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THE LOOMING STUDENT DEBT CRISIS: PRO-
VIDING FAIRNESS FOR STRUGGLING STU-
DENTS

TUESDAY, MARCH 20, 2012

U.S. SENATE,
SUBCOMMITTEE ON ADMINISTRATIVE OVERSIGHT AND THE
COURTS,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10 a.m., in Room
SD-226, Dirksen Senate Office Building, Hon. Richard J. Durbin,
presiding.

Present: Senators Durbin, Whitehouse, Franken, and
Blumenthal.

OPENING STATEMENT OF HON. RICHARD J. DURBIN, A U.S.
SENATOR FROM THE STATE OF ILLINOIS

Senator DURBIN. Good morning. This hearing of the Sub-
committee on Administrative Oversight and the Courts will come
to order. The title of today’s hearing is “The Looming Student Debt
Crisis: Providing Fairness for Struggling Students.” I want to
thank Chairman Leahy of the Judiciary Committee and Senator
Klobuchar, Chair of this Subcommittee, for allowing me to convene
this hearing where we will address the important issue of student
loan debt and a bill which I have introduced, the Fairness for
Struggling Students Act, which falls within the jurisdiction of this
Subcommittee because it addresses the Bankruptcy Code. I am
going to provide a few opening remarks, recognize the Ranking
Member, Senator Sessions, who we hope will be returning from a
press conference shortly, and then turn to our witnesses.

Our Nation faces a serious problem with student loan debt. Last
month, the National Association of Consumer Bankruptcy Attor-
neys issued an eye-opening report entitled, “The Student Loan
Debt Bomb.” The report pointed out that American student bor-
rowing exceeded $100 billion in 2010, and total outstanding stu-
dent loans exceeded $1 trillion last year. There is now more stu-
dent loan debt in this country than credit card debt.

Of course, when used prudently, student loans can be valuable.
In many instances, student loans help Americans get a quality edu-
cation and job skills that they need to repay their loans and have
a rewarding life. Unfortunately, it is clear that too many students
have been steered into loan arrangements that they will not be
able to repay and never be able to escape.
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According to an analysis by the Federal Reserve Bank of New
York, 37 million Americans held outstanding student loan debt as
of last year, the average balance $23,300. However, only 39 percent
of those student loan borrowers were paying down their balances
last year. The New York Fed study found that 14 percent of stu-
dent loan borrowers—that would be 5.4 million Americans—were
delinquent on paying their student loans while the remaining 47
percent of borrowers were either in forbearance or were still in
school and adding to their debt.

Last month, Standard & Poor’s issued a report saying that “Stu-
dent loan debt has ballooned and may turn into a bubble.” And
Moody’s Analytics recently said, “The long-run outlook for student
lending and borrowers remains worrisome.”

While the overall growth in student indebtedness is troubling,
the most pressing concern are private student loans. According to
the Project on Student Debt, the most recent national data shows
that one-third of bachelor degree recipients graduated with private
loans at an average loan amount of $12,550. These private student
loans are a far riskier way to pay for an education than federal
loans. Federal student loans have fixed, affordable interest rates.
They have a variety of consumer protections built into them, such
as forbearance in times of economic hardship. They offer manage-
able repayment options such as income-based payment plans.

On the other hand, private student loans have high variable in-
terest rates, often two or three times the interest rate that a stu-
dent pays on the federal loan, hefty origination fees, and a lack of
repayment options. And private lenders have targeted low-income
borrowers with some of the riskiest, highest-cost loans. Once a stu-
dent takes out a private loan, the student is at the mercy of the
lender. Every week my office hears from students who say private
lenders will not work with them to consolidate loans or work out
any manageable repayment plan. And if the student falls behind on
payments, private lenders are aggressive with collection efforts.

In many respects, private student loans are just like credit cards,
except unlike credit card debt, private student loan debt cannot be
discharged in bankruptcy. In 2005, Congress changed the bank-
ruptcy law and included a provision making private student loan
debts non-dischargeable in bankruptcy except under very rare cir-
cumstances.

I ask myself: How in the world did that provision get in the law,
giving to these private loans the same status as a federal student
loan or payments that are owed for taxes, alimony, and child sup-
port? It turns out it was a mystery amendment. We cannot find out
who offered it. We certainly know who benefited from it.

While the volume of private student loans is down from its peak
in 2007 when it accounted for 26 percent of all originated student
loans, we know that private lending is still being aggressively pro-
moted by the for-profit college industry, and you will hear from the
witnesses about that industry, particularly the Attorneys General
who are here.

The Project on Student Debt reports that 42 percent of for-profit
college students had private loans in 2008, up from 12 percent in
2003. For-profit college students also graduate with more debt than
other students who graduate from public and private nonprofit col-
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leges. For-profit colleges have a business model of steering students
into private student loans, even when they still have eligibility left
under the federal student loan, which has a fraction of the interest
payment. And as a result, many students are pushed into taking
out private loans when they are still eligible for federal loans, even
when the lenders know the students are likely to default.

We need to take steps now to address this looming student prob-
lem. It is necessary to help struggling students and help our econ-
omy. We are going to have an opportunity come July. The interest
rate on federal student loans will double without Congressional ac-
tion. We cannot allow that to happen, but we need to not only use
that as an opportunity to do the right thing for students in terms
3f ki)nterest rates, but also to address this looming crisis of student

ebt.

I have introduced legislation, the Fairness for Struggling Stu-
dents Act, to restore the pre-2005 bankruptcy treatment of private
student loans. There is no reason why private student loans should
get treated any differently than other private debts in bankruptcy.
And it is especially egregious that these private loans are non-dis-
chargeable in cases where the student was steered into a loan
while they were still eligible for safer, lower-cost federal loans.

I believe we should also require full private student loan certifi-
cation to ensure that students take advantage of their federal stu-
dent aid options before turning to private loans. We should push
for meaningful accreditation for for-profit institutions. Wait until
you hear the testimony, which I have read, about some of these for-
profit schools, even in my State of Illinois, and what they are doing
to these students. And we should encourage the Consumer Finan-
cial Protection Bureau, currently collecting data and complaints
about private student loans, to use its authority to take corrective
steps.

Today we have a distinguished panel of witnesses who will dis-
cuss the problems that we face and ways to address them, and I
look forward to their testimony.

Senator Sessions has not arrived. We will give him a chance to
make an opening statement when he does. But I am going to turn
to our panel of witnesses for opening statements. Each will have
five minutes for their opening statements, and their complete writ-
ten statements will be included in the record.

The tradition of the Judiciary Committee is to swear in the wit-
nesses, and I would like to ask you all to please stand and raise
your right hand. Do you affirm the testimony you are about to give
before the Committee will be the truth, the whole truth, and noth-
ing but the truth, so help you God?

Ms. MADIGAN. I do.

Mr. CoNwAY. I do.

Ms. JOKELA. I do.

Mr. CoLE. I do.

Mr. McCLUSKEY. I do.

Ms. LooNiIN. I do.

Senator DURBIN. Let the record reflect that all the witnesses
have answered in the affirmative.

Our first witness is a great friend and colleague from Illinois,
Lisa Madigan, Attorney General of my State. In 2010, Attorney
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General Madigan was elected to her third term as Attorney Gen-
eral. Initially elected in 2002, she was the first woman elected to
serve in this position and is now the seniormost female Attorney
General in the country. Congratulations. Before her service as At-
torney General, she served in the Illinois Senate and worked as a
private attorney, a teacher, and community advocate. She earned
her bachelor’s degree from the highly regarded Georgetown Univer-
sity and her J.D. from Loyola University Chicago School of Law.

Attorney General Madigan, thank you for coming here today. The
floor is yours.

STATEMENT OF HON. LISA MADIGAN, ATTORNEY GENERAL
FOR THE STATE OF ILLINOIS, CHICAGO, ILLINOIS

Ms. MADIGAN. Thank you very much, Senator Durbin, and let me
thank the Committee for allowing me to testify on this very impor-
tant issue of growing student loan debt.

As the Senator mentioned, I am currently serving my third term
as Illinois Attorney General, and since the beginning, my focus has
had to be fighting predatory lending in all sectors of the market—
mortgage lending, auto lending, payday, and now student loans.

I have a wealth of experience with unfair and deceptive mortgage
lending practices, having sued Ameriquest, Countrywide, and Wells
Fargo. And recently I filed a lawsuit against Westwood College, a
for-profit school operating in Illinois, for deceptive marketing and
lending practices in its criminal justice program.

At the same time mortgage lenders were making unaffordable
loans to homeowners, other private lenders were making
unaffordable loans to students. After the financial crisis of 2008,
third-party lenders stopped offering subprime loans to students,
but another troubling trend emerged. For-profit schools expanded
their high interest rate institutional loans. These loans pose a new
threat to students, young and old, who are looking to gain skills
and degrees to get ahead in this economy.

One reason for-profit schools offer private loans is that they have
to comply with the federal 90/10 rule, which requires 10 percent of
education funding to come from sources other than Title IV Gov-
ernment funds. These private institutional lending programs are ei-
ther self-funded by the schools or funded by investors with a guar-
antee to repurchase by the schools.

To give you an idea of how exorbitant for-profit tuition costs can
be, the criminal justice program at Westwood costs a student over
$70,000. However, criminal justice programs at any number of Illi-
nois community colleges cost a tenth as much. Prairie State costs
$6,344; Joliet Junior College, $6,901; College of DuPage, $8,448.

