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Introduction

Federal student loan debt in the United States has ballooned since the Great
Recession, growing from $642 billion in 2007 to $1.566 trillion in 2020, a 144%
increase.” This expansion has outpaced growth in the number of borrowers,
which increased by 52% (from 28 million to 43 million) over the same period.2

These figures indicate that students are borrowing more to finance their
education. Between 2007 and 2020, the average amount of outstanding federal
student loan debt per borrower increased from $22,680 to $36,510 in real terms.?
Students have borrowed more, in part, to compensate for the rising cost of college
attendance: Real published tuition and fees at public four-year institutions
increased by 42% between the 2006-07 and 2020-21 academic years.*

Many borrowers are also struggling to repay their loans: Prior to the suspension
of interest and loan payments in response to the COVID-19 pandemic, nearly
one in every five borrowers was in default.®

The precipitous rise of student debt, along with the strained ability of many
borrowers to repay, has launched a policy debate over how to provide relief
and rein in student borrowing. One component of this issue, however, is often
overlooked: What impact does the swelling federal student loan portfolio have
on the federal budget?

Current estimates of the fiscal impact are modest, as the portfolio is projected to
produce savings for the government under official budgetary scoring. But these
projections have consistently underestimated the portfolio’s true costs—often
by tens of billions of dollars—and alternative methods show that the portfolio
could produce significant costs in the years to come. Additionally, falling
repayment rates and the expansion of generous repayment and forgiveness
plans suggest that costs to taxpayers may continue to rise. The uncertainty
about the portfolio’s true costs hinders policymakers from crafting informed
and effective decisions to address the rapid growth of student debt, even though
reforms are needed.

This paper presents an in-depth examination of federal student loan debt
and the complex challenges that helped spur the ongoing crisis. We conclude
with a discussion of several current policy proposals aimed at curbing the
unsustainable growth of student debt and improving borrower outcomes.

i These figures are reported in constant 2020 dollars.



The Federal Budgetary
Impacts of America’s
Student Debt Explosion

SUMMARY

e Outstanding federal student debt has ballooned in recent years, increasing by
144% since 2007.

« Although much of this debt accumulated in the aftermath of the Great
Recession, lackluster repayment outcomes are contributing to further
growth, with two-fifths of borrowers making no progress on repayment three
years after graduating.

« Asdebt levels rise and repayment falters, taxpayers shoulder much of the
risk, and the federal government stands to lose billions of dollars.

Originated in 1965, the federal student loan program was created to expand
access to postsecondary education. These loans provide direct federal support
to students and are now the largest source of financial aid for students pursuing
higher education (Figure 1).¢

Figure 1: Composition of Federal Student Aid, 2019-2020 Academic Year
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Note: Dollars adjusted using the 2020 Consumer Price Index for all Urban Consumers (CPI-U).



The large amount of debt that students are taking on to finance their
postsecondary education raises questions about how this borrowing will impact
the federal government’s long-term finances. Taxpayers ultimately foot the

bill if a borrower defaults on their loans or has them forgiven. Therefore, as

the amount of student debt held by the government continues to rise, taxpayer
exposure also rises. That exposure is already substantial: The federal student
loan portfolio was equivalent to 7.3% of annual U.S. gross domestic product
(GDP) at the end of 2020.” While much of this student debt will be repaid by
borrowers under current law, the potential budgetary impact is concerning
given the U.S. government'’s existing debt burden: federal debt held by the public
is already roughly 100% of GDP and is growing unabated.

Federal Student Debt: Putting the Numbers in Context

This paper cites a variety of figures related to federal student loan debt,
including cumulative measures of debt built up over many years and single-year
measures of debt. To help put these figures into context, terms commonly used
throughout this brief are explained in depth here.

Outstanding Federal Student Loan Debt — The $1.566 trillion in outstanding
federal student loan debt, also referred to as the federal student loan portfolio,
consists of the total unpaid balances on existing federal student loans and
includes both initial loan amounts and accrued interest. Under current law,
most of this outstanding balance will be repaid in full, though some will be
forgiven or remain uncollected.

Annual Borrowing — Annual borrowing represents the total new student loan
amounts disbursed by the federal government for a given academic year; during
the 2019-20 academic year, for example, the Department of Education disbursed
$91 billion in student loans (in constant 2020 dollars).® All new federal student loan
borrowing occurs through the Federal Direct Student Loan program using funds
from the U.S. Treasury.

Cost Estimates of the Federal Student Loan Portfolio — These cost estimates
are usually summed over 10 years and represent the government’s expected
budgetary gains or losses from the loans issued during that decade. These

cost estimates are projections and are subject to change. Cost estimates
compare the sums disbursed by the government to expected repayments

from borrowers—the latter figure accounts for outstanding balances that will
go unpaid, either due to defaults and the borrower’s inability to repay their

loan in full or due to loan forgiveness under government relief and repayment
programs. The portfolio’s cost estimates differ depending on the accounting
methodology used: they range from producing $17 billion in savings to costing
$226 billion for the federal government over the next 10 years.'® Cost estimates
for the student loan portfolio and potential policy changes throughout the paper
use the official budgetary method (FCRA accounting), which produces lower

Reported cost estimates exclude re-estimates, modifications, and administrative
costs associated with the student loan portfolio.




costs, but estimates using the alternative method (fair-value accounting) are
reported in accompanying footnotes. (For more information on the difference
between these two methodologies, see page 27 of this report.)

Annual Net Cost Re-estimates of the Federal Student Loan Portfolio — These
re-estimates of the outstanding portfolio—calculated by the White House’s
Office of Management and Budget (OMB)—account for changes to the economic
and technical assumptions about future cash flows, such as fluctuations in
interest and default rates. Each year, re-estimates are calculated both upward
(resulting from changes to assumptions that raise costs) and downward
(resulting from changes to assumptions that lower costs), with the net re-
estimate being the sum of the two. In fiscal year 2021, the net re-estimate to the
federal student loan portfolio was an upward revision of $53 billion, an additional
cost to the Department of Education distinct from the previously estimated

cost of operating the student loan program.™

STUDENT LOAN DEBT HAS INCREASED
RAPIDLY SINCE THE GREAT RECESSION

Prior to 2010, the federal government provided most student loans through the
Federal Family Education Loan (FFEL) program. Under FFEL, lenders issued
loans using private capital, with the federal government agreeing to cover most
of private lenders’ losses in the case of default.

During the Great Recession, however, high unemployment caused a spike in
college enrollment as people sought to improve their job prospects.™ As a result,
applications for federal student aid shot up, increasing by 10% between 2008
and 2009." At the same time, credit markets tightened and private lenders
feared they would struggle to raise sufficient capital to extend student loans to
borrowers. Consequently, the number of FFEL lenders quickly dropped by 65%."

Striving to improve access to credit, Congress shifted responsibility for issuing
federal student loans from private lenders to the federal government through
an expansion of the Federal Direct Loan program. As a result, since July 2010,
all federal student loans have been directly issued from the government using
funds from the U.S. Treasury.' This ensures that the supply of credit used to
originate student loans is not at risk of drying up during recessions in the way
that private funds were under the FFEL program.

iii  The private sector still originates a relatively small amount of student loans with no
financial involvement from the federal government. The ongoing role of the private
sector in federal student loans, however, is largely limited to holding some of the legacy
FFEL portfolio and the task of loan servicing.



Figure 2: The Federal Student Loan Portfolio, Composition of FFEL
and Direct Loans
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Note: Dollars adjusted using the 2020 Consumer Price Index for all Urban Consumers (CPI-U).

