of 5%. But if he paid off the entire loan during the first year, his effec-
tive interest rate is 9%. If he took 20 years to repay using income-based
repayment, his effective interest rate would be as low as 29. Under this
system, the interest-rate subsidy is more closely correlated with the bor-
rower’s income during repayment than under the current system.

Policymakers should also end the Grad PLUS loan program. This pro-
gram allows graduate and professional students to borrow up to the full
cost of attendance at an institution of higher education, with no time or
aggregate limit. Such a policy, especially when coupled with loan forgive-
ness and income-based repayment, can discourage prudent pricing on
the part of institutions and prudent borrowing by students. This policy
leaves in place the annual limit on Unsubsidized Stafford loans for gradu-
ate students at $20,500 (and an aggregate limit of $138,500), but the annual
limit could be raised as part of this proposed reform.

The Grad PLUS program was enacted in 2006 and since then, the
debt that students have been taking on for graduate schools has grown
rapidly.'”* A report that uses the National Postsecondary Student Aid
Study shows that median debt grew from $40,000 in 2004 to $58,000 in
2012, after adjusting for inflation.'” A separate study that used a differ-
ent dataset— the Survey of Consumer Finances— found similarly large
increases in graduate-school debt, increases that were much larger and
more rapid than debt for undergraduate studies.’® In fact, an estimated
40% of all outstanding student debt is from graduate and professional
studies, not undergraduate degrees.'”®

If institutions can no longer rely on PLUS loans to fund their high-
tuition programs and if the private market is responsive to the ability of
borrowers to repay, then graduate schools may have to set their pricing
based, in part,on students’expected earnings. Since those in graduate school
already have an undergraduate degree and are preparing for a profession, it
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is more reasonable to expect that loans above the Stafford limits be based
on prospective ability to repay. Underwriters will likely focus most intently
on institutional characteristics to determine risk. Consequently, programs
that poorly prepare students to repay their debts will find that their stu-
dents cannot access much credit in the private market, which should
change institutional behavior in terms of quality and pricing.

In the same spirit, reformers should also replace Stafford loans for
graduate students with a subsidized private-market program. The case
for a heavily subsidized student-loan program for graduate and profes-
sional students is much weaker than it is for undergraduate students. At
the same time, the now-defunct Federal Family Education Loan (FFEL)
program — the Department of Education’s main program for issuing
federal Direct loans to undergraduate and graduate students from 1993
to 2010—was a flawed model for incorporating private-market actors in
the federal loan program for a number of reasons. Mainly, it set subsidies
for lenders through a political process, not through market signals and
competition.

But, private lenders could play a more constructive role in a new
loan program for graduate students only. By definition, private lenders
have access to key information about the creditworthiness of graduate
students that they do not have for undergraduate students. Graduate
students are all over the age of 18, have had the opportunity to work
and establish a credit history, and already have four-year college degrees.
Moreover, statistics show that they have a low likelihood of default.'®
Thus, there is little need to make unlimited, heavily subsidized credit
available to graduate students.

Policymakers may, however, see a need for a smaller, more selec-
tive, and less subsidized graduate student-loan program. For example,
they may see the benefit of providing limited amounts of government-
backed credit for certain types of graduate credentials. Or they may
want to guard against the under-provision of credit during times of
economic recession, which is exactly the time that enrollment in gradu-
ate school increases and may be the most productive time for students
to enroll. In that case, they could enlist private lenders in the effort
through the following policy.

Policymakers would first eliminate all federal loan programs for gradu-
ate and professional education, leaving only the loans for undergraduates
as those issued directly by the federal government. The government would
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then partially guarantee against default loans that private lenders make
to graduate students so long as those loans meet certain guidelines. For
example, the loans must carry basic protections and be subject to borrow-
ing limits, but the program would not dictate the specific terms of the loan
(i.e., interest rate) and would allow lenders flexibility in deciding to whom
they would lend and how much, up to the limit. Private lenders would
thus underwrite the loans, and the partial default guarantee would ensure
that they bear sufficient risk in the transaction and lend prudently. Lenders
would own the loans as assets and retain any interest income that they earn.