I know we are not here to discuss why a student would enroll
in a private, for-profit program that costs 10 times as much as a
public one, but it will come as no surprise that we learned during
our investigation of Westwood that in order for a student to pay for
such an expensive program, students receive not only Government
grants and loans, but Westwood signs students up for private insti-
tutional loans called “APEX loans,” which the student piled on top
of loans from Sallie Mae and government sources.

APEX loans carry whopping interest rates of up to 18 percent
and require students to make monthly payments while still in
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school. Compare that with a Government loan with a rate of up to
6.8 percent or a bank loan with rates between 9 and 11 percent.

Our investigations also found that students were completely con-
fused about the purpose and the amount of these loans. Most had
no idea what the interest rate was. Some thought the APEX loan
was paying off their Sallie Mae loan. And some had no idea that
they had even taken out an APEX loan.

In the end, Westwood graduates are left with tremendous debt
for a virtually worthless criminal justice degree because Westwood
did not and still does not have regional accreditation for its crimi-
nal justice program.

A regionally accredited degree is what most law enforcement
agencies require for job eligibility. Yet Westwood graduates who
had dreamed of becoming police officers learned from police depart-
ments that they could not apply because Westwood did not have
the proper accreditation. So instead of starting the careers of their
dreams, most Westwood graduates are saddled with over $70,000
of debt, and over 1,000 such people have contacted my office since
we filed our lawsuit two months ago.

To top it off, because Westwood is not regionally accredited, al-
most none of the students’ Westwood credits will transfer to an-
other school. These abuses have convinced me that ongoing inves-
tigations of for-profit schools’ unfair and deceptive practices is abso-
lutely necessary, and I continue to pursue investigations in Illinois.

If the abuses we have uncovered continue, students should not
be forced to pay for worthless degrees they cannot afford because
of expensive tuitions, high interest rates, and inability to obtain
jobs in their fields.

In addition, I support Senator Durbin’s bill to allow private stu-
dent loans to be discharged in bankruptcy primarily because pri-
vate loans carry none of the protections afforded to students who
take out federal loans, such as interest rate caps, loan limits, in-
come-based repayment plans, deferment plans, and cancellation
rights.

Again, I thank the Committee, in particular the Senator, for your
interest in this issue, and I appreciate the opportunity to testify
today.

[The prepared statement of Ms. Madigan appears as a submis-
sion for the record.]

Senator DURBIN. Thank you, Attorney General Madigan.

Our next witness is Jack Conway, Attorney General of the Com-
monwealth of Kentucky. He was re-elected last November to serve
a second term as the 49th Attorney General of the Commonwealth.
Prior to his service as Attorney General, he worked as a private at-
torney and in senior-level Cabinet positions in the administration
of former Kentucky Governor Paul Patton. He is a graduate of
Duke University, the National Law Center at George Washington
University, and he has been actively involved in looking at for-prof-
it schools in the Commonwealth of Kentucky.

We are glad you are here today, and please proceed.
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STATEMENT OF HON. JACK CONWAY, ATTORNEY GENERAL
FOR THE COMMONWEALTH OF KENTUCKY, FRANKFORT,
KENTUCKY

Mr. CoNnway. Well, thank you, Senator Durbin. I want to go
ahead and thank Ranking Member Sessions. Thank you for being
here, Senator Franken. And, General Blumenthal, good to see you
again. I hope you do not mind I still call you “General.” I appre-
ciate the opportunity to testify before you here at the hearing.

As you mentioned, Senator Durbin, we now have student loans
outnumbering credit card debt in this country. The amount of loans
taken out by parents for the education of their children has tripled
in the last 20 years. Private student loan volume has tripled in the
last six years. And you talked a little bit about the 2005 amend-
ment making it so that private loans could not be discharged in
bankruptcy. You called it “a mystery amendment.” What I say is
that it was actually a solution in search of a problem since we
know from the data that far less than one percent of student loans
are ever discharged in bankruptcy to begin with. The rationale has
always been maybe the students will take out the loans and then
default. But I can assure you the young people or anyone just fin-
ishing an education that I have talked to do not want to hurry into
a bankruptcy court for some sanctions that could really damage
them in the future.

As Attorney General of the Commonwealth of Kentucky, this
issue of discharging private loans is linked to our investigation of
the for-profit colleges.

I first became aware of the tremendous debt burden carried by
some students at some proprietary colleges through an investiga-
tion of Decker College and the American Justice School of Law, a
for-profit law school in Paducah, Kentucky.

Decker College was closed and forced into bankruptcy in 2005
following its loss of accreditation and its eligibility to receive Title
IV funds. The students were left in a horrible, horrible situation.
They had incurred thousands of dollars in debt to pay for certifi-
cations as heating and air conditioning technicians, electricians,
and plumbers. This was an education promised to secure a higher-
paying job, but the school closed before the training was complete.
And to add insult to injury, the credits they had earned and paid
for did not transfer to another school.

The American Justice School of Law and its successor, the Bar-
kley School of Law, also closed and filed for bankruptcy. Most stu-
dents in that institution had not completed their education when
the school closed.

Students with federal student loans who are unable to complete
their degree because a school closes are entitled to have those fed-
eral loans discharged. However, the same protection is not avail-
able for private institutional loans or loans from other private lend-
ers. Both Decker and Barkley students had millions of dollars in
those institutional and private student loans that were not dis-
chargeable in bankruptcy under the closed school discharge rule.

The trustees in the Decker and Barkley bankruptcies began ef-
forts to collect on those private loans that the schools had extended
to their students. Ironically, these were students who were living
on the financial edge, saddled with tens of thousands of dollars in
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student loans that they likely could not discharge in personal bank-
ruptcy.

In both instances, my office stepped in and was able to complete
some successful work with the trustees to discharge loans that
were owed directly to the schools. In the case of Decker College, we
got about $4.5 million in relief for 2,200 students. Likewise, in Bar-
kley, after being contacted by our office, the trustee released the
student debts to the school. In that particular institution, we found
that the predecessor to Barkley School of Law had a preferred
lending arrangement and a questionable relationship with a com-
pany called SLX. We were able to put pressure on that particular
company and get about $3.5 million in debt reduction on loan obli-
gations. The average loan reduction in that case was about $25,000
per student.

But we continue to this day to get calls from students from Deck-
er and from the Barkley school of law to help deal with their strug-
gles to pay those student loans. And I ask this Committee: Do we
understand, do we really understand how close to the line some of
these borrowers are living? That working car means the difference
between being able to get to work and keeping a job or losing a job.
And that apartment that they may have to give up means safety
and security for a family.

There are material differences between private loans and federal
loans. Attorney General Madigan has pointed out the protections
that are in federal loans, and certainly those protections do not ex-
tend to the private student loans.

After studying the cases of Decker College and the Barkley
School of Law, I launched an investigation into seven other for-
profit colleges in the Commonwealth of Kentucky. The students en-
rolled in most of these career schools are some of our most finan-
cially vulnerable students. They get Pell Grants, and they rely
heavily on student loans.

According to most recent data available from the Project on Stu-
dent Debt, an estimated 96 percent of graduates from proprietary
schools have loans. That compares to 14 percent—excuse me, 42
percent of those students also have private loans. That compares
to 14 percent at four-year public institutions and just four percent
at public two-year institutions.

More troubling is that the Senate HELP Committee recently
found that the for-profit schools account for 10 percent of the high-
er education body, but they account for about half of all defaults.

I would like to say that I have been working on this issue also
with Holly Petraeus from the Consumer Financial Protection Bu-
reau. We have found some troubling instances regarding recruit-
ment at some of our bases, particularly Fort Campbell and Fort
Knox in the Commonwealth of Kentucky. General Madigan men-
tioned the 90/10 rule. Because the 90/10 rule only applies to Title
IV funds, we are seeing extraordinary pressure put on post on
some of the veterans coming back from Iraq and Afghanistan. And,
in fact, the Army Times reports that for-profit schools last year re-
ceived about 37 percent of the cost for the GI bill—37 percent—and
almost 50 percent of the $563 million spent last year by the De-
fense Department on tuition assistance for active-duty troops went
to the for-profit schools. This is an issue that needs to be examined
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t% do gight by the people who are coming back from these two wars
abroad.

As I see, I am out of time, and I am actually over by about 50
seconds. I have two more pages of testimony that has already been
entered into the record, but I will be happy to take any questions
later on.

[The prepared statement of Mr. Conway appears as a submission
for the record.]

Senator DURBIN. Thanks. Thank you, Attorney General Conway.

The next witness, Danielle Jokela—did I pronounce that cor-
rectly?

Ms. JOKELA. Yes.

Senator DURBIN. Ms. Jokela was raised in a working family in
Minnesota, then relocated to Chicago, where she lives today with
her husband. In 2007, she received a BFA in interior design from
Harrington College of Design, which is a Career Education Cor-
poration for-profit college located in Chicago. Throughout her life,
Ms. Jokela has worked tirelessly to establish a productive and ful-
filling career. However, like so many other American students, she
has been burdened with tremendous student loan debt. Ms. Jokela
reached out to me through my official Web site, where I have in-
vited students and their families from across the United States to
share their student loan stories.