Although the shift to Direct Loans eased concerns that students would not be
able to access loans during the recession, federal student debt surged, more than
doubling in real terms between 2007 and 2015 (Figure 2)."* Indeed, student
debt on the federal balance sheet grew much faster than the economy, posing

a greater risk to taxpayers. In 2007, federal student loan debt was equal to just
3.5% of GDP; by 2015, it had grown to 6.6% of GDP."®

The growth of the federal student loan portfolio slowed after the economic
recovery. From 2015 to 2020, total outstanding federal student debt increased
by 19%, after adjusting for inflation." The slower growth reflects a decline in
the volume of student loans issued annually, which peaked during the 2010-

11 academic year at $125 billion before declining to $91 billion in the 2019-20
academic year (in constant 2020 dollars).™"” Nonetheless, these disbursements
continue to place considerable cash demands on the federal purse and grow the
total amount of debt outstanding.

iv  Perkins Loans, which are no longer disbursed, are excluded for this figure.
Only $1billion was disbursed in Perkins Loans during the 2010-2011 academic year.



Figure 3: Types of Student Loans Directly Issued by the

Federal Government
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Source: U.S. Department of Education, Federal Student Aid

v Direct Subsidized Loans received by a student count toward their annual issuance
limits for Direct Unsubsidized Loans, as well, meaning a first-year student receiving
$3,500 in Direct Subsidized Loans could only receive $2,000 in Direct Unsubsidized
Loans during that award year.
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FFEL v. Direct Lending: Ramifications of the Switch

By offering new loans solely through direct lending beginning in 2010, the
federal government effectively ended the Federal Family Education Loan
(FFEL) program and the private sector’s role in originating federal student
loans. Advocates for the switch cited greater access, lower costs, and a better
student experience. Ten years later, what has been the impact of the switch?

Access — Despite concerns, there is no evidence that borrowers lacked access to
FFEL Loans during the 2008 financial crisis. The Department of Education was
temporarily authorized to purchase existing FFEL Loans and offer lines of credit
to private lenders so that they could continue to issue new loans during the
crisis.'® This temporary authorization could have been expanded and continued
during future crises to avoid disruptions in access.

Costs — The Congressional Budget Office (CBO) estimated that the switch

to direct student lending would yield $61 billion in savings from 2010-19.¥'"?
Savings were expected because payments to FFEL lenders exceeded the federal
government’s cost of directly administering loans.?° Yet while CBO assumed new
Direct Loans would produce 9 cents in savings for every dollar lent, in reality,
these loans ended up costing the government 8 cents per dollar on average over
the decade.?"?2 Although the actual cost of continued FFEL lending is impossible
to know, CBO’s ultimately incorrect assumptions call into question whether the
switch truly produced savings."!

Borrower Experience — Under the FFEL program, students who filled out the
Free Application for Federal Student Aid (FAFSA) and were deemed eligible

for aid then had to contact a private lender to originate the student loan. The
conversion to direct lending eliminated this step, reducing the application
burden for many borrowers and potentially increasing student loan uptake

by roughly 5%.%% Although some argue that loan counseling for Direct Loans,
provided by colleges and the Department of Education, is less effective than the
counseling provided by private lenders under FFEL, there is limited evidence to
support this claim.?*

Administrative Flexibility — As direct lender, the government has greater
flexibility to provide relief to borrowers than it did under FFEL. Accordingly,
the most generous repayment plans and borrower protections are limited to
Direct Loan borrowers.?® In fact, the majority of borrowers with FFEL Loans
were excluded from the federal government’s pause on student loan repayment
during the COVID-19 pandemic."i26

CBO estimated that the switch to direct lending would require an additional $5 billion in
discretionary administrative costs, which are excluded from this cost estimate.

The “savings” from the switch to Direct Loans were used to offset the cost of other
policies, including the Patient Protection and Affordable Care Act and an expansion of
Pell Grants, making it particularly noteworthy that those savings failed to materialize.

Borrowers whose FFEL Loans were purchased by the Department of Education during
the financial crisis (“federally held FFEL Loans”) were included in the repayment pause.




Today, the federal government offers four types of Direct Loans (Figure 3). Direct
Unsubsidized Loans accounted for the largest overall increase in outstanding
federal student debt between 2014 and 2020, increasing by $137 billion in real
terms. However, borrowing under two other loan types, Grad PLUS and Parent
PLUS Loans, grew at the fastest rates.?” Between 2014 and 2020, outstanding
Grad PLUS Loan debt nearly doubled (from $45 billion to $83 billion in real
terms), while Parent PLUS Loan debt grew by almost 50% (from $71 billion to
$101 billion in real terms) (Figure 4).28

Figure 4: Composition of the Federal Student Loan Portfolio
by Loan Type
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Note: Dollars adjusted using the 2020 Consumer Price Index for all Urban Consumers (CPI-U).
Consolidation Loans consist of multiple loans originally borrowed under the FFEL or Direct Loan
programs that have been repackaged into one consolidated loan. Perkins Loans, which are no
longer disbursed and make up a very small share of the portfolio, are excluded for readability.

FEDERAL BORROWING VARIES
BY RACE AND EDUCATION LEVEL

Aggregate student loan figures provide context for the portfolio’s overall growth,
but they also mask variation in borrowing across demographic groups. Among
all racial and ethnic groups, Black and Hispanic students are most likely to
borrow to pay for their education. In 2016, the latest year for which data are
available, 86% of Black and 70% of Hispanic bachelor’s degree recipients took out
student loans, compared to only 68% of white and 44% of Asian graduates.?®

1



Black students not only borrow at a higher rate, but they also rely more heavily
on loans to finance their education. For the graduating class of 2016, the
average Black bachelor’s degree recipient with student loans borrowed $39,500
compared to $29,900 for white borrowers, $28,220 for Hispanic borrowers, and
$26,500 for Asian borrowers.*=2°

Borrowing also differs by degree level. While graduate students are only slightly
more likely than undergraduates to take out loans, those who do borrow take

on significantly more debt.3"32 In 2016, the average borrower who received a
bachelor’s degree borrowed $28,900, compared to $63,700 for a master’s degree
and $181,400 for a professional doctorate.*33

Graduate students take on larger loans because they are ineligible for most
federal grant-based aid, such as Pell Grants and Federal Supplemental
Educational Opportunity Grants, and because graduate programs tend to cost
more. Graduate students can also borrow up to the cost of attendance using
Grad PLUS Loans, while undergraduate borrowers face annual and cumulative
loan limits.

LACKLUSTER REPAYMENT RATES
AMPLIFY BUDGETARY ISSUES

Borrowers only begin repaying their federal student loans six months after
leaving an institution, whether by graduating or dropping out. Repayment rates
measure the percentage of borrowers who reduce their principal loan balance by
at least one dollar over a given period of time. Repayment rates are low and have
declined in recent years. The share of graduates that made a principal reduction
to their student loans within three years of completing any college credential
was 10 percentage points lower for students who completed their education in
the 2012-13 and 2013-14 academic years compared to the 2006-07 and 2007-08
academic years (60% vs. 70%). Moreover, repayment rates for non-completers

are even lower—about 20 percentage points below their peers who completed

a credential (Figure 5).3* Student loan borrowers who drop out lose the wage
premium associated with a college credential, likely harming their personal
earnings and ability to repay their student loans.

ix Allaverage borrowing amounts exclude Parent PLUS Loans.

X Amounts for graduate degrees are cumulative and include amounts borrowed for
undergraduate studies.