This approach stands in contrast to the defunct FFEL program in a
number of ways. First it enlists private lenders as underwriters— a task
for which the government is particularly ill-suited. That means students
are not entitled to loans at terms set by the government as they are today
and were under the FFEL program. Lenders in the FFEL program did
not, and could not, underwrite. They simply issued loans at terms dic-
tated by the government to borrowers who were entitled to the loans.

This proposed approach also requires lenders to take much more
risk in making the loans because it only offers partial insurance against
default. Under the FFEL program, lenders received a 97% guarantee
against default and a guaranteed quarterly interest rate. Those policies
were appropriate given that lenders could not underwrite, turn away less
credit-worthy borrowers, or issue loans with terms that matched the risk
profile of the borrowers.

The amount of the guarantee under the proposed program should be
set through a competitive bidding process, not set in law at an arbitrary
level like the subsidies in the FFEL program. One way to structure that
process is for the government to grant exclusive rights for two or three
lenders to make the new graduate student loans to a group of schools for
a set number of years. Lenders would compete for the right to make the
loans by bidding on a guarantee rate they would require to make loans
that met the general guidelines set by the government. The government
would select the second-lowest bids (if there were to be two winners) on
the guarantee, and then those two lenders would compete for business
among graduate students attending each group of graduate schools. This
is similar to an auction approach outlined in a 2007 law that became
moot when lawmakers ended the FFEL program in 2010."”

Policymakers should also overhaul policies for delinquent and de-
faulted loan collection and reform forbearance benefits. More specifically,
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reformers should look to charge small fees for late loan payments; initi-
ate wage garnishment earlier in the repayment process; end the seizure
of defaulted borrowers’ Earned Income Tax Credits and Social Security
payments; and impose stricter time limits on loan forbearance. These
reforms would make loan repayment and collections processes more ef-
fective, fair, and rational for students and taxpayers alike.

Of the borrowers whose loans have come due (i.e., the borrowers
who are not in school), over 40% are not making payments on their
loans.'”® About half of that group is in default, having not made a pay-
ment for nearly a year, and the other half is delinquent or enrolled in
a forbearance or deferment option. The loans accrue interest while
borrowers postpone payments, and in the case of default, collection
agencies can add fees up to 20% to the loan balance. Due to these
trends, the federal loan portfolio is now growing due only to accrued
and unpaid interest, as fewer students are borrowing today, and when
they do, they are borrowing less than in the past.

Outstanding Federal Student Loans (in billions)
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Policymakers have built much flexibility and leniency into the loan-
repayment terms, but this also encourages borrowers to make student
loans a low priority, fueling the rise in loan balances. The forbearance
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benefit, for example, lets borrowers postpone payments for up to three
years. Over 10% of borrowers with loans due were enrolled in forbear-
ance in late 2015."” Loan-servicing companies have a lot of discretion
to grant forbearances, and getting one takes only a phone call on the
part of the borrower. Forbearance also cures the delinquency status on
a loan. Payments cease and the loan is put in good standing. When
the loan finally comes due, however, the monthly payment will be
higher than the payment the borrower originally found too difficult to
pay, thanks to accruing interest. Forbearances are thus a double-edged
sword. They help borrowers keep their loans in good standing, but they
also preclude borrowers from making progress on paying down their
debts, putting borrowers in worse standing,.