Ms. Jokela, thank you for coming today to tell this painful story,
but it is important that the people who are here and all who follow
the business of Congress understand what you are going through.
Please proceed.

STATEMENT OF DANIELLE JOKELA, CHICAGO, ILLINOIS

Ms. JOKELA. First, I would like to thank Senator Durbin for in-
viting me to speak today and thank the Members of the Committee
for your time and patience while I tell you my story. It is my hope
that through coming here today, I can serve as a voice for the
countless students that find themselves in a situation similar to my
own.

Both of my parents were high school dropouts. Of the five chil-
dren that I grew up with, I am the only one who graduated from
high school on a somewhat traditional path. I say “somewhat” be-
cause although I did graduate from a traditional public high school,
when I was a junior, my mom told me that she could not afford
to support me and I was out on my own. I finished my last year
of high school living on my own, working a fast-food job that paid
my rent and virtually nothing else. The odds were against me, but
because of the personal value I have for education and my strong
work ethic, I pushed through and managed to graduate in the top
third of my class.

In 2004, I relocated from Minnesota to Chicago to attend Har-
rington College of Design, a Career Education Corporation school.
With my background, I could not rely on my family for financial
support or guidance. As a result, I fully trusted the staff at Har-
rington to give me the guidance I needed and to work in my best
interests. They helped fill out the financial aid paperwork for my
loans, made phone calls on my behalf, and worked diligently to en-
sure I had the funds I needed to pay for school. There was no dis-
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cussion about what my interest rates were or what my actual debt
load looked like. We never talked about what my monthly pay-
ments would be once I graduated. Compound interest was a con-
cept I had never heard of, and of course, it was never explained to
me. I had no clue what sort of salary I could expect to earn upon
graduation, and while my school claimed a very high job placement
rate, nobody told me what percentage of graduates actually were
working in their chosen field or what their starting wages were.

In 2007, I graduated with highest honors and received my BFA
in interior design. I could not have been more proud of my achieve-
ments. My pride soon became dismay when I struggled to find
work as a designer and accepted a position doing admin work for
a flooring contractor.

Six months after graduation, all pride was gone when I began re-
payment on my student loans. I realized then that I had graduated
with $37,625 in federal loans and $40,925 in private loans for a
combined total of nearly $79,000 that had ballooned to more than
$100,000 after interest and fees. My minimum monthly payment
was more than half of my income. I took a six-month forbearance
and stretched the payback period from 15 to 30 years to make the
payments more manageable. After the forbearance, I resumed pay-
ing my loans until 2009, when I found myself looking for work.
When I did find work, it was as an independent contractor doing
admin work, making far less than my previous salary. At that time
I took a second six-month forbearance until I could get things sta-
bilized. When I resumed payments, all progress I had made in the
two years prior had been erased. Fees were assessed and added to
my balance so that I could take the forbearance, and compound in-
terest kept accumulating, despite my financial hardship. This
pushed my balance back up to $100,000.

Today, five years after graduation, I have still not found work as
a designer, and I still owe more than $98,000 in student loans. I
have 16 separate private and federal loans with Sallie Mae. Sallie
Mae will not allow me to consolidate my private loans. I make one
combined payment each month of approximately $830. Nearly 28
percent of my current income goes toward student loan debt. Al-
most all of my loans have variable interest rates. The low interest
on my federal loans makes them manageable, but my private stu-
dent loans have interest rates ranging from 8 percent to 11 per-
cent. If interest rates rise, so does my monthly payment and the
total amount that I will have paid back over the lifetime of the
loans. Twenty-five years from now, if interest rates hold, when I
am finally done paying for my student loans, I will have paid near-
ly $56,000 for my federal loans and nearly $155,000 for my private
loans. That is approximately $211,000 toward a $79,000 debt, a
staggering 264 percent.

I am out of options. I cannot file bankruptcy because the vast
majority of my debt is student loan and mortgage debt. I cannot
negotiate a settlement with Sallie Mae, and I cannot stop paying
my student loans. I do not want to destroy my credit. I do not want
to have my wages garnished. Even more, I do not want to add more
fees, interest, and other costs to a debt that is already a burden
I cannot bear. My only option is to give up my home. I am literally
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losing my home so that I can continue to pay my student loans and
other monthly bills. It is the only option I have.

I am here today to advocate on behalf of myself and the rest of
the students who are trapped in the same situation, carrying an
unreasonable debt load for the opportunity to try to improve our
lives. I am asking you to create legislation that will empower us
to overcome this burden and prevent future students from falling
into the same trap. I ask that private student loans once again be
dischargeable in bankruptcy and that all schools be required to
provide clear and full disclosure to students regarding the amount
of their loans, interest rates, and expected payments.

Thank you.

[The prepared statement of Ms. Jokela appears as a submission
for the record.]

Senator DURBIN. Thank you so much for your testimony.

Our next witness is Professor Marcus Cole, William Benjamin
Scott and Luna M. Scott Professor of Law at Stanford Law School.
Professor Cole is a scholar of the law of bankruptcy, corporate reor-
ganization, and venture capital. He has been a national fellow at
the Hoover Institution. Before joining Stanford Law faculty, Pro-
fessor Cole worked at the law firm of Mayer, Brown & Platt, and
clerked for Judge Morris Sheppard Arnold of the Eighth Circuit
Court of Appeals. He graduated from Cornell University and the
Northwestern University School of Law.

Professor Cole, thanks for being here today, and please proceed.

STATEMENT OF G. MARCUS COLE, PROFESSOR OF LAW,
STANFORD UNIVERSITY, STANFORD, CALIFORNIA

Mr. CoLE. Thank you, Senator Durbin, for inviting me. Thank
you, Senators, ladies and gentlemen.

As Senator Durbin said, I teach bankruptcy law at Stanford Uni-
versity, and I have been asked to comment on the proposed
changes to the Bankruptcy Code with respect to the
dischargeability of student loans.

While I, like most other Americans, am sympathetic to the heart-
wrenching stories of student borrowers who are in a situation now
that seems hopeless, I am very concerned with the effects of the
amendment that is proposed. And I think that what I would like
to do is raise for your consideration what I think are the likely and
undesirable consequences of the removal of the exemption from dis-
charge for student loans because I think it is a blunt instrument,
and I also think it is an unnecessary instrument to get at the prob-
lem that you are trying to address.

So to do this, I want to do three things. First, I want to explain
why student loans are fundamentally different than any other kind
of borrowing that takes place in our society. Second, I want to ex-
plain why I think the changes to the Bankruptcy Code making stu-
dent loans dischargeable in bankruptcy would, in effect, raise the
cost of student borrowing for all student loans and in the end
would essentially dry up the entire student loan market and the
availability of higher education for those who cannot afford it with-
out student loans. And then if we have time or in the question-and-
answer session, I would be happy to talk about more narrowly tai-
lored alternatives to this amendment that might get at the prob-
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lem. So, first, let me explain why student loans are fundamentally
different.

In our society, we have essentially two types of borrowing: We
have unsecured borrowing—credit card debt is an example of
that—and we also have secured borrowing. A car note that some-
one takes out or a mortgage on a home is a secured obligation.

Now, these are two very different things in the sense that credi-
tors who lend on an unsecured basis are lending against a bor-
rower’s ability to repay currently from their income, but also based
on their current assets. A secured creditor does not want to take
the chance that there are not going to be assets there or income
coming in, so they want an asset that they can look to as collateral
for their loan.

Student loans are fundamentally different than these other two
because unsecured loans, credit cards included, look to the exist-
ence of a borrower’s current assets and their current income to
repay the loan. Secured credit looks to a particular asset. But stu-
dent loans are a situation where the person is borrowing against
their future income, and that future income is based on the human
capital that the student loan makes possible.

Now, if you take away the exemption from discharge for student
loans, you are essentially saying to the lender that they cannot
look to that future income for sure because there is the possibility
that this obligation could be discharged. In essence, you are saying
to someone who has no assets and no current income because they
are a student that they cannot credibly commit to a lender that
they are going to repay this loan in the future. And because of that,
that increases the risk premium that has to be charged by the
lender across all loans, and that is going to increase the cost of stu-
dent loans for everyone.

Now, a private market for student loans exists because the fed-
eral programs simply do not cover all of the demand that is out
there for student borrowing.

Now, there are other ways to look at this. If the problem is pri-
vate colleges taking advantage of people when they are not really
building up human capital, well, that is a lot like a doctor writing
a prescription and then selling the prescription drugs, and they are
essentially profiting from the prescription that they are writing.
Well, we do not ban prescription drugs because we do not like doc-
tors benefiting from writing prescriptions. Instead what we do is
we separate the doctor who is making the diagnosis from the phar-
macist who is selling the drugs. And so if there is a problem with
for-profit colleges benefiting from the system, there are ways in
which we can internalize the costs that they are imposing on stu-
dent borrowers without having to take the broad brush of elimi-
nating the ability of people like me—I grew up in the Terrace Vil-
lage housing projects of Pittsburgh, Pennsylvania. I would not have
been able to go to school without student loans. My father worked
in a steel mill. But student loans provided me an opportunity to
get an education, and I am sitting here today because I was able
to credibly commit to lenders that I would repay from my future
income.

Thank you, Senator, for this opportunity.
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[The prepared statement of Mr. Cole appears as a submission for
the record.]