Figure 5: Three-Year Student Loan Repayment Rates by Completion
Status, Selected Cohorts

2006-07 2009-10 2012-13 &

& 2007-08 & 2010-11 2013-14

Cohorts Cohorts Cohorts
Completers, Any Credential 70% 61% 60%
Non-Completers 48% 41% 40%

Source: Bipartisan Policy Center analysis of U.S. Department of Education College Scorecard

Increased participation in income-driven repayment (IDR) plans partly
explains falling repayment rates. IDR plans provide critical relief for many
borrowers by allowing them to limit their monthly loan payment to a portion
of their discretionary income, with payments as low as $0.¢ Additionally,
any unpaid outstanding loan balance is forgiven after a specified number of
payments. For example, the Revised Pay As You Earn (REPAYE) repayment
plan, the most popular IDR plan, sets monthly payments at 10%

of discretionary income, with forgiveness of any outstanding balance after
20 years for borrowers with only undergraduate loans, and 25 years for
borrowers with any graduate loans.32¢ Yet payments under these plans may
be insufficient to cover accruing interest, causing a borrower’s outstanding
loan balance to grow further. IDR was once an obscure program, but
enrollment has grown substantially over the past decade. In 2010, only 12%
of the total balance of outstanding Federal Direct Loans was being repaid
through an IDR plan—that figure had jumped to 45% by 2017 (Figure 6).%’

xi Depending on the IDR plan, discretionary income is defined as the difference between
a household’s annual income and 100% or 150% of the poverty guideline for that
household, accounting for family size and state of residence.
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Figure 6: Percentage of Direct Loan Portfolio in an Income-Driven
Repayment Plan

Outstanding Direct Loan Balances Direct Loan Borrowers Enrolled
Enrolled in IDR Plan inan IDR Plan
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Source: National Student Loan Data System, Federal Student Loan Portfolio, 2021

Note: The share of outstanding loans and borrowers enrolled in IDR plans reflects those in the
Income-Based Repayment (IBR), income-contingent repayment (ICR), Pay As You Earn (PAYE),
and Revised Pay As You Earn (REPAYE) plans. The “other” category includes the standard 10-
year repayment plan, graduated repayment plans, alternative repayment plans customized to a
borrower’s circumstances, and those who are not currently enrolled in a repayment plan.

IDR provides borrowers with affordable payments and prevents defaults among
borrowers who are struggling to repay their loans. Borrowers who avoid default
can limit adverse effects on their credit and retain their ability to borrow in the
future, while the government skirts financial losses associated with defaulted
loans—the full value of which it often cannot recover.3®

Borrowers who enroll in an IDR plan, however, are still less likely to fully repay
their loans than are borrowers in a standard repayment plan. CBO estimates
that the government loses about 17 cents for every dollar disbursed in loans that
is repaid through an IDR plan. In contrast, the government gains an estimated
13 cents for every dollar disbursed in student loans that are repaid through

a standard, fixed-payment plan.*®° This difference is partially explained by
self-selection into IDR plans: Borrowers who choose to enroll in an IDR plan
often do so because they would struggle to afford the monthly payments under
a standard repayment plan. Self-selection into IDR means that borrowers who
remain on the standard plan generally (on average) have a stronger ability to
repay, leading the plan to have lower average governmental costs.

Xii

These estimates use the methodology directed by the Federal Credit Reform Act of
1990. Under the fair-value accounting method, loans repaid through a fixed-payment
plan cost 9 cents per dollar disbursed and those repaid through IDR plans cost 43 cents
per dollar disbursed. This important issue is discussed further in later sections.



HIGH RATES OF DEFAULT
AND DELINQUENCY ARE
CAUSE FOR CONCERN

Defaults and delinquencies are also important for understanding the fiscal
impact of the federal student loan portfolio. A loan is considered delinquent on
the first day a payment becomes past due; borrowers who are more than 270
days delinquent are considered to be in default. When a borrower defaults, their
entire student loan balance becomes due and collection procedures begin i
Defaulting on student loans makes borrowers ineligible for future student loans
and damages their credit scores.

Before the COVID-19 pandemic, about 11% of the total outstanding federal
student loan portfolio was in default and another 6% was more than 30 days
delinquent.*® Delinquency rates have declined in recent years as more students
enrolled in IDR plans, but defaults were on the rise prior to the beginning of the
COVID-19 pandemic, suggesting poorer borrower outcomes overall.*"*? If current
trends continue, nearly 40% of federal student loan borrowers who entered
college for the first time in 2003 will default on their loans by 2023.4% Although
interest and loan repayments were temporarily suspended in response to the
pandemic, the lingering economic fallout will likely affect many borrowers’
ability to repay, suggesting delinquency and default rates could rise once again
when repayments resume.

LOAN OUTCOMES DIFFER
ACROSS DEMOGRAPHIC GROUPS

Poor student loan repayment outcomes are particularly acute for certain
historically disadvantaged demographic groups. These differences have
budgetary implications, but perhaps more importantly, they reflect the
disproportionate burden that some borrowers confront in repaying their loans.

Facing relatively high debt burdens and poorer labor market outcomes, Black

and Hispanic borrowers enroll in IDR plans at higher rates to access relief: 34%
of Black and 26% of Hispanic borrowers who earned a bachelor’s degree in 2016
enrolled in an IDR plan within one year of graduating compared to only 21% of

xiii After defaulting, a borrower is generally contacted by a private collection agency
(PCA) contracted by the Office of Federal Student Aid. The borrower may be offered
the opportunity to rehabilitate their loan or enter into a voluntary repayment
agreement. If the borrower accepts neither offer, or fails to honor the agreement, the
PCA may seek to collect on the defaulted loan amount through administrative wage
garnishment, referring the borrower to the Treasury Offset Program (to garnish
tax refunds or other government payments), or recommending litigation. For more
information, see the Congressional Research Service report, “Federal Student Loans
Made Through the William D. Ford Federal Direct Loan Program: Terms and Conditions
for Borrowers,” available at: https://crsr rts.congr . r t f/R/R45931
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white borrowers.** Partly due to their higher enrollment in IDR plans, Black
and Hispanic borrowers also have lower repayment rates. One year after
completing their bachelor’s degree, 79% of Black borrowers owed more than
they borrowed in student loans compared to 62% of Hispanic borrowers and
55% of white borrowers.*®

Delinquency and default rates tell a similar story: 58% of Black and 42% of
Hispanic borrowers who completed their bachelor’s degree in 2016 had at least
one late loan payment within a year of graduating compared to 38% and 34% of
white and Asian borrowers, respectively.*¢ Twelve years after entering college
in 2003, 38% of Black and 21% of Hispanic borrowers had defaulted on their
student loans compared to only 12% of white and 6% of Asian borrowers.*” Put
another way, Black borrowers were more than three times as likely to default on
their student loans as white borrowers.

Key Drivers of Growing
Student Loan Debt

SUMMARY

« Declining state support for higher education; the rising cost of tuition,
fees, room, and board; and the declining relative value of Pell Grants have
all contributed to rising out-of-pocket costs and an increased reliance on
federal loans.

- Increased access to federal student loans has diminished consumers’
sensitivity to price hikes, allowing institutions to increase tuition prices
without facing declines in enrollment.

« Uncapped borrowing and generous repayment options afford certain
students unrestrained access to federal credit, creating incentives for
greater borrowing and a windfall for wealthy borrowers.

«  Weak accountability metrics allow poor-quality institutions to continue
receiving federal student aid despite their students’ inability to repay their
loans, leaving taxpayers to foot the bill.

The surge in student loan debt and the consequent federal budget exposure have
several causes. Rising college costs have outpaced access to grant aid, straining
families’ ability to pay for higher education and increasing their reliance on
student loans to plug financing gaps. At the same time, federal policies aimed at



easing repayment burdens are poorly designed, rewarding additional borrowing
and providing a windfall to high-income borrowers with large loan balances.
Finally, lackluster and gameable accountability metrics also allow low-quality
colleges to be financed by taxpayer dollars without providing students with a
strong return on investment.