Federal Student Loans:
Outstanding Debt vs. Issuance (in billions)
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While official budget projections show that the federal government
collects about 80% of the value of defaulted loans, no data is available to
confirm those figures. The Congressional Budget Office estimated in 2007
that the collection rate was only 50% of the value of the defaulted loans.™
Countless stories in the news media have profiled borrowers with debt
from decades ago.™" One recent article reports, “Education Department
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officials note that some defaulted loans are from prior decades and, unlike
private lenders, the government is severely limited in its ability to write
them off and remove them from the books....[and they] acknowledge that
a large pool of borrowers have essentially fallen off the radar?™

Participants in a series of focus groups in 2014 explained that often
years had lapsed before the government imposed consequences puni-
tive enough that they began making payments on their loans. They also
noted that years lapse between when they stop making payments and
have their wages garnished. Some even expressed that, at the time, the
penalties for default felt more manageable than making the required
monthly payment. These experiences differ from the perception within
the policy community that the consequences for defaulting on a federal
student loan are swift, severe, impossible to evade, and always a bor-
rower’s worst option.'

Loan servicers for federal student loans generally do not charge a
penalty for late payments, per instructions from the U.S. Department
of Education, until the loans are in default. Interest continues to accrue,
however, and the borrower’s credit score suffers. Even when a late fee is
assessed, it is not as severe as for other types of debt. The student-loan
servicer can never increase the interest rate on the loan, which is com-
mon for credit cards, nor repossess an asset, nor shut off a vital service.

There are a number of reforms policymakers can implement to ad-
dress this repayment and collections crisis. These reforms are meant to
make the loan repayment and defaulted collections process more eftec-
tive, but also more fair and rational for both borrowers and taxpayers.
The proposals are based on the principle that penalties and collection
efforts should happen faster, but be less severe. And the myriad op-
portunities borrowers have to postpone payments should be curtailed
to discourage borrowers from assigning low priorities to their student
loans and going deeper into debt due to accruing interest.

First, the government should charge small late fees for missed pay-
ments on a federal student loan. In exchange, it should reduce the fees
it charges on defaulted student loan. This remedies the current flaw in
the program that allows borrowers to delay payment with impunity,
but then imposes extremely harsh penalties (a fee up to 25% of the
loan balance) after nearly a year of missed payments. This results in a
“bait-and-switch” feeling among borrowers and discourages them from
repaying once the high fees are accessed.
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Second, policymakers should initiate wage garnishing much earlier
in the default process. Borrowers and officials at the Department of
Education say that wage garnishing is the most effective way to bring
a borrower back to repaying his loan. Yet they also say it is the last op-
tion the government uses, often waiting years while a borrower accrues
more interest on this loan. Wage garnishing is hardly punitive given
that borrowers have a percentage of their discretionary income gar-
nished, meaning it is effectively an income-based repayment program.
Moreover, it only affects borrowers who are working, by definition.

Third, policymakers should end the practice of seizing Earned
Income Tax Credits from borrowers who have loans in default. While
offsetting federal income-tax refunds is a sound policy to recover a
federal debt— it nets $1.9 billion a year— the EITC is a wage supple-
ment to keep working families with children out of poverty."™ In fact,
many borrowers who qualify for an EITC almost surely qualify for a $o
payment under IBR (due to the exemption it provides of 150% of the
federal poverty guidelines adjusted for household size), but have not
brought their loans into good standing to enroll. They may not even
know about the benefit.

Fourth, policymakers should change the practice of garnishing Social
Security payments for borrowers in default."> A new process could be
implemented to check whether the borrower would qualify for a $o
payment on the student loan under IBR. If so, the government should
suspend the garnishing. The vast majority of borrowers who receive
income from Social Security retirement benefits likely qualify for $o
student-loan payments under the income-based repayment program,
but they do not know it. That is because Social Security retirement ben-
efits are generally excluded from someone’s adjusted gross income on a
federal tax return—and IBR bases payments on adjusted gross income.
Nevertheless, if a borrower does not know that and does not take action
to put his loan in good standing and enroll in IBR, his Social Security
benefits, which are exempt from income under a federal formula for
student-loan payments, are seized to pay his student loan.

Fifth, policymakers should impose stricter time limits on forbear-
ances. The current limit is three years, far too long for a program that
offers so many options to reduce and extend payments, such as income-
based repayment. A sixmonth limit would be a big improvement over
the current system and help discourage borrowers from postponing
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payments and accruing additional interest. Forbearance is an important
benefit in many cases and should be maintained, particularly because
borrowers can use it while transitioning from delinquency to a new re-
payment plan, but it should be a more limited benefit.