Senator DURBIN. Thank you, Professor Cole.

Our next witness is Neal McCluskey. He is the associate director
of the Center for Educational Freedom at the Cato Institute, au-
thor of the book “Feds in the Classroom: How Big Government Cor-
rupts, Cripples, and Compromises American Education.” His
writings have appeared in numerous publications such as the Wall
Street Journal. Prior to working at Cato, he served in the United
States Army, taught in high school, and was a freelance reporter.
He received an undergraduate degree from Georgetown, a master’s
from Rutgers, and a Ph.D. candidate at George Mason.

Mr. McCluskey, thanks for joining us. Please proceed.

STATEMENT OF NEAL MCCLUSKEY, ASSOCIATE DIRECTOR,
CENTER FOR EDUCATIONAL FREEDOM, CATO INSTITUTE,
WASHINGTON, D.C.

Mr. McCLUSKEY. Chairman Durbin, Members of the Committee,
thank you for inviting me to speak with you today. My name is
Neal McCluskey, and I am the associate director of the Center for
Educational Freedom at the Cato Institute, a nonprofit, non-par-
tisan public policy research organization. My comments are my
own and do not represent any position of the institute.

As a result of decades of skyrocketing college prices, the Nation
has begun to focus on the extraordinary cost of postsecondary edu-
cation. And the Federal Government, as the primary supplier of aid
to students, has a critical role to play in restoring sanity to college
pricing: It must greatly reduce student aid. Unfortunately, what
this Committee is contemplating—changing bankruptcy law con-
cerlclling private student loans—will do almost nothing in this re-
gard.

Now, the logic behind seeing federal aid as a primary cause of
inflation is straightforward. First, subsidies drive increased de-
mand, which increases prices. Second, colleges raise their prices if
they know students will be able to pay them.

The facts support this. Between the 1981-82 and 2010-11 school
years, inflation-adjusted aid per student rose 215 percent. Mean-
while, tuition and fee costs grew 268 percent at four-year public in-
stitutions and 181 percent at four-year nonprofit private schools. In
addition to this evidence, a growing body of empirical research,
which I itemize in my written testimony, supports this conclusion.

Perhaps, though, price increases are necessitated by State and
local funding cuts to public colleges, and there is certainly some
truth to this. But it is an inadequate explanation for rampant tui-
tion inflation.

For one thing, of course, it does not explain inflation at private
colleges. More directly, inflation-adjusted State and local outlays to
colleges for general operations rose from $57.7 billion in 1986 to
$74.2 billion in 2011.

Now, where it does appear that taxpayers have become less gen-
erous is expenditures on a per pupil basis, with real appropriations
declining 22 percent between 1986 and 2011. That said, State and
local appropriations rise and fall with the business cycle, and the
overall trend is pretty flat. And over the past quarter-century, pub-



13

lic institutions have raised tuition revenue by about $2 for every
dollar in cuts.

Which brings us to the root problem. Far too many people who
do not benefit from it are enrolled in college. As much as we want
to help all people by giving them money to go to college, it is doing
few any real favors. That is, other than the colleges, which re-
search shows are profiting mightily whether they are officially for-
profit or not-for-profit institutions.

Let us look at completion rates. Only 57 percent of first-time,
full-time bachelor’s degree seekers finish their degree within six
years. That is 150 percent of the expected time. At two-year insti-
tutions, the three-year completion rate is a puny 28 percent. Many
enter colleges of all types. Few complete.

What about those who do finish? Does a degree confer major new
earning ability?

That is the case on average, though how much is a matter of
great dispute, with some estimates as low as $100,000 over a life-
time. And many graduates will not gain even that $100,000, de-
pending on their field.

It also appears that the value of a bachelor’s degree is shrinking,
with weekly earnings for people whose maximum educational at-
tainment is a B.A. having dropped about four percent over the last
decade.

Now, is this a function of credential inflation or the economy in-
creasingly demanding advanced skills?

Well, we have no comprehensive measure of what students are
learning in college, but one of the few longitudinal studies we have
suggests that the problem is credential inflation. The National As-
sessment of Adult Literacy shows that the literacy of people with
at least a bachelor’s degree dropped precipitously between 1992
and 2003, with generally only a third of those people—these are
with at least a bachelor’s degree—now considered proficient.

Finally, it is assumed that almost everyone will need some sort
of postsecondary training to get a job in the new economy. But ac-
cording to BLS projections, the large majority of the 30 occupations
expected to see the greatest employment growth this decade will
require no more than a high school diploma and on-the-job train-
ing. So the Federal Government should get out of the student aid
business. The aid drives self-defeating inflation and massive over-
consumption, and Washington has no constitutional authority to be
involved.

Unfortunately, making private loans dischargeable in bankruptcy
misses this gigantic root problem—federal aid—and would at best
nibble around its edges. In 2010-11, only about $6 billion was
originated in private student loans. In that same year, total federal
loans were almost $104 billion, an amount almost 17 times larger.
You throw in grants, tax benefits, and work study, and federal aid
exceeded $169 billion.

What would changing bankruptcy laws for private loans do for
affordability? If lenders know that borrowers can escape repayment
through bankruptcy, they would likely raise interest rates to ac-
count for that risk, discouraging use of such loans. However, stu-
dents might be more apt to take such loans—and pay still higher
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college prices—if they think that they will be able to unload their
debt without repaying it.

Both possible outcomes are concerning, but the change would
still have a negligible effect on affordability because private loans
are such a small piece of the pie. Ultimately the problem is too
much aid, and most of that comes from Washington.

Thank you, and I look forward to your questions.

[The prepared statement of Mr. McCluskey appears as a submis-
sion for the record.]

Senator DURBIN. Thank you, Mr. McCluskey.

Our final witness is Deanne Loonin, staff attorney with the Na-
tional Consumer Law Center and director of the NCLC Student
Loan Borrower Assistance Project, author of NCLC publication
“Student Loan Law: A Guide to Surviving Debt.” And she also pro-
vides direct representation to low-income student loan borrowers,
served as legal aid representative at numerous Department of Edu-
cation negotiated rulemaking sessions, graduated from Harvard-
Radcliffe, and the University of California-Berkeley School of Law.

Ms. Loonin, the floor is yours.

STATEMENT OF DEANNE LOONIN, NATIONAL CONSUMER LAW
CENTER, BOSTON, MASSACHUSETTS

Ms. LOONIN. Thank you, Senator, and thank you, all of you, for
inviting me here to testify today. I am here today on behalf of
NCLC’s low-income clients. We provide direct representation to
low-income borrowers in Massachusetts, as Senator Durbin men-
tioned. We also have a Web site where we hear from thousands of
borrowers every day, and we work with advocates across the coun-
try, so we are very familiar with how widespread the problem of
student debt burdens are across the country.

Our clients and the people we hear from are a very diverse
group. I think it is important that we focus on not just the tradi-
tional students that we hear a lot about, and they are a very im-
portant population of young people who are graduating from college
having trouble finding jobs in this economy. But our clients are in
their 20s, 30s, all the way up into their 80s and 90s, all races, and
all class levels, all of whom share one thing in common, and that
is that they were all trying to better their lives through education.
And they also share that they are mired in debt when they come
to see us.

When they come in to see us, the focus is on the future at this
point. We are trying to figure out prospectively what we can do to
either provide relief and in many cases to help people go back to
school because it did not work out for them the first time around.

The first thing we do is look at non-bankruptcy alternatives,
whether it is a federal loan or private loan. This makes sense both
because in many cases, particularly for federal loans, those options
are more accessible, but also because that is what our clients tell
us they want. I have never had a client tell me that their first
choice is to file for bankruptcy. They see it as a failure. They see
it as something that is very humiliating. There is a stigma associ-
ated with it, and there are consequences, credit report con-
sequences and other things, that students borrowers are very
aware of.
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So we look at the non-bankruptcy alternatives which are avail-
able in many cases on the federal student loan side—not for every-
one, but there are good options for a lot of people. We try on the
private loan side, and we find that it is virtually impossible to get
relief outside of the bankruptcy system.

So bankruptcy is not the first option, not necessarily the best op-
tion for everybody, but in many cases it is actually the only option
that people can consider to get relief. But, again, because of the
changes in the law, this, too, is not an option for many borrowers.

So I am here to support the bill, S. 1102, for these borrowers, but
also because, as I want to go through quickly, the rationales that
have been mentioned for not restoring bankruptcy relief do not
stand up.

The first rationale that we generally hear is that there was a lot
of abuse of the system and student borrowers were filing bank-
ruptcy more than other debtors. There is simply no evidence that
that is true, and I can tell you again from my clients, as I men-
tioned, who are not seeking out bankruptcy, certainly not thinking
about that when they enter school and optimistically are hoping
that it is going to improve their situations. And there are safe-
guards in the bankruptcy system to address these exact problems
if we think that people with too many assets are trying to file for
bankruptcy.

The other rationale that private loans would disappear—again,
no evidence. And, in fact, if you actually look at the actual experi-
ence, the private student loan industry grew the most during a
time before 2005 when bankruptcy was available for most private
student loan borrowers. The industry has contracted significantly
since 2005 when the loans were actually much harder to discharge.
So the experience in many ways has been the opposite. Fluctua-
tions are due to market forces, not to bankruptcy policy.