STUDENTS’ OUT-OF-POCKET
COSTS ARE RISING

The cost of college attendance has risen substantially over the past four decades,
leading many students to finance their education with additional student loans.
After accounting for inflation, the cost of tuition, fees, room, and board minus
grant aid (net TFRB) increased on average by $2,205 at public and $1,916 at
private nonprofit four-year colleges between the 2006-07 and 2020-21 academic
years, representing a real increase of 18% and 7%, respectively.x"#2 Although
increases in grant aid were sufficient to cover rising tuition costs—inflation-
adjusted net tuition and fees actually decreased by $471 and $876, respectively,
at public and nonprofit four-year colleges—the rising cost of nontuition
expenses outpaced grant aid. For example, room and board costs increased

by $2,677 at public and $2,792 at private nonprofit institutions over the same
period, leading to higher net prices.** While the figures above summarize recent
increases in the out-of-pocket cost to attend college, sticker prices at these
schools have been rising steadily since the 1980s (Figure 7).

Figure 7: Average Published Tuition, Fees, Room, and Board by Sector
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Note: Dollars adjusted using the 2020 Consumer Price Index for all Urban Consumers (CPI-U).

xiv For-profit institutions rarely report room and board expenses. Net prices for the
2020-21 academic year are projected by assuming per-student grant aid amounts are
the same as in 2019-20, measured in constant dollars.
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Declining state support for higher education, the erosion in value of Pell Grants,
and a potential feedback loop between access to federal student loan financing
and higher college prices have all contributed to the long-term cost trend. Each
of these factors is explored in greater depth below.

Declining State Support

State governments have historically been the primary funders of higher
education, providing direct support to public colleges and universities through
appropriations and offering grant aid to students at both public and private
institutions. Over the past few decades, however, state support for higher
education has gradually declined as a result of tax cuts, competing priorities,
and the impact of recessions on state finances. During fiscal year 2000, states
provided an average of $8,817 in funding per full-time equivalent (FTE) student
(in constant 2020 dollars). This figure fell to just $7,805 in 2020.x%5° State
support as a fraction of personal income fell even more precipitously: by this
metric, state support for higher education has decreased by more than a third
since 1980 (Figure 8).5"

Figure 8: State Fiscal Support for Higher Education as a Percentage

of Personal Income
0.8%
0.6%
0.4%
0.2%
0.0%
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Fiscal Year

Source: State Higher Education Executive Officers Association, State Higher Education Finance:
FY 2020, 2021; Bureau of Economic Analysis, 2021

xv These figures omit state appropriations that go directly to research, agriculture,
public health care services, and medical schools. They also exclude any federal
stimulus.



With state support declining, many public colleges and universities have sought
additional tuition revenue to fill the gap—effectively passing state budget cuts
on to students through tuition hikes.52 Published tuition and fees at public four-
year schools more than doubled between the 2000-01 and 2020-21 academic
years, rising from an average of $5,276 to $10,572, adjusted for inflation.5® As
attendance costs balloon, students are increasingly reliant on debt to finance
their degrees.

Recessions compound these funding challenges for institutions. During a
recession, declining tax revenues and balanced budget requirements limit states’
ability to fund higher education. At the same time, colleges and universities
often see enrollment surge in response to a weak labor market. This can translate
to additional tuition revenues, but it also spreads state resources even thinner.
Although states often boost funding for higher education after the economy
recovers, per-FTE shortfalls from prior budget cuts tend to persist, fueling a
long-term decline in state support.

The Great Recession illustrates this trend. States faced a 17% average reduction
in yearly tax revenue at the height of the crisis and scrambled to balance their
budgets.>* The result was a real 15% reduction in state appropriations for higher
education between 2008 and 2012.5% Over the same period, enrollment increased
by 12%, leading average per-FTE resources to fall even further: from $8,190 in
2008 to $6,166 in 2012 (in constant 2020 dollars).®¢ Institutions raised prices to
compensate, and as a result, average tuition and fees at public four-year colleges
increased 23% between the 2008-09 and 2012-13 academic years, adjusted for
inflation.%” State support for higher education rebounded following the Great
Recession, but per-FTE funding still has not fully recovered to 2008 levels.5®

The Eroding Value of Pell Grants

Rising prices have also eroded the value of Pell Grants and other non-loan-based
federal student aid, further increasing students’ reliance on debt to finance
higher education. Unlike a loan, Pell Grants—available to undergraduate
students with financial need—do not need to be repaid. Pell Grant funds

can also be used to cover all education expenses, not just tuition and fees. In
1975, the maximum Pell Grant award was sufficient to cover nearly 80% of the
average attendance costs at a public four-year college.®® Today, the maximum
annual Pell Grant award, which is $6,495, covers only 29% of average costs.®°

The declining value of Pell partially explains some of the demographic
differences in student borrowing. Students of color are disproportionately
harmed by the erosion of Pell Grants: Black and Hispanic students are more
likely to receive a Pell Grant than white students.®' As the relative value of Pell
Grants has declined, low-income students have relied more heavily on federal
student loans.
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A Cycle of Higher Prices and Increased Borrowing

The federal student loan program has undoubtedly expanded access to higher
education, but the increased availability of credit has contributed to a vicious
cycle of rising tuition and higher debt loads. Specifically, as federal lending
limits have risen to accommodate higher college attendance costs, students
have taken on additional debt and become less sensitive to tuition increases. In
turn, colleges and universities can charge higher tuition prices without serious
declines in enrollment, enabling the cycle to continue.

Research from the Federal Reserve Bank of New York suggests that, after
accounting for other factors, published tuition rates at colleges and universities
rose by 60 cents for every dollar increase in the annual lending limit for Federal
Direct Subsidized Loans.*? Additionally, as much as 55% of the total increase

in net tuition prices between 1987 and 2010 may be explained by increased
access to federal student aid.¢® Other research has found that public institutions
specifically raise in-state tuition based on the availability of federal student

aid, and that for-profit institutions eligible for federal aid charge 78% more than
comparable non-eligible institutions.é*¢®

It is important to note that many factors affect how universities set tuition—
including state funding, macroeconomic conditions, and labor costs. Without
consistent data at the level of individual institutions, isolating specific cost
drivers is challenging.¢¢¢” Nonetheless, though there are questions about the
extent that greater access to student loan financing impacts college pricing,
mounting evidence suggests that it does play a role.

UNRESTRAINED PLUS LOAN
BORROWING PRODUCES ONEROUS DEBT

The two types of PLUS Loans—Grad PLUS and Parent PLUS—allow graduate
students and the parents of dependent students to access additional federal
student loans to help cover the cost of college attendance, further expanding
access to higher education for many students. Yet minimal underwriting
standards and the lack of annual lending limits for these PLUS Loans has
allowed eligible borrowers to access an almost unrestrained flow of federal
student loans regardless of their ability to repay.

Lax Underwriting Standards for Parent PLUS Loans

Parent PLUS Loans have contributed significantly to the rapid rise of student
loan debt over the past decade. From 2014 to 2020, the balance of outstanding
Parent PLUS Loans grew by 42% (adjusted for inflation), driven by rising prices
and the ease with which borrowers can access uncapped credit under the
program.¢® Currently, borrowers qualify for Parent PLUS Loans so long as they



have no adverse credit history, meaning individuals with no credit history or
limited ability to repay can qualify for tens of thousands of dollars in federally
issued debt. One-fifth of Parent PLUS borrowers and 40% of all Black Parent PLUS
borrowers have annual household income below $30,000.%° Even more startling,
the average Parent PLUS borrower in the bottom income quartile borrowed
nearly as much to help finance a year of college ($10,051) as their average reported
annual income ($14,140).7° Additionally, Parent PLUS borrowers are ineligible for
some benefits afforded to other federal student loan borrowers, such as IDR and
lower interest rates. Like other student loan borrowers, they are usually unable to
discharge their loans in bankruptcy and face severe repercussions upon default,
after which the government can garnish their wages or Social Security benefits.