Federal Loan Portfolio, Borrowers in Repayment* Q4 2016

Forbearance Default
21,006
Hardship Deferment Delinquent**

om0

Active Repayment Other
S7.7% 19%

* Based on the 39 million borrowes and $976 billion in loans that bave come due and are not in in-school
deferment. Includes duplicated accounts for borrowers with loans in both Direct and FFEL programs.

** Excludes loans in the FFEL program.

Source: AEI using U.S. Department of Education data.
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Sixth, under current law, default is defined as 270 days without
payment. In practice, it can be closer to 360 days. As is the case with
the forbearance benefit, this timeframe drags out the process for the
borrower while he goes deeper into debt. Policymakers should move
up the default timeframe to no longer than six months, which is still
about twice as long as what the private loan market considers default.

TOTAL REFORM FOR FEDERAL STUDENT LOANS

A third set of reforms represents an entirely new approach to the federal
student loan system. It gives students access to a simpler, more flexible
student-aid program built around income-share agreements that avoid
many of the worst qualities and shortcomings of loans. It also targets
benefits to the lowest-income families and does not subsidize upper-
income families. These reforms are meant to be implemented together
and would not necessarily work if adopted in part or alongside the
existing federal student-loan program.

To start, reformers would replace all federal student loans and bor-
rowing limits with a $50,000 account for each student that is repaid as
an income-share agreement. Those who tap into this funding repay
with a percentage of their incomes proportional to the amount they
accessed. Students would repay 1% of their future income for every
$10,000 that they draw down for 25 years. The most someone would ever
pay would be 5% of his income, because the maximum amount avail-
able in the account is $50,000. Someone who used only $5,000 would
repay half of one percent of his income.

Those payment amounts are generally lower than what borrowers pay
today relative to their incomes. Multiple studies have shown that median
student-loan payments over the past fifteen years have ranged from 5% to
7% of household income."® That is one reason why the repayment term
for this program is relatively long at 25 years. The proposal stretches out
the loan term to keep payments at a very low share of income.

First-year, full-time students could draw down up to $10,000. After
that, they would be free to draw down the account at any rate. (Students
attending schools where graduates have strong repayment records
could be exempt from that first-year limit.) That is in contrast to the
current federal loan program, which provides fixed disbursements for
every semester a student enrolls and includes annual loan limits that
increase as a student progress.
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The $50,000 account could be used for any level of post-secondary
education from a short-term certificate to a master’s degree. In some
respects, that allows students more financing than under the cur-
rent system. It is $19,000 more than most undergraduates can borrow
now, and the first year limit of $10,000 is $4,500 more than dependent
undergraduates can borrow now and $500 more than independent un-
dergraduates can borrow now. It is, however, less than what graduate
students can borrow under the existing federal loan program—which
allows graduate students to borrow unlimited sums. Median student-
loan debt for all types of students who borrow was $19,647 in 2014,
suggesting that $50,000 does increase the amount of financing available
to students relative to current policy."”

The proposed program would not charge interest. But, in a way, it
charges an effective interest rate because borrowers could still end up
repaying more than the principal that they borrowed. However, pay-
ments will still be lower for most borrowers than under the current
student-loan program, except for those earning higher incomes.

There would be no “loan balance” for a borrower to repay under this
design. Rather, the factors that dictate payment are the percentage of
income and the 25-year repayment term. However, the plan can include
a maximum payment cap of 1.75 times the amount drawn down. That is
an upside cap to assure that students who go on to earn high incomes
do not pay disproportionately more than they used to finance their
educations. (Students today in the federal loan program will typically
pay about 1.5 times what they borrowed after making interest payments
over the life of the loan.)