The rationale that the products would be worse if we restore
bankruptcy relief to borrowers—again, no evidence. The terms have
essentially been the same over time or fluctuated over time without
regard to what the bankruptcy policy is. And, further, it is really
hard to imagine a product much worse than some of those that
some of the Attorneys General have mentioned, all of which have
sprung up during a time when, in fact, bankruptcy—private stu-
dent loans are difficult to discharge in bankruptcy.

The point that student loans are unique, which is what Professor
Cole in particular focused on, is, in fact—on the private loan side
is a little bit of an outdated view of what private student loans are.
Almost all, nearly 80, 90 percent of private student loans now re-
quire co-signers. These are generally parents or older adults, and
in that case, they are actually the private creditors assessing cur-
rent ability to pay, not just speculating on future ability to pay.

There is no evidence that in any way bankruptcy policy has af-
fected access to higher education. And, again, private student loans
in any case are not financial aid. They are private credit products.

If we have time in the question-and-answer, I can answer more
questions about the undue hardship issue and why that test has
also not worked well. But I just want to say finally that we have
a system that is set up to encourage access to education, and, fortu-
nately, we have done that, but we slam those who fail based on



16

really speculation of what might happen as opposed to looking at
the real experience. It is time to provide relief for student bor-
rowers.

Thank you.

[The prepared statement of Ms. Loonin appears as a submission
for the record.]

Senator DURBIN. Thank you, Ms. Loonin.

Let me ask a few questions of the panel. Ms. Jokela, I do not
know if you are familiar with this, but as of November first last
year, Career Education Corporation, which owned Harrington Col-
lege of Design, was found to have falsely claimed that too many of
its students were getting jobs after they graduated. Like you, many
of them were not. Because of this fraudulence and falsification,
they forced the CEO of Career Education Corporation to resign last
November. The parting gift for this fraudulent misrepresentation to
the Department of Education was a $4 million parachute that he
was given as he left, an indication, I am afraid, at the time of some
inherent problems within that industry, that you would be saddled
with the debt, with a degree that has not led to the job you thought
you would get, and he would be getting a parting gift of $4 million
to leave.

I would like to ask the Attorneys General who are here, both of
whom have been engaged, at least through their predecessors and
perhaps personally, in multi-State efforts to deal with issues ini-
tially on tobacco—before your time probably—and then later on
foreclosure. Is there any effort underway to convene Attorneys Gen-
eral in States across the Nation to discuss addressing this on a na-
tional basis? And let me add parenthetically, the reason this is
being done by Attorneys General is because we do not have the po-
litical will to do it here. Please proceed.

Mr. Conway. Well, Senator Durbin, thank you for the question.
First of all, thanks for your leadership on the issue. The answer
to your question is yes, there is a move afoot. Each Attorney Gen-
eral typically has at his or her disposal a consumer protection act
or an unfair trade practices act. In the Commonwealth of Ken-
tucky, it empowers the Attorney General to go after false and mis-
leading and deceptive representations and marketing. We are using
that as a vehicle in our investigations of seven schools, two law-
suits that have been announced, and additional work that we are
doing.

As 1T got into this issue, after Decker and after the American
School of Law, I found out we have 141 of these institutions now
in the Commonwealth of Kentucky. In talking to my colleagues like
General Madigan, I found out a lot of—you know, Colorado and
other States had investigations or actions ongoing.

So we have put together a multi-State effort. I am currently the
Chair of it. It is bipartisan. There are 23 States that have signed
on to the multi-State effort. We have executed information-sharing
agreements that allow us to share law enforcement information
amongst the States, particularly where we have common targets.

This effort is very distinct and different than tobacco or the re-
cent mortgage settlement. In the recent mortgage settlement, we
are looking at the five largest banks. In tobacco, we were looking
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at the four largest producers who turned out to be the participating
manufacturers.

Here we have such a diffuse group of schools, some operating
only in particular States, others being large corporations that are
traded on Wall Street or owned in part by hedge funds, for exam-
ple. We are sharing information, but we are having some difficulty
finding the common targets.

I can share with you that we in the leadership of the multi-State
effort have been talking to the new CFPB and to Director
Cordray——

Senator DURBIN. Consumer Financial Protection Bureau.

Mr. ConwAY. Right, Consumer Financial Protection Bureau and
Director Cordray, because we are finding more of this institutional
lending on the part of some of the for-profit schools. The 90/10 rule
drives everything. So many of these schools are up against that 90-
percent barrier that you see the extraordinary recruiting of vet-
erans or current people in the military in order to get to the 10 per-
cent to leverage to recruit another nine. We are also seeing these
schools get into institutional lending, and it is essentially a loss
leader. They are willing to write off in documents that they share
with Wall Street that they are going to lose 50 percent of these
loans just to get to that 10 percent.

Senator DURBIN. Thank you, Attorney General.

Mr. McCluskey, I understand the Cato Institute—and I under-
stand you are not speaking for them but probably share their phi-
losophy or you would not be working there. And I understand your
notion about the role of the Federal Government and where you
may see it excessive. You stated the Federal Government should
get out of the student aid business and there are too many stu-
dents going to college.

So let me ask you about another aspect of federal subsidy beyond
student aid, and the Attorney General has just referred to it. We
had to pass a law to say that these for-profit schools could receive
no more than 90 percent of their revenue from the Federal Govern-
ment. They found a way around it when it came to the GI bill. Now
they are up to 95 percent. They are within 5 percent of being fed-
eral agencies, except for one thing: the federal pass-through of
money to these schools results in these multimillion-dollar give-
aways and profit taking by the owners.

So do you have the same level of outrage about the federal sub-
sidy to for-profit schools as you do to federal student aid?

Mr. McCLUSKEY. Yes, the important thing is that we put this all
in context. The focus has been on for-profit schools, and, of course,
there are for-profit schools making huge amounts of money through
taxpayer funding. What we are missing in focusing on for-profit
schools is that not-for-profit schools—both private not-for-profit and
public schools—are also making tremendous amounts of money
through federal student aid as well as, if we are talking about pub-
lic colleges, through State subsidies. And so we have looked at how
much profit, meaning how much more money are you bringing in
than it costs to educate an undergraduate? How much profit are all
schools making? And what our research has shown is that, depend-
ing on whether you include State subsidies on a per pupil basis,
whether you include endowment funds on a per pupil basis, but
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you will find the normal profit, depending on the type of school, for
nonprofit schools runs between $2,000 and $12,000 per pupil.

So this is the point. Yes, for-profit schools are making a huge
amount of money through federal aid, but so are other schools, and
most importantly, this is what enables all colleges to raise their
prices at rates far in excess of inflation. We are giving people
money to pay for that.

Senator DURBIN. You may be surprised to know I agree with you,
and I have said to those who run public universities as well as pri-
vate universities that they are out of control. Georgetown Law
School is now $50,000 a year, and to me that is just over the moon.
And there are many that are very, very close in my home State of
Illinois. The difference is this: I do not know that anyone at
Georgetown is going to walk out with a $4 million parachute when
it is all over, as they did at these for-profit schools.

So I would agree with you. I would say ratchet down to at least
the level of private and public schools the federal subsidy to for-
profit schools, and let us see if they can survive in that world as
the private and public schools do.

My time is up at this point. You will get a chance, I am sure,
again.

Senator Franken.

Senator FRANKEN. Thank you. There is really so much here to
talk about. It is good to see you again, Attorney General Conway.
You brought up the 90/10 rule, and, again, on these for-profit
schools, they have to make sure that at least 10 percent of the
loans fall into the non-federal loans. But our troops coming back
who are benefiting from the GI bill are counted in the 10 percent,
and you said you are working with Holly Petraeus at the CFPB.
Can you tell about this recruitment even at hospitals? And did she
tell you about the gentleman with TBI who was recruited?

Mr. CoNwAY. No, she did not.

Senator FRANKEN. I am sorry. She testified about it, that there
was these for-profit—one of these for-profit schools went to, I think
it was San Antonio, where there was a unit for guys and women
who had TBI, and they recruited there. And one of the students at
one of these for-profit schools was asked, you know, “Do you go to
school here?” And he said, “Yeah.” “What are you majoring in?” He
said, “I do not know.”

Mr. CoNnwAY. To react to that, we have had instances of people
with brain injuries signed up in the Commonwealth of Kentucky as
part of our investigation. We have seen instances where people who
dlo not have access to a computer have been signed up for online
classes.

Ms. Petraeus wrote a piece for the New York Times recently
about the for-profit colleges and targeting the military. She and I
spent a day together with the Attorney General of Tennessee at
Fort Campbell, which is a large military reservation in Tennessee
and Kentucky. And the commanding general literally pulled us
aside as we were talking about consumer protection issues and
said, “I need to get my arms around this for-profit college recruit-
ment issue because every Thursday night we have an on-post re-
cruiting seminar where local vendors are able to come in and talk
about services that they can provide to our military
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servicemembers, and we are being overrun by for-profit college re-
cruiters.” And the No. 1 complaint we heard on post that day was
from students who had been signed up, were not certain they got
a good deal, and we heard quite a few horror studies. I did not hear
the TBI story from Ms. Petraeus that day, but it does not surprise
me.

Senator FRANKEN. Well, I think that maybe we should consider
not including those veterans on the GI bill in the 10 but, rather,
in the 90. I think that might be a good idea.