Uncapped Lending to Graduate Students

The Grad PLUS Loan program is particularly costly to the federal government and
may be pushing up tuition prices. Grad PLUS and Parent PLUS Loans have no annual
lending limit, allowing graduate students to borrow up to the cost of attendance.
Unlike Parent PLUS Loans, Grad PLUS Loans have no basic underwriting
requirement, enabling graduate students to borrow large amounts regardless of their
ability to repay. These features, together with the longer duration of many graduate
programs, explain why debt levels per borrower are higher in the Grad PLUS program
than in any other federal student loan program.”” Graduate student lending has
increased substantially since Grad PLUS Loans became available in 2006 (Figure 9).
During the 2019-20 academic year, the average Grad PLUS borrower took out $26,748
in loans, compared to $17,915 under the Parent PLUS Loan program and $9,113 under
the Direct Loan program (in constant 2020 dollars).”?

Figure 9: Average Annual Borrowing Among Graduate Students
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In theory, greater borrowing by graduate students should be unobjectionable, as
graduate students tend to earn more following graduation. But some expensive
graduate programs can fail to produce an increase in earnings, and certain
elements of the loan repayment system, such as forgiveness and the standard
repayment cap (both discussed below), are unintentionally helping borrowers
with high earnings avoid full repayment.

REPAYMENT AND FORGIVENESS
PROGRAMS HAVE BECOME
MORE GENEROUS

The federal government offers generous loan repayment programs, providing
financial relief to struggling borrowers. When combined with uncapped
borrowing under the Grad PLUS program, however, several features

of IDR plans and the Public Service Loan Forgiveness (PSLF) program
disproportionately benefit higher-income borrowers and make the student
loan system more regressive.

Forgiveness Under IDR

IDR plans eventually forgive a borrower’s outstanding debt, but the costs to

the federal government of that forgiveness are substantial, especially for debt
accrued at graduate programs. An estimated $40 billion of undergraduate
student debt disbursed between 2020 and 2029 and placed into an IDR plan
will be forgiven, representing 21% of the total amount of loans disbursed and
enrolled in IDR during this period. While startling, these estimates are even
worse for graduate students: $167 billion—or more than half (56%)—of graduate
student debt disbursed between 2020 and 2029 and placed into an IDR plan
will be forgiven.”® As enrollment in IDR plans increases and larger amounts are
forgiven, the cost to U.S. taxpayers will grow.

Forgiveness under IDR also disproportionately subsidizes borrowers with the
largest outstanding balances. These borrowers are typically graduate students
pursuing expensive degrees who are likely to earn high incomes after graduating
and who will be able to repay their loans in full. For example, students who
earned a professional degree in 2016 had more than six times as much debt as
those who earned a bachelor’s degree, yet the former can expect to make $1.7
million more in median earnings over their lifetime.”*?® Moreover, on average,
graduate borrowers with loan amounts in the highest quintile can expect to have
$118,000 of their student loan debt—or about 53% of the amount received—
forgiven through IDR. By comparison, average graduate borrowers in the lowest
quintile of debt will have just $700 of their loan debt forgiven—2% of the amount
received.”¢ For all these reasons, it is troubling that graduate borrowers account
for more than 80% of the $207 billion in student loans that were issued between
2020 and 2029 and are projected to be forgiven through IDR plans.””



Standard Repayment Cap

Another feature of some IDR plans, the standard repayment cap, similarly
disproportionately benefits high-income borrowers and promotes costly and
needless levels of loan forgiveness. Specifically, the cap limits a borrower’s
monthly payment under some IDR plans to what their payment would be under
a 10-year standard repayment plan. This provision is particularly beneficial for
borrowers whose income is low when they enter repayment but whose income
then increases, as it caps their monthly payments below what they can afford to
repay. For example, a borrower who owes $26,946 in student loans and has an
income of $100,000 should be paying about $670 dollars a month under an IDR
plan. With the standard repayment cap however, this borrower would instead
owe less than $280 in monthly payments, the amount they would owe under
the 10-year standard repayment plan.’® In short, the policy enables high-income
borrowers to prolong their student loan repayment under IDR plans and receive
a higher subsidy from eventual loan forgiveness.

Public Service Loan Forgiveness

The PSLF program is meant to incentivize careers in public service. Such jobs
often require a postsecondary degree but offer comparatively lower salaries

than the private sector. Under the PSLF program, a borrower who works in
government or at a qualifying nonprofit can have their outstanding debt balance
forgiven after 10 years of loan payments.* Despite noble aims, the program’s
current design limits its effectiveness and disproportionately benefits higher-
income borrowers.*vi

Unfortunately, PSLF fails to help borrowers when they need it most: at the
beginning of their careers when incomes tend to be lowest.”?#° Instead, the
program provides relief after 10 years of repayment, which also means that
borrowers who start with lower balances are less likely to receive any benefit.
Yet low-balance borrowers often need the most assistance; in fact, data show
that borrowers with less than $5,000 in student debt are the most likely to
default within the first four years of repayment.®' Instead of helping these
vulnerable borrowers, the 10-year payment requirement means that the PSLF
program mostly benefits borrowers with high loan balances and the ability to
make timely payments—who also tend to be higher-income.

xvi Studentloan payments made under IDR plans count toward the 10 years of payments
required to receive PSLF, as do most payments under the standard repayment plan,
but payments under other plans generally do not qualify for PSLF. The Department of
Education has created a limited waiver to allow most previously ineligible payments to
retroactively qualify for PSLF through October 1,2022. Loans forgiven through PSLF
are not counted as taxable income by the IRS.

xvii Itis worth noting that the program to date has entailed administrative barriers that
have severely hampered takeup. Only 2% of PSLF applications filed and processed
between November 2020 and April 2021 were approved. For more information, see:
https://st ntaid. ta-center/st nt/loan-forgiven If-data.
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Additionally, because borrowers are required to make payments for only 10 years
before their remaining balance is forgiven, they have less incentive to limit how
much they borrow. Research suggests that PSLF borrowers face no marginal cost
for taking on additional debt after reaching a certain threshold—a threshold
that is lower than the cost of many professional degrees.®? The increased
borrowing encouraged by the structure of PSLF could ultimately lead to larger
costs for the government. Indeed, CBO estimates that the program will cost
taxpayers $28 billion over the next decade.xvi83

INSTITUTIONAL ACCOUNTABILITY
IS LACKING

Concerns about the federal student loan program are further heightened by the
poor return on investment (ROI) provided by many postsecondary institutions.
Too many students who pursue higher education are left with massive amounts
of debt but little improvement in their job prospects. Meanwhile, federal
resources are allocated to low-quality institutions, even as taxpayers remain on
the hook for losses from poor-performing loans.

Under current policy, low-quality institutions can theoretically be stripped

of the ability to issue federal student loans, but the two main accountability
metrics used by the federal government to determine eligibility or monitor
disbursement—cohort default rates and financial responsibility scores—are
poorly designed and weakly enforced. As a result, they provide few incentives for
institutions to curb student borrowing or improve student outcomes.