Consider an example comparing the proposed income-share agree-
ment with the current student-loan program’s income-based repayment
plan. A borrower under the current system with a $10,000 loan at 5%
interest and an initial adjusted gross income of $35,000 makes monthly
payments of $103. If her income grows at 5% annually, she will pay a
total of $11,361, discounted present value (2.5% discount rate). Under the
income-share agreement, she would make initial monthly payments
of just $25 and make total payments over the life of the agreement of
$9,978, discounted present value. The income-share agreement is a bet-
ter deal for her; she receives a larger subsidy.

Now consider a different borrower. She has a $50,000 loan balance
(with a §% interest rate) from attending graduate school. Her income
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when she begins repaying under the existing income-based repayment
plan is $60,000 (adjusted gross income), and she receives an 8% annual
raise. Her initial monthly payment is $353 and in total she will repay
$58,562, discounted present value. Under the income-share agreement,
her initial monthly payment is lower at $250, but she pays more over-
all, $66,212. Because her income grows rapidly from a $60,000 starting
point, she hits the 1.75 times payment cap in her 16th year of repayment,
meaning she no longer needs to make payments at that point.

One difficult issue that policymakers must address as part of this
income-share agreement plan is how to treat the income of married
borrowers. The federal income-tax system generally treats married bor-
rowers as one unit. That poses complications for this system. If one
earner in a married household does not have an income-share agree-
ment and the other does, both would have to make adjustments on
their payroll withholding. Furthermore, if the income-share agreement
is meant to be linked to the return on the investment it financed, then
it logically follows that only the recipient’s income should be used to
repay the obligation. Therefore, the simplest solution is to base the re-
cipients’ payments for the income-share agreement on one half of the
household’s income. Joint tax filers who each have an income-share
agreement would each make payments on one half of their household
income. While this solution will create both marriage “bonuses” and
“penalties,” it is still preferable to a complicated process that assigns
income to each tax filer on a joint return.

Note also that there are key distinctions between IBR and the in-
come-share agreement proposals that justify the opposite treatment of
income from married households. For one, federal student loans repaid
in IBR do not have the same kind of “upside risk” for the borrowers
as an income-share agreement. Once a borrower repays the principal
balance on a loan in IBR, he is done repaying; under the income-share
agreement he could pay more than if he had a loan. It makes more
sense in the case of IBR for student loans to capture household income
because that approach guards against windfall benefits for high-debt
borrowers with middle- and high-incomes, a problem that arises in the
current program due to its generosity. The income-share agreement al-
ready guards against such windfall benefits by linking payments closely
to the amount of financing accessed, by limiting the amount of financ-
ing to $50,000, and by requiring that higher-income borrowers pay
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more in total on the loan than under the current income-based repay-
ment system. Therefore, the income-share agreement can be based only
on an individual’s income rather than household income —without
causing the same problems as the income-based repayment program.

Policymakers should establish an exemption for low-income indi-
viduals and families for payments under the income-share agreement.
Low-income borrowers would be exempt from making payments un-
der two provisions: Tax filers who qualify for the Earned Income Tax
Credit would have their obligations reduced or cancelled that year, and
anyone who earns too little to file federal income taxes would also owe
nothing. These two provisions are meant to align with a payment-col-
lection system for the income-share agreements that operate as part of
federal income-tax collection. The income-share agreement proposal
outlined here could operate with a servicing and collections system like
the one that exists for the federal student-loan program today. But there
are major advantages to a withholding approach like the one that exists
for federal income taxes, which is discussed in a subsequent section.

Some individuals and families are not required to file federal income
taxes because they earn too little or earn no taxable income (individuals
earning approximately $10,000 or less and joint filers earning $20,000 or
less are not required to file). The income-share agreement plan should
exempt those borrowers from payments in any year that they do not
need to file income taxes, but it would still give those borrowers credit
for that year toward their 25 years of payments.