Ms. Loonin, or Professor Loonin, Dr. Loonin—Deanne. I am a lit-
tle confused here. Did the interest rates for non-federal loans or
private loans go down when they became non-dischargeable in
2005?

Ms. LOONIN. No. On average, we did not see any evidence of
them——

Senator DURBIN. Turn your microphone on.

Senator FRANKEN. Put your microphone on.

Ms. LOONIN. I am sorry. We did not see any evidence that they
went down, and, in fact, you know, there are some loan products
now where the interest rates have gone down, so they fluctuated.
But there is no pattern that we have seen that is connected to the
bankruptcy——

Senator FRANKEN. So I do not know why both Professor Cole and
Mr. McCluskey assumed they would go up if they became dis-
chargeable. It does not seem backed up by empirical evidence. I
know that Mr. McCluskey talked about the inflation at colleges
being tied to the amount of aid that students got, but he does ac-
knowledge in his written testimony that this creates a major
endogeneity problem. And I think it really does. I think it is very
hard to say that the loans are driving the costs of the school. I
think very often the costs of the school are driving the loans. And
I think that endogeneity problem includes more than even what
Mr. McCluskey wrote in his testimony. I think it includes what
people perceive, anyway, as the importance of college for future in-
come and future progress.

I see my time has run out. I look forward to another round of
questioning. Thank you.

Senator DURBIN. Thank you.

Senator Blumenthal.

Senator BLUMENTHAL. Thank you, Senator Durbin. And I want
to thank Senator Durbin for having this hearing on a topic that I
consider as important as any we are addressing in the Congress
today. And I thank Attorneys General who are here for the excel-
lent work they and their colleagues are doing on this issue.

Senator Durbin made reference to the tobacco initiative and to
the lack of political will now to address this topic. In fact, the rea-
son that the Attorneys General played a leading role in starting
the tobacco investigation, as I can tell you from firsthand experi-
ence was, in fact, the lack of political will on the part of Wash-
ington, D.C., and the Department of Justice at the time, whom we
requested and, indeed, implored to become involved. So thank you
for the great work that you are doing in this area really leading
the way to the Federal Government.
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You know, Senator Durbin used the word “outrage,” and I think
the present system is an outrage not only because of its impact on
individual students and consumers, but in the larger sense that
Professor Cole described very well, its impact on human capital.
And you described well, Professor Cole, how student loans are dif-
ferent insofar as the incentives of the lender are different and the
assets of the borrower are different.

But it is also different from the standpoint of our Nation and so-
ciety because we are investing in our human capital, our human
infrastructure, our human resources for the future. And so that is
a reason why I think this area is so critically important to our soci-
ety and why we need to do better. And it is an outrage that we
are failing to do better.

We have begun in the Health, Education, Labor, and Pensions
Committee an investigation of the for-profit college marketing tech-
niques to our veterans and our military service people. But that is
just a part of the problem, and so I am going to ask you, since you
offered to do so, what would be your remedies, suggested proposals,
if we were not to use discharge in bankruptcy?

Mr. CoLE . Well, thank you, Senator. There are various other
ways of attacking the problem. If the problem is that we have got
these for-profit entities that are essentially benefiting from what
might be fraud, essentially selling a growth in human capital that
is really not taking place, then there are other ways to address
that other than simply having a blanket removal of the discharge.

So, for example, there is actually a practice in Europe with—
there are not a lot of private colleges and universities in Europe,
but there are some, and because they do not have a lot of founda-
tions and charitable organizations to support them, they are sup-
ported largely by tuition. So I can give you an example of Bucerius
Law School in Germany, which has a reputation of being the best
law school in Germany. It is both an undergraduate and a graduate
institution. And it is private, and it is very, very expensive.

So while students who could go to college for free decide that
they want to go to Bucerius because they want the reputation and
the better job prospects of going to Bucerius, what Bucerius does
is they make a deal with their students. If you come here and you
get a degree and go out in the world and perform, we will waive
your tuition now in exchange for a portion of your income over the
next 10 years. So, in other words, they basically place a bet on
their graduates that they are going to get some percentage, 13, 18,
15 percent.

Senator BLUMENTHAL. And, presumably, they borrow to cover the
cost of covering

Mr. CoLE. Yes. So they are essentially lending, but they are lend-
ing in a different way. They are not requiring the payment back
of their tuition. They are saying, “We are going to lend you this tui-
tion now in exchange for what we believe is going to be a higher
income, a growth in human capital.” So they really believe that
they are producing growth in human capital.

Senator BLUMENTHAL. I just want to say, my time is going to ex-
pire shortly, but I would invite you and the other members of the
panel to add to your response because I think that proposal and
others may be very promising ways to go forward. But, you know,




21

I would just observe that the experience at Decker, where there
was a questionable relationship between the school and SLX, the
lender, and at Westwood, where there were outright deceptive and
misleading practices, you know, “fraud” is the right word, and
maybe it is that the penalties have to be increased. The penalties
here have to be more than just a cost of doing business, and there
is a significant enforcement problem that, Attorney General
Conway, you described insofar as the targets are more diverse and
numerous and very often the costs of pursuing them can be sub-
stantial.

So I would welcome any and all ideas that you may have, both
on the penalty, the substantive prohibition, and the enforcement
aspects of this problem.

Thank you.

Senator DURBIN. Senator Whitehouse.

Senator WHITEHOUSE. Thank you, Chairman Durbin. First of all,
thank you for bringing attention to this issue. I know some of the
witnesses have used— there was nearly $900 billion in student
loan debt. I have seen figures that show that there were $1 trillion
in student loan debt in this country. And when you compare that
to other countries where a student can get a college degree, essen-
tially on the government or at a very low cost, it builds a huge bur-
den in for individuals. And when things do not work out, as they
sometimes do not in life, usually what you can do is start over. And
it is a tough process because bankruptcy is not easy, but you get
a clean shot to kind of the American dream to rebuild again, and
everybody understands that that is right. It has been something
that witnesses have described to us as very important economically
for people to be able to restart and, you know, find a way to create
value in their lives and build a life for themselves rather than just
be saddled with this debt forever with no way to get out of it, as
Ms. Jokela’s testimony showed.

First of all, we have got a bunch of former colleagues here. It is
sort of Attorney General Day here in the Judiciary Committee—
former Attorney General Blumenthal and myself, and both of you,
Attorney General Conway and Attorney General Madigan. I had a
consumer protection division in my office. Senator Blumenthal was
very active with consumer protection in his office. I assume you
have consumer protection divisions in your office. From a consumer
protection standpoint, what are the issues that you are seeing in
your offices related to student loans?

Ms. MADIGAN. Senator, at this point we are looking at student
loans as really just the next predatory lending issue that we need
to contend with. So it has been mortgage loans, auto loans, payday
loans, and now student loans. Our lawsuit against Westwood goes
through, really, from the beginning when students are recruited to
attend all the way through the sign-up, and then the student aid
meetings that they have and get signed up for these loans. It is
fraudulent throughout the process. And when people are leaving
Westwood’s criminal justice program, they have on average $70,000
in debt, and because the college itself is not regionally accredited,
these individuals are unable to become the police officers that the
recruiters told them they could become. And so we find people
working at Sam’s Club. We have found people who have dropped
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out of the job market because their degree is essentially worthless.
And there are alternatives.

They could have, for instance, gone to a community college, spent
a tenth of what they had to spend at Westwood, and actually got-
ten a degree that would have allowed them to become a member
of the Illinois State Police, the Chicago Police Department, or a
suburban police department. And so what we are seeing is a lot of
the exact same fraudulent conduct.

When it specifically comes to the loans, it is the misrepresenta-
tions to the students about the fact that, you know, what is the in-
terest rate. We have many students who tell us they never realized
they had a loan at 18 percent. They were never given documenta-
tion. When they asked for documentation, they were told it would
be sent to them. It was never sent to them. There was no real af-
fordability test ever done. But they were constantly being told that
this degree is accredited, you will be able to become a police officer,
we have got good contacts with police departments, you know, do
not worry, you will be fine. And the next thing people know, they
graduate and they cannot get a job, and they are left with extraor-
dinary amounts of debt. And so we are pursuing them through the
consumer fraud act.

Senator WHITEHOUSE. And, Attorney General Conway, it seems
as if there is room here for common schemes to develop between
lenders and from for-profit higher education where you draw the
victim in, you loan them enormous amounts of money. The institu-
tion gets paid through tuition and it makes its money. The lender
has these people on the hook forever because there is no protection
in bankruptcy for the individual. And at the end, somebody leaves,
as Attorney General Madigan said, with very limited career options
and an enormous amount of debt that they can never get out from
under for the rest of their lives.

Have you seen that kind of—how frequent does it seem that
there is a common scheme emerging between lenders and for-profit
higher education institutions?

Mr. ConwAaYy. We have seen it. We certainly saw it in the in-
stance of the for-profit law school in western Kentucky and their
arrangement with SLX. We see it in one of two ways, Senator. We
see it either in some sort of arrangement like that, some sort of
preferred lender arrangement, or increasingly, we have seen a sig-
nificant increase in institutional loans where the institution makes
the loan itself, is willing to anticipate they are going to have a loss,
just so that they meet the minimum criteria for non-federal rev-
enue into their stream under the so-called 90/10 rule. So we are
seeing it both ways.