Cohort Default Rates

Cohort default rates (CDR) measure the percentage of borrowers who default
within a given number of years after entering repayment. If an institution’s
CDR exceeds 40% for a single cohort of borrowers or 30% for three consecutive
cohorts, the institution can lose eligibility for federal aid.

Although the CDR metric is meant to calibrate whether a school’s value
proposition is so poor that it sends a large share of its students into default,
borrowers have an array of options to avoid this outcome—including
forbearance, deferment, and IDR enrollment.** As a result, a large share of

xviii The $28 billion 10-year cost of PSLF reflects a FCRA estimate. PSLF’s 10-year costs
are estimated to be $22 billion under the fair-value accounting method. The fair-value
costs are lower because loan payments forgone under forgiveness are discounted at a
higher rate and therefore have a lower present value under this methodology.

xix Deferment and forbearance allow federal student loan borrowers who are struggling
with repayment, continuing their education, or who meet other criteria to temporarily
suspend or decrease their monthly payments without entering delinquency or default.
Although payments are suspended or decreased, interest typically continues to accrue
during periods of deferment or forbearance. For more information, see:
https://st ntaid. man -loans/l r- ment t-temporary-relief.
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an institution’s borrowers may be failing to make progress on paying down
their loans, yet the school can pass the test with flying colors because of

CDR’s narrow view. CDR therefore provides an incomplete picture of borrower
outcomes and produces minimal institutional accountability. In 2020, just 12
out of several thousand postsecondary institutions were sanctioned because of
high default rates.84

Financial Responsibility Scores

The U.S. Department of Education uses financial responsibility scores to evaluate
the financial strength of private and for-profit institutions that receive federal
student aid. These scores are meant to reflect a school’s financial health and

act as an early warning sign of financial mismanagement or possible school
closure. Scores range from -1.0 to 3.0; schools that score below 1.5 are considered
financially irresponsible and become subject to additional oversight. For example,
they must provide financial assurance to the federal government that they will
cover a specified portion of the costs associated with student loan discharges
should the school close. Schools with failing scores also become subject to
heightened cash monitoring, meaning the disbursement of federal student aid is
controlled to limit the government’s exposure in the event of closure.

While financial responsibility scores could act as a strong accountability tool,
their efficacy is considerably weakened because they rely on data that are at
least two years old. This lag in reporting means warning signs often come too
late: A Government Accountability Office (GAO) report found that financial
responsibility scores failed to predict half of college closures between 2010
and 2016.8° Without robust and timely monitoring of institutional finances,
taxpayers remain exposed to the costly consequences of college closures.

xx Only eight schools were sanctioned because of high default rates in 2021. This decline,
however, is partially attributable to the pause on federal student loan payments, which
affected the last six months of the three-year period.
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The True Costs of Federal
Student Debt Are Debated

SUMMARY

- Frequent and growing upward cost re-estimates of the federal student loan
program indicate that its true cost will be greater than anticipated.

« Conflicting accounting methods yield substantially different cost estimates
of the federal student loan portfolio.

The federal student loan portfolio clearly has federal budgetary implications, but
its true cost is difficult to discern. The government has historically reported a
net profit from student lending. Yet frequent upward revisions to cost estimates
and conflicting accounting methodologies suggest that the program’s long-term
budget impacts are negative and could be much larger than anticipated.

CONSISTENT UPWARD COST
RE-ESTIMATES SUGGEST
A GROWING PROBLEM

Each year, the president’s budget proposal for the Department of Education
includes re-estimates of the outstanding federal student loan portfolio’s costs.
These re-estimates are meant to correct inaccuracies in earlier estimates due
to fluctuations in interest rates, prepayment, default rates, IDR enrollment and
borrowers’ income, and other repayment factors.” Re-estimates in the late
2000s and early 2010s were small and roughly balanced between unanticipated
costs and savings. Recent re-estimates, however, have trended consistently

in an upward (higher cost) direction, indicating persistent overly optimistic
assumptions about the federal student loan program. In the past two years
alone, those re-estimates have grown the cost of the outstanding Direct Loan
portfolio by $116 billion (Figure 10).8%8”

xxi For more information on what factors affect Direct Loan re-estimates, see the GAO
report, “Department of Education: Key Aspects of the Federal Direct Loan Program’s

Cost Estimates,” GAO-01-197, available at: https://www.gao.gov/products/gao-01-197.


https://www.gao.gov/products/gao-01-197

Figure 10: Annual Net Re-estimates of the Federal Direct Loan
Program’s Budgetary Costs
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These startling changes largely reflect incorrect assumptions about the
popularity and subsidy rate of IDR plans. Between 2013 and 2016, both the
percentage of borrowers and the amount of total outstanding loan debt enrolled
in IDR plans doubled.®® In addition to higher enrollment, GAO found that

the estimated subsidy cost of IDR plans had increased rapidly. In 2012, the
government estimated it lost 11 cents for every dollar of student loan debt
disbursed and repaid through an IDR plan; in 2017, just five years later, the
figure was more than 26 cents per dollar.®® Greater IDR enrollment and higher
subsidy costs likely reflect borrowers seeking relief as they struggle to repay
their loans. As a result, the net cost re-estimate for existing Federal Direct Loans
turned positive, meaning costs were higher than expected, and they stayed
that way nearly every year after 2014. As borrowers struggle to repay their debt
and turn to IDR plans for relief, upward re-estimates to the cost of the federal
student loan portfolio will likely continue to grow.

DISPARATE ACCOUNTING METHODS
LEAD TO UNCLEAR COSTS

CBO currently reports on two different and contrasting accounting
methodologies when assessing the budgetary impacts of the federal student
loan program. One methodology, which CBO is required to use for its baseline
and estimates of legislation, is specified under the Federal Credit Reform Act of
1990 (FCRA), and the other is called “fair-value accounting.”
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FCRA records the lifetime cost of a loan in the year it was made, with the cost of
disbursement offset by the present value of projected repayments on the loan. The
applied discount rate is tied to the interest rate on U.S. Treasury bonds, which
have been at historic lows over the past few decades. Under fair-value accounting,
costs are recorded in the same fashion, but discount rates are tied to the market-
value interest rate. This market-value interest rate is essentially the interest rate
that a borrower would receive for a comparable loan in private markets.

How Did the Federal Credit Reform Act of 1990
Enable the Switch to Direct Lending?

Before FCRA, congressional budgetary rules required that the cost and revenue
of credit programs be accounted for on a cash basis. Under cash accounting,
expenses are only recorded when money flows into or out of the government.
This meant that any federal funds disbursed through a direct government

loan were fully recorded as a cost during the origination year, with expected
repayments on the loan not showing up until years later (much of it outside the
10-year scoring window). Cash accounting therefore heavily favored guaranteed
loan programs, such as FFEL, which used private capital—instead of a large
outflow of government funds—to originate loans.?®

After the passage of FCRA in 1990, budgetary rules were changed to record
federal credit programs on an accrual-accounting basis. Under accrual
accounting, the lifelong costs of a federal loan or loan guarantee—including
expected future revenue from repayment of the loan—are recorded during

the origination year. The switch to accrual accounting not only improved the
accuracy of government accounting, it also substantially lowered the budgetary
cost of direct lending, leading to the creation of the current Direct Student
Loan program in 1994 and the complete transition to direct lending for newly
originated loans in 2010.7"

Although the resulting difference in discount rates seems small (usually just a
few percentage points), it has surprisingly large implications for the projected
cost of the student loan program. Excluding cost re-estimates, CBO projects that
the federal government’s Direct Student Loan portfolio will yield net savings of
$16 billion between 2021 and 2031 under the FCRA methodology.**" Under the
fair-value method, however, the portfolio is projected to have a net cost of $226
billion over the same period.®?

xxii Itis worth noting that the federal government’s cost of administering the Direct
Loan program over the same time period is projected to be $13 billion in mandatory
funding plus some portion of the Department of Education’s $23 billion in discretionary
administrative funds.