Another provision would target lower-income families with children
by linking an exemption to the Earned Income Tax Credit (EITC), a re-
fundable tax credit for low-income families. These families would have
their payments toward the income-share agreement cancelled or rebated
up to 15% of the value of the EITC for which they are eligible that year.
The rebate would be halved for married households in which only one
individual owes on the income-share agreement to align with the rule
that married tax filers make payments on one half of household income.
This approach creates a means-tested, household-size adjusted exemption
from payments. The EITC provides refundable credits based on a tax filer’s
earned income and the number of children in the household. It phases
out gradually as income increases. Linking an exemption to the EITC
closely tracks the current exemption structure of income-based repayment
in the federal loan program, which is 150% of federal poverty guidelines.
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For example, a married couple with two children and a combined
income of $30,000 would receive a federal EITC of $4,201, exempting
them from $630 in payments due on the income-share agreement that
year."® Assume only one member of the household had used $20,000
of the income-share agreement years ago (about the median amount
of student debt borrowers use today). He would owe $300 for the year
on the agreement (29 of half the household income because he is mar-
ried), but that is less than the $315 exemption (half of $630) for which he
qualifies based on his EITC, and he therefore owes nothing.

Earned Income Tax Credit Limits and Amounts, 2016

No One Two Three
Children Child Children Children +
Maximum Credit $506 $3,373 $5,572 $6,269
Income Limit (single, head
of household, widowed) $14,880 $39,296 $44,648 $47,955
Income Limit (married) $20,430 $44,846 $50,198 $53,505

Source: Internal Revenue Service.

Reforms should also include handling all repayment of the new
income-share accounts through income-tax withholding and the in-
come-tax payments system. The income-share proposal is well suited to
a repayment system designed around the existing income-tax process.
The income-share agreements are an obligation owed to the federal
government and payments are based on the recipient’s income, similar
to an income tax. Moreover, unlike a loan, the income-share agreement
does not have a balance or an interest rate, which makes it easier to re-
pay through the tax-collection system, as it avoids issues of tracking and
crediting payments in real time. The tax-collection system cannot cur-
rently track cash flows on a monthly or even quarterly basis, as would
be required to properly track and credit loan payments.

The payment process under this new system would operate in the
following manner: The IRS form W-4 that employees file with employ-
ers instructing them on how much to withhold for federal income taxes
would be modified to incorporate payments on an income-share agree-
ment. Currently, the form includes a step-by-step worksheet by which
an employee calculates the number of exemptions he should claim,
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thereby determining how much his employer will withhold. (Self-
employed individuals undertake a similar process when they file their
estimated quarterly tax payments.)"”

To incorporate income-share agreement payments, the form would
include a question about whether the filer has an income-share obliga-
tion. If he does, then the form would instruct him to make the necessary
adjustment to the number of exemptions he claims or any additional
amounts he has withheld. Those adjustments would be calibrated to
the amount of the income-share agreement. An individual who used
$5,000 of the $50,000 account, and therefore owes an additional 0.5% of
his income on his withholding, may not need to have his withholding
adjusted at all given how small the amount is. He would simply receive
a smaller refund when he files his tax return. Someone who used the
full $50,000, however, would owe an additional 5% of his income and
would be instructed to reduce the number of exemptions he claims ac-
cordingly or withhold an additional nominal sum.

About 809 of tax filers already over-withhold on their federal income
taxes and are due refunds. For 2015, the average refund was over $3,000."*
That suggests that even if a tax filer did nothing to adjust his withholding
for an income-share agreement, he would withhold sufficient additional
income to cover the obligation. For example, an individual with an ad-
justed gross income of $50,000 who used $30,000 of the income-share
agreement account would owe $1,500 for the year, less than half the typical
tax refund. For that reason, it is important that this system set payments
at a low share of an individual’s income to reduce the likelihood that he
would underpay his income-share agreement in a given year.