To sort of follow up on what General Madigan said, we have 141
of these schools in Kentucky, and we have subpoenaed and are in-
vestigating seven. We let the data take us to where we thought we
needed to be with those seven. We are looking at where we have
the most complaints to our office or our council on postsecondary
education. Where are we seeing—where do we have documents of
the high-pressure sales tactics claiming 98 percent job placement
or something like that? And then where do we cross-reference that
with federal student loan default rates?
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If you are seeing a school claiming 96 percent job placement and
they have got a 40 percent federal student loan default rate, some-
thing is wrong. But we had a school like that in the Common-
wealth of Kentucky. In one particular case, we had a school claim-
ing 96 percent job placement, but then we found the information
they sent to their accreditor—which was national accreditation, not
regional—and they were claiming 60 percent in that. Now, that 60
percent may have been someone working in fast food who was still
working in fast food after getting the so-called career education.
But it is a simple consumer protection case to make out when you
are claiming 96 percent job placement and what you are reporting
to your accreditor does not even meet that.

So for the Federal Congress, we could use a lot of help. I know
the gainful employment rule was a big right up here. But we need
some help in understanding what for-profit schools need to report
to accreditors regarding job placement, whether that is regional ac-
creditation or national accreditation, because what we are seeing
are high-pressure sales tactics, oftentimes going after single par-
ents or people that have real problems making ends meet in this
difficult economy. In fact, we have seen documents coming out of
the Senate HELP Committee called “the pain funnel.” Try to find
the people that you can sign up today for these loans, and we have
just seen some really remarkable practices.

One school in Kentucky in particular, they would not allow stu-
dents access to their federal funds until they bought books at a pre-
mium, new from that very for-profit college’s bookstore. That is the
type of scams we are seeing and that we are fighting on a daily
basis as AGs.

Senator WHITEHOUSE. Thank you very much, Chairman.

Senator DURBIN. Thank you, Senator Whitehouse.

Professor Cole, I am going to take exception to your theory about
secured loans, unsecured loans, and student loans being sui ge-
neris. If this were so compelling and spot on that these were really
different kinds of loans and needed to be treated differently, there
might have been all of at least five minutes of testimony on the
bankruptcy reform bill about this. No. This was slipped in. This
was not even discussed, and no one knows. How did this get in
there? How did we say that private loans are not dischargeable in
bankruptcy?

And I might also say that I appreciated the refresher, I needed
it, on the different kinds of loans. But if a person goes out and
crosses North Capitol here and gets hit by a car and is taken to
the local hospital and needs emergency surgery and ends up with
a $200,000, $300,000 medical bill, I think that might qualify the
same argument that you made for student loans. They did not op-
erate on that person because of a security that they have in their
body. They did not operate on them because they checked their net
worth. They did their operation and then set out to collect it. You
could make a similar argument to what you made that medical
loans should not be discharged in bankruptcy on the same theory.
It is based on getting well, right? Student loans are based on get-
ting educated.
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So I do not buy it. I do not buy the premise on what you are say-
ing, and if it really was so compelling, it would not have been
slipped in as it was in this circumstance here.

I do want to say, Ms. Jokela, would you be kind enough to tell
us what the impact of all this debt has had on your ability to go
back to school or borrow money or make plans for your own life?

Ms. JOKELA. Yes, absolutely. You know, ultimately I have a
dream of operating my own design firm, but just, you know, think-
ing about the cost of starting your own business is just—you know,
how could I even consider taking on any additional debt to try to
do that? I certainly could never go back to school to even achieve
an MBA or a master’s degree because, you know, how would I pay
for it? I definitely do not want to take out any more student debt.

So I am in this place right now where I just have to keep work-
ing and working and working and trying and trying to trying to
pay this debt down and not really making any progress. And then
sort of long term, even if I did not have these other aspirations, be-
cause of this student debt, I am not even in a place where I can
have, you know, an emergency savings account or contribute to any
kind of IRA for my long-term retirement. And, really, when I am
facing retirement is the point that I am going to be done paying
these student loans.

Senator DURBIN. How old are you now?

Ms. JOKELA. I am 32. So I have got 25 more years left, and then,
you know, I will be a few years away from retirement, and that is
not going to be enough time for me to really build the life that I
want to have for myself in the future.

Senator DURBIN. Attorney General Madigan, I take the Kennedy
Expressway out to O'Hare a lot, and I do not get on the plane with
any trepidation, but usually with anger because I have just passed
that building that has the big sign on it that says, “Westwood Col-
lege.” And every time I see it, I think of the worthless diplomas
that they are peddling.

I had a situation in my office with a cleaning lady who was near-
ing retirement. Her daughter was accepted at Westwood, signed
up. Her mom has to co-sign. After the Pell grant worth $5,000-plus,
they signed up for $17,000 more in debt for the same worthless de-
gree that you are now investigating. I wish these crime shows
would get off television for a while so kids could start thinking
about other things to do with their lives other than being a super
chef or a forensic crime scene investigator.

But let me ask you, the incidents of parents co-signing and the
impact that has had, you said you have had about 800 Westwood
students who have contacted you. Have you found instances of the
parents being brought into this kind of situation?

Ms. MADIGAN. We have. In terms of the APEX loans that I talked
about, 40 percent of the Westwood College student end up taking
out those APEX loans, whether they know it or not. And in many
circumstances we have found—and I think as Ms. Loonin testified
to—an increasing number of private loans requiring a co-signer.
And so we are seeing that.

As I said, in the past few months, we have had over 1,000 people
contact our office, and so they are now sending in paperwork and
filling out questionnaires so that we are gathering more and more
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information. But it is just clear from the beginning that people are
being put into loans and, again, they have no idea—and it is not
just being put into loans at the outset. It is that they are pressured
while they are in school. We in our complaint have testimony from
students saying that they were literally pulled out of class and told
they had to sign up for another loan if they wanted to continue
their enrollment in the school. And, again, they are kind of forced
to because those credits cannot be transferred anywhere. I mean,
it is just egregious, unconscionable situations.

Senator DURBIN. I might tell you, my cleaning lady’s story has
a happy ending. She had told me she was prepared to defer her re-
tirement because her daughter was finally in college at Westwood.
And when we found out the details, we called them and said,
“There will be a press conference right outside your front door to-
morrow morning with this lady and me if you do not tear up the
paper.” And they did. I wish I could do that for the thousands who
have been exploited by this worthless Westwood College and so
many like it. But I am glad you are pursuing this.

Are they being investigated by other States as well?

Ms. MADIGAN. Yes.

Senator DURBIN. Thank you.

Senator Franken.

Senator FRANKEN. Thank you, Mr. Chairman.

Let us follow up a little bit with Westwood, Attorney General
Madigan. Your suit against them was for deceptive marketing prac-
tices, and I think that highlights a huge problem for the for-profit
sector: the accreditation process, and the fact that many of these
programs may not have the regional accreditation and, therefore,
may not have their credits or degrees accepted by other local insti-
tutions or employers.

Ms. MADIGAN. Right.

Senator FRANKEN. What does the Federal Government need to do
to strengthen and improve the accreditation process? And what can
it do to make students more aware of the importance of the type
of accreditation of their programs?

Ms. MADIGAN. Senator, it is a great question, and let me start
by telling you something that one of the students told me from
Westwood who was savvy enough to know to ask the question of
the recruiter: “Are you accredited?” And they were told, “Yes, we
are accredited.” But that student would have had to know to ask
more specifically, “Are you regionally accredited or nationally ac-
credited?” Because most people have no understanding of the dif-
ference. And believe it or not, it is regional accreditation that is
really the gold standard when it comes to accreditation and not na-
tional accreditation.

This is obviously work that can be done on the federal level to
make sure that the accreditation process is something that is
meaningful. You can do that, obviously, by looking at job placement
rates. You do that by looking at default rates. And those are cer-
tain things that, when, for instance, Westwood was going through
an accreditation process at one point, when they went on campus,
interestingly enough—and this is just to add some more color to
this story—administration actually told students that they were
not allowed to complain or talk to the accreditation people who
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were on campus and that they may be thrown out of school if they
did talk to them.

So, obviously, there is a lot that can be done to ensure that, you
know, there would be whistleblower provisions put in place, and
that could be done both at the State level and at the federal level
to protect students from ending up in programs where they end up
with an enormous amount of debt and worthless degrees.

Senator FRANKEN. Ms. Jokela, thank you for your moving testi-
mony. It reminds us all of how this impacts the lives of those who
go through this and why it is so important to improve the student
loan policy in this country.

Attorney General Madigan just talked about at Westwood that,
I guess, 40 percent of the students got APEX loans, and a lot of
them were not even aware that they did have APEX loans. I am
very interested in working on ways to improve information that
students receive before they decide how to pay for their college. Do
you think that it would have helped in your case if you had been
given a simple single sheet explaining your financial aid?

Ms. JOKELA. Well, I think it would have been somewhat helpful,
but one of the staff members in Mr. Durbin’s office had forwarded
me a document that my school, Harrington, issues and the informa-
tion that they are sort of saying as far as, you know, what students
are taking out in private loans versus public loans and what the
total overall debt is does not really reflect my situation nor the sit-
uation of many, many of the students that I graduated with.