The question of which method more accurately estimates the true cost of the
federal student loan program is vigorously debated. Advocates of fair-value
accounting argue that using Treasury bond rates—which are essentially void
of repayment risks—to discount future cash flows underestimates the cost of
the program. In their view, a market-value interest rate better reflects the risks
associated with the federal student loan portfolio because borrowers may fail
to fully repay their loan on schedule, either because they become delinquent,
default, or receive forgiveness.?® By contrast, advocates of the FCRA method
argue that tying the discount rate to private interest rates overestimates costs,
as the government faces lower borrowing costs and can be less averse to loss
than private lenders.** Additionally, those in favor of the FCRA methodology,
including GAO, point out that federal student loans are incredibly hard to
discharge in bankruptcy, and the federal government has the unique ability to
garnish tax refunds and Social Security benefits to collect defaulted balances.
This reduces the risk of loss to the federal government.’® Regardless of this
debate, however, the large differences between these two accounting approaches
create further uncertainty and confusion surrounding the true costs of the
loan portfolio, reducing policymakers’ ability to make confident and informed
decisions that address the growth in student debt.

Potential Policy Options to
Address Student Debt Growth

The federal student loan portfolio and its potential risks to the federal budget
will likely continue to grow without substantial policy changes. This section
discusses several options for reducing reliance on the federal student loan
system and for mitigating taxpayers’ exposure through steps to improve
institutional accountability, rein in student lending, better target repayment
support, and promote alternatives for financing higher education.

Promote Accountability Through Institutional Risk Sharing

Current federal accountability measures for higher education are weak, allowing
schools that do not provide their students with a strong return on investment

to retain access to the federal loan program. These institutions lack “skin in the
game” and face little incentive to improve their students’ loan outcomes.
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To promote accountability, institutions that accept federal student loans could
be charged a small premium based on the risk their students’ loan debt poses
to the federal budget.?¢ Premiums would be calculated as a percentage of an
institution’s outstanding loan balance that has not seen a principal reduction
within three years of repayment. This “non-repayment balance” would be
calculated as a three-year rolling average to avoid abrupt swings. Protections
would be embedded for schools that enroll high numbers of disadvantaged
students, since these institutions may justifiably have weaker outcomes because
the communities they serve face outsized repayment challenges. Specifically, in
this risk-sharing system, the premium for each institution would be adjusted
to account for its low-income enrollment and the proportion of resources it
allocates to promoting student success, including instruction, career services
and counseling, and other wraparound supports.

Implementing a risk premium tied to student outcomes would hold institutions
at least partially accountable for poor loan outcomes. It would also create clear
incentives to improve performance, including by aligning curricula with job
market demands, limiting tuition increases, and directing school resources to
activities and services that help vulnerable students.

Broaden the Metrics Used to Evaluate Student Loan Outcomes

Institutional accountability could also be improved by replacing the cohort
default rate with a more robust and informative set of metrics that better
capture student outcomes. This could include the current CDR, which simply
measures the percent of borrowers who default, along with metrics for
repayment rates (measuring students’ ability to reduce their principal balance
within a given period after entering repayment), degree completion rates,

and earnings outcomes among graduates.?” Schools that fail to demonstrate
strong outcomes through these metrics would lose access to federal student
aid, including loans. Although this change would incentivize institutions to
provide students with a strong return on investment, it could penalize schools
that serve a higher proportion of students from groups with worse repayment
outcomes, such as low-income students and first-generation college students.
Thus, any reforms to strengthen accountability metrics should be developed
with equity considerations at the forefront.

Expand Pell Grants to Improve Student Outcomes

The rising out-of-pocket costs of college attendance are eroding the relative
value of Pell Grants, along with their usefulness as a tool to expand access to
higher education. Diminished levels of assistance relative to cost harm the
program’s ability to achieve its objectives and translate to worse outcomes
among low-income students. Thirty-one percent of students who leave school
before graduating cite financial reasons as their main cause for leaving.?®



The maximum Pell award could be expanded to ensure that its support keeps
up with the rising cost of postsecondary education. This would carry upfront
costs for taxpayers, but it could be a worthwhile investment, making college
more affordable, particularly for vulnerable and historically underrepresented
students. Boosting grant aid could also enhance college completion, as research
has found that an additional $3,500 in annual grant aid is associated with a 5
percentage point increase in on-time bachelor’s degree attainment among low-
income students.?® Completion gains would in turn improve loan repayment
outcomes among lower-income students, who disproportionately struggle to
repay their loans, partially offsetting the cost of Pell expansion.

Pell eligibility could be adjusted to exclude high-income students to help pay
for this expansion.'®® Although 73% of Pell Grant recipients have an annual
income of $30,000 or less, some higher-income students are eligible because
they attend a high-cost institution or because they come from large families.'"
Capping access at the fourth income quartile—which consists of students
from households with an annual income of roughly $110,000 or more—would
prevent these higher-income students, who have myriad other financing
options, from accessing Pell Grants while ensuring that low- and moderate-
income students receive the assistance they need.*xi

Eliminate In-School Interest Subsidies on Federal Student Loans

Although commonly used by middle- and low-income students, subsidized
Direct Loans are costly and act as a back-end support that provides minimal
assistance to students while they pursue their degree. In contrast, need-based
grant aid (such as Pell Grants) provides direct support to students during

their education and is more effective at promoting retention and attainment
compared to loan subsidies.'®?1°3194 To better target aid dollars, in-school interest
subsidies on federal student loans could be eliminated, a change estimated to
save taxpayers around $19 billion over 10 years.%'05106

Eliminating these subsidies would result in additional interest accrual for
some borrowers, leading to higher debt burdens after graduation, but there

is no evidence suggesting it would reduce access or degree completion. In

fact, enrollment and degree completion among graduate students saw little
change after they lost eligibility for in-school interest subsidies in 2012.°71°8
Nevertheless, an elimination of subsidized loans would make more sense if
paired with an equivalent increase in grant aid or other supports targeting low-
and middle-income students—such as the Pell expansion described above.

xxiii For more information on the fourth income quartile, see: http://www.pellinstitute.org/
i loads/publi . -Indi F Hi Ed . Equity i US_2016

xxiv Under the fair-value method, eliminating subsidized loans would yield $15 billion in
savings over 10 years.
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Eliminate the Standard Repayment Cap to Avoid Unnecessary
Taxpayer Costs

IDR plans are meant to provide relief for struggling borrowers through lower
monthly payments, but the standard repayment cap disproportionately benefits
borrowers with the highest loan balances. These are also the borrowers who
tend to have the highest incomes.

To eliminate these poorly targeted subsidies, policymakers could repeal the
standard repayment cap. Doing so would make IDR plans less regressive by
ensuring that all borrowers pay an equal proportion of their discretionary
income.'? This reform would also help prevent high-income borrowers from
receiving unnecessary forgiveness, reducing costs to taxpayers. CBO recently
estimated that eliminating the standard repayment cap would save U.S.
taxpayers $10 billion over 10 years.x%"°

Facilitate Automatic Enrollment in a Simplified and More
Progressive IDR Plan

Under the current repayment system, borrowers must navigate a confusing
maze of bureaucracy to access relief through an IDR plan. They not only have

to decide between four plans, all with different monthly payment formulas and
eligibility requirements, but borrowers must also reapply annually by submitting
their tax information. To avoid this obligation and confusion, borrowers could be
automatically enrolled into a single streamlined IDR plan. Automatic enrollment
could be facilitated through data sharing between the IRS and Department of
Education, removing the need for borrowers to submit tax information.