Anyone with an income-share agreement under this plan would rec-
oncile the amount he had withheld with the amount he owed as part
of the annual tax-filing process. His payments and obligation would be
figured on a schedule or a line on the IRS form 1040."*' Over-payments
would be included in any tax refund for the year. Under-payments
would be treated exactly like underpaid federal income taxes. Up to a
certain amount, filers would pay the amount due without penalty as a
lump sum when they file their income taxes. Amounts over the safe-
harbor exemptions for underpaid taxes would be subject to the existing
penalties and interest and the IRS collections processes.

There would be only a very limited need for administrative over-
head under this system. The existing federal student-loan system relies
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on federal employees, numerous private contractors, and collections
agencies to service the loans, costing taxpayers $3 billion a year."”* This
proposed system would piggyback off the existing tax-collection sys-
tem, reducing the need for loan servicers and collections agencies.
Some administrative overhead will still be necessary. For example, an
agency must still disburse the funds from the accounts, track how much
students had drawn down, and track an individual’s progress toward
fulfilling the obligation during repayment.

Another advantage of using the tax-collection system in this man-
ner is that it all but eliminates the delinquencies and defaults that are
rampant in the existing federal student-loan program. Some 8 million
borrowers are currently in default on their federal loans. Payments
would be withheld by employers and remitted to a federal agency with
tax receipts rather than billed monthly to the borrower. That feature
also makes income-based payments automatic, and payments track in-
come in real time. Compare that with the current loan program where
income-based repayment is opt-in, requires an annual renewal process
along with much paperwork, and bases payments on a borrower’s in-
come from at least a year earlier, or even two years earlier.

To be sure, individuals with the new income-share agreements can
still effectively default just as they can under-withhold federal income
taxes, fail to file a tax return, or fail to pay an amount due on their taxes
at the end of the year. Even so, Americans are less likely to owe back
taxes than they are to default on a federal student loan— mainly be-
cause payments are withheld regularly from their paychecks.

Ideally, borrowers with existing federal loans could convert their loans
into an obligation under the income-share agreement, but wouldn’t be
required to. While the proposed program is envisioned for new stu-
dents going forward, policymakers could allow borrowers with federal
loans under the old system who have left school to opt in. Under this
arrangement, borrowers would convert their existing loan balance to
an obligation under the new system. Borrowers would then receive the
same terms as if they were accessing the new program. For example, if a
borrower converts a $35,000 loan balance into the new system, he would
repay 3.5% of his income for no longer than 25 years or 1.75 times the
balance ($61,250), whichever occurred first. Borrowers with high loan bal-
ances would likely not opt into the new system as the existing terms on
federal student loans are more generous, and they would have already
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made progress toward the requisite number of payments to receive loan
forgiveness. Opting into the new system would also mean they start over
on a new repayment term— 25 years in the new system.

In addition, reformers should eliminate all tuition tax benefits, redi-
recting those budgetary resources to the new income-share agreement
system, helping to keep payments a low share of income. Because the
income-share agreements are more subsidized for the typical student
than the current system, policymakers will need to enact budget offsets
to keep the plan budget neutral if that is the desired effect. An ideal and
logical place to achieve the offsetting savings is by eliminating the fed-
eral tax credits and deductions for tuition, the American Opportunity
Tax Credit (AOTC) and the Lifetime Learning Credit. Some of those
savings would occur automatically in the case of the deduction for
student-loan interest. Because the income-share agreements do not
charge interest, the deduction would cease to reduce federal revenue
and therefore produce savings relative to current law. (The tuition and
fees deduction expires under current law, so there would be no savings
from that provision.)

The AOTC and Lifetime Learning Credit together account for about
$19 billion per year in forgone revenue and refundable tax credits.””?
They are logical benefits to move into the income-share agreements
because they are federal benefits for paying tuition. A subsidized in-
come-share agreement is as well (it is even figured on an individual’s
income taxes). In other words, both policies provide federal aid to help
families finance a higher education through the tax system. Maintaining
both policies is redundant, and the tax benefits can be eliminated in
order to keep the subsidy on the income-share agreement larger than
it would be otherwise—and slightly more generous than the current
system for low- and middle-income borrowers.
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