Although automatic enrollment would likely increase the budgetary costs of
the student loan portfolio—as the subsidy rate under IDR plans is higher than
under traditional repayment—it would do so by less than alternatives like
broad-based loan forgiveness. Importantly, automatic enrollment in IDR would
dramatically reduce defaults and increase the progressivity of the student

loan system. Among borrowers who entered repayment between fiscal years
2010 and 2014, less than 1% of those enrolled in two of the most-used IDR

plans (Income-Based Repayment and Pay As You Earn) defaulted compared

to 14% of borrowers enrolled in the standard repayment plan."" Additionally,
research found that if all borrowers were enrolled in IDR, households (including
nonborrowers) in the bottom 10% of earners would receive almost six times as
much benefit from eventual IDR forgiveness compared to those in the top 10%
of earners."? The IDR system could be made even more progressive and less
expensive to the government if repayment formulas were adjusted to require
high-income borrowers to repay their loans more quickly, which in combination
with eliminating the standard repayment cap would reduce their likelihood of
receiving forgiveness on loans they can afford to repay.

xxv Under the fair-value method, eliminating the standard repayment cap would similarly
yield approximately $10 billion in savings over 10 years.



Better Target Support for Public Service Borrowers

While well-intentioned, PSLF is poorly designed and regressive in its relief. It
also incentivizes excessive borrowing that is ultimately paid for with taxpayer
dollars. Rather than offering blanket forgiveness after 10 years, PSLF could be
turned into a flat monthly benefit of $300 for up to five years."® This would
ensure that all borrowers receive the same subsidy for public service regardless
of their income and debt levels. A defined benefit would also provide support to
borrowers at the beginning of their careers, when they need it most.

Currently, the vast majority (98%) of applications for PSLF forgiveness are
rejected.”* This high rejection rate occurs because of a lack of clarity regarding
which nonprofit jobs and types of loans qualify for the program."® Data sharing
between the Department of Education and the IRS could alleviate this confusion
by identifying borrowers who work at an eligible organization. The Department
of Education recently announced significant changes to streamline the PSLF
process, such as automatically counting student loan payments made by military
service members and other federal employees as qualifying payments, but
further steps could be taken to help a broader population of borrowers."¢

Explore Annual Loan Limits for Grad PLUS Loans

With borrowing allowed up to the cost of attendance, graduate students are a
primary driver of student loan growth in recent years. Implementing an annual
loan limit for the Grad PLUS program, akin to other programs, would likely yield
budgetary savings and curb graduate students’ reliance on debt.

A cap on graduate borrowing would also address concerns about a feedback loop
between easy access to credit and rising graduate school prices. Even though
many advanced degrees are inherently expensive to provide because they
require intensive in-person and hands-on training (e.g., clinical rotations for
medical school), capping Grad PLUS borrowing could promote price discipline
among programs. On the other hand, a cap could adversely impact access

and equity, particularly for low-income students and students of color, who
disproportionately rely on Grad PLUS Loans to finance their graduate education.

To better understand these trade-offs, further research is needed. Any analysis
should specifically examine the effect of different cap levels on low-income
borrowers and other student sub-groups; it should also explore the idea of
setting different loan limits for different types of graduate programs depending
on a program’s cost and expected ROI."”
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Apply Underwriting Standards to Parent PLUS Loans

To address the precipitous rise of Parent PLUS Loans and the concern that
roughly one-fifth of Parent PLUS borrowers will be unable to repay these loans,
policymakers could implement underwriting standards similar to those applied
by private-sector lenders."® Stronger eligibility requirements would prevent
many families from suffering the grave consequences of a loan default and limit
the federal government’s exposure to poor loan outcomes.

This change would unquestionably improve the quality of Parent PLUS Loans,
but it could also limit access to credit for low-income families. To address this
concern, dependent students whose families are unable to qualify for Parent
PLUS Loans could be allowed to qualify for the higher loan limits available to
independent students in the Direct Loan program.

Explore Alternative Financing Systems

Students have used debt financing to access higher education since the creation
of the federal student loan program more than 50 years ago, but loans may

not be the best way to finance a college degree. Most students lack certainty
about their earnings after graduation, making it challenging to determine how
much to borrow. Additionally, for any miscalculations, students may face the
steep consequence of defaulting. Likewise, taxpayers are not well-served by the
current system, as they are left with the bill if students cannot repay. Alternative
financing mechanisms could improve access to higher education while better
protecting taxpayers from risk.

Income share agreements (ISAs), for example, allow investors to finance a
student’s education in return for a share of the student’s future income stream
for a certain number of years after leaving school. Repayment terms, including
the percentage of income shared and the duration of the agreement, can differ by
degree field and the amount of financing received. For example, a student who
pursues a degree with a lower average starting salary or who receives a larger
amount of financing support could expect to pay a larger share of future income
for a longer time under an ISA.

Compared to traditional debt financing, ISAs present different benefits and
drawbacks for students and investors. For students, ISAs eliminate the risk of
default and reduce uncertainty about their future ability to repay. Students who are
unable to secure high-income employment after graduation will make minimal
payments without interest accruing. By contrast, students with higher earnings
after graduation will likely pay more under an ISA than they would with traditional
student loans. ISAs also offer these students a safety net: If their income falls, they
would see a commensurate reduction in their monthly ISA payment."?

Investors assume greater risk for losses under ISAs, but they can also realize
higher returns if students have high earnings post-graduation. By contrast,
the return on a traditional student loan is the same regardless of the borrower’s



later income—as long as the loan is repaid. While investors stand to lose under
both an ISA and a traditional loan if a student later has low earnings or defaults,
an issuer of a traditional student loan has greater recourse to recoup their
initial investment.'?°

Several other potential issues exist with ISAs. Students who expect higher
earnings may opt for traditional student loans instead of an ISA or may take
greater risks since they are not responsible for the full gains (or losses) of their
actions, inhibiting profitability and making ISAs unsustainable for private-
sector investors. There are also concerns that investors could impose more
onerous terms on students whom they view as having poor labor market
prospects—or even reject such students outright, thereby limiting some groups’
access to credit. Finally, the current lack of a legal framework for ISAs creates
the potential for consumer fraud or abuse while also increasing uncertainty for
well-intentioned investors.'

A regulated pilot program could be helpful in exploring the potential advantages
and disadvantages of the ISA concept. Several ISA programs currently being
offered by higher education institutions, such as Purdue University’s “Back a
Boiler” program, could offer a baseline model."?? Specific goals of a pilot could
include examining students’ experiences and satisfaction with ISAs, and
understanding any disparities in use or uptake across student subgroups. A pilot
should also be designed to explore the potential for adverse borrower behavior
that might prevent ISA programs from generating sufficient investor returns to

be sustainable.

Conclusion

America’s higher education financing system faces an array of challenges. With
more than $1.5 trillion of student debt on the federal balance sheet, rising loan
balances and low repayment rates could impose significant strains on the federal
budget. The long-term costs of the system remain unclear due to a combination
of uncertainty and ambiguities associated with budget forecasting methods.

It is already clear, however, that the student loan system is proving costlier than
anticipated. If current trends continue, U.S. taxpayers could be forced to foot

the bill for hundreds of billions of dollars in unanticipated costs while poor-
performing colleges remain largely off the hook for their students’ lackluster
loan outcomes. The policy options discussed in this paper are by no means a
panacea for the mounting problems created by skyrocketing higher education
prices and poor student outcomes, but they could improve the efficiency and
effectiveness of a system that is in urgent need of reform.
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