I think what really would be helpful, what information needs to
be presented up front, is how much is this particular loan, what
is the interest rate on this particular loan; at this point, as they
are going through your education, what is the total of your loans
and sort of what you can reasonably expect to have to repay once
you are done and graduated.

Senator FRANKEN. So a certain level of transparency might be re-
quired.

Ms. JOKELA. Yes, and not just putting it into a document that
the student signs and takes home or gets filed away, but just really
having a clear and concise discussion about it so that the students
absolutely understand what it is that they are getting into before
they make that decision and sign that paperwork.

Senator FRANKEN. Thank you.

Ms. Loonin, many commentators have equated the abuses in the
private loan industry with the abuses that went on in the housing
industry. I know that Attorney General Madigan said that this is
really kind of an extension in her consumer bureau of what went
on in the mortgage industry and the credit card industry.

The Dodd-Frank Act now requires institutions that securitize
mortgages to retain some of the risk. Most institutions of higher
education currently do not carry any risk associated with either
federal or student loans. I think Professor Cole talked about this
German institution that does. And that is, if students are unable
to pay back their student loans, it does not really harm the institu-
tions. Perhaps this should change so that institutions have more of
a stake in what happens to their graduates.

How could the Federal Government require colleges to bear some
of the risk students take on when they take out federal or private
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student loans? In other words, can the Federal Government require
institutions of higher learning to have some skin in the game?

Ms. LOONIN. Yes, thank you, and that is something that we are
very interested in looking at some options.

First, the parallels really in the private student loan market and
the subprime mortgage are very clear. A lot of the same things
happened. But even on the federal loan side, here is an example,
I think, of where you can incentivize schools by holding them more
accountable when they commit fraud or other things. There are
some limited relief options, discharge options, false certification,
closed school, unpaid refund. This is on the federal student loan
side, and the closed school is difficult. If the schools are closed, it
is difficult to have them pay anything back. But the false certifi-
cation is based on, you know, bad acts essentially that the schools
did. The relief goes to the borrowers, which is great. We are able
to get that for a lot of our clients. The Department of Education
has the authority now to then seek reimbursement from the
schools, and as far as we know, they have not been doing that even
though the authority already exists. But something like that is an
example where, if the school was actually held accountable, the
borrower was made whole, the relief was paid out, and the tax-
payer could be more whole also by seeking reimbursement.

Senator FRANKEN. I think most taxpayers would be for that.

Mr. Chairman, thank you.

Senator DURBIN. Senator Whitehouse. Senator Whitehouse defers
to Senator Blumenthal.

Senator BLUMENTHAL. Thank you.

Since we are on the second round of questioning, I want to thank
the Chairman again for having

Senator DURBIN. Take all the time you need.

Senator BLUMENTHAL. Thank you.

[Laughter.]

Senator BLUMENTHAL. You know, I am struck by some of the dis-
cussion here because we are talking about the bankruptcy process
for people about the age of the group that just entered this room.
They are about the age of my four children who are in school, and
they are at the start of their lives. And Senator Whitehouse rightly
described the bankruptcy process as giving people a new start.

My goal here is really to enable people to avoid bankruptcy be-
cause it is a searingly painful and sometimes disabling process. As
much as it may be a new start, it is also a public confession of fi-
nancial failure that will follow people for the rest of their lives. And
so the more we can do to avoid bankruptcy in the first place, in
my view, that ought to be the objective here.

And so, you know, I am also struck by the experience, General
Conway, at Decker. Decker failed. People went into bankruptcy be-
cause the school failed to deliver their education. They were unable
to discharge themselves in bankruptcy from a debt they had be-
cause of the school’s failure and its bankruptcy. What an anomaly
in American life that the students were unable to get the same re-
lief that the school did after it failed them, again, people not much
older than college students in the case of law school, but also un-
dergraduates at Decker.
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You very rightly suggested two much more limited means of
avoiding bankruptcy, for example, providing the opportunity for
students to avoid repayment if they are unable to get the education
that they took the loan to receive, which is provided under the fed-
eral loan program, and, again, also enabling people to avoid having
to repay while they are still in school.

I want to ask you, and perhaps the other members of the panel,
whether the protections under the federal student loan program
should not be applied to the private loans, as you have suggested,
General Conway, in two instances.

Mr. ConwAy. Well, I think going back, Senator Blumenthal, to
the example of Decker, as I said, we approached the bankruptcy
trustee in the Decker case because we had these students with
these problems, and yet we had the trustee going after the stu-
dents. And that is sort of—as you said, I think you called it an
“anomaly,” a situation like that.

We were able to get $4.6 million in very tangible debt relief for
those students in the instance of Decker. And Decker is interesting
because it was happening at about the time that Congress was
going through bankruptcy reform and this mystery amendment
that Senator Durbin has talked about was put in place. But the fil-
ing of bankruptcy happened after the changes, so this really was
one of the cases of first impression how this was going to work out.

We were able to get that $4.6 million forgiven because they were
institutional loans. What we basically said is, “Listen, you failed,
and you cannot be going after these students.” But what is still
hanging out, and hanging out there to this day, is the roughly $13
million in private loans. We have had some success in saying, “Lis-
ten, okay, you did not have the right kind of lending relationship.
We are going to advocate on behalf of the student.” But we have
not been successful in all those cases. And because the school failed
and because federal protections—federal law has protections in the
instance when a school fails, we have had some success in about
$21 million worth of federal student loans that are involved in
Decker. But we do still have this $13 million in private loans hang-
ing out there, and I would argue, as you said in your remarks, that
those people from Decker still facing those loans ought to have the
same kind of protections that we were able to get either for the in-
stitutional loans or the federal loans.

Senator BLUMENTHAL. Professor Cole, what do you think about
applying the federal protections to private loans?

Mr. CoLE. Senator, I think that would be an appropriate thing
to do. I think that it treats private loans, private student loans, as
student loans, and in that sense it is an appropriate thing to do.

I do want to respond, if I may, to Senator Durbin’s comment
about—I almost feel as though I am being held responsible for the
processes of Congress with the way the bill was—the Bankruptcy
Code was amended. If I had been there, I would have made a com-
ment similar to what I have made today. I do think that the ration-
ale for exempting student loans is to be able to make students able
to credibly commit. But I do think that there has to be a way to
internalize the costs that some of these private for-profit colleges
are imposing on people. And one of the ways to do that—the States
can do that without bankruptcy, for example, by extending fraudu-
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lent conveyance reach-back periods for college tuition only. If you
are giving value and getting none in return, there ought to be a
way in which individuals and their other creditors ought to be able
to address that, and that can be done under State law without the
stain of bankruptcy.

If you want to do it through the Bankruptcy Code, another way
to do it is to allow for discharge for all but a percentage of future
income, and that way the lenders are going to take more responsi-
bility in investigating the colleges that are receiving these funds to
make sure that they are giving an education, because no lender is
going to want to lend against an education that is only going to
generate a small amount of income in the future if they are worried
that the rest of it is going to be discharged in bankruptcy.

So those are options that do not necessarily implicate the Bank-
ruptcy Code or the bankruptcy process.

Senator BLUMENTHAL. Thank you.

Thank you, Mr. Chairman.

Senator DURBIN. Thanks.

Senator Whitehouse.

Senator WHITEHOUSE. Thank you, Mr. Chairman.

Let me ask Ms. Loonin: The National Consumer Law Center
looks at this sort of from the 50,000-foot level as well as at the in-
dividual level. Have you made any determinations as to what the
effect of the 2005 change in the law was on student loan interest
rates? Is there a report of some kind that shows a categorical shift
to the benefit of students as a result of the 2005 law?

Ms. LooNIN. Thank you. We have not done a report on that. The
Project on Student Debt has done some analysis of that. We have
done some—not an actual report. We have done some internal
analysis as well as a report that we did in 2008 looking at private
student loan products, and in all of those cases, we have not found,
again, that the interest rates were—they fluctuated, but you cannot
see any pattern that is tied to bankruptcy.

Senator WHITEHOUSE. Cannot attribute.

Ms. LOONIN. Right.

Senator WHITEHOUSE. Okay. Professor Cole, the history of this,
as I understand it, was that, you know, the baseline is that debt
is dischargeable in bankruptcy. Is that correct?

Mr. CoLE. Yes, that is correct.

Senator WHITEHOUSE. And the baseline for student loans until
2005 was that they were dischargeable in bankruptcy?

Mr. CoOLE. For private student loans.

Senator WHITEHOUSE. Private student loans, correct?

Mr. CoLE. That is right.

Senator WHITEHOUSE. And then the 2005 law, as our Chairman
said, magically appeared without a lot of testimony to support it,
but somehow it got into the law. And when it got in, it applied not
just to loans that were originated after the change in the law. It
applied to all student loans, did it not?

Mr. COLE. Yes, it did.

Senator WHITEHOUSE. So if you took out a loan in 1995 with the
expectation that you would be able to discharge in a bankruptcy,
you had that expectation disrupted by this law, correct?
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Mr. CoLE. Yes, that is correct. And if I can add, that is inappro-
priate. It is inappropriate for that to have been the case because
you are changing the expectations in the middle of the game in the
same way that this would change expectations——

Senator WHITEHOUSE. And the loaner never went back and said
to that student who had the 1995 loan, “Hey, you know what? We
are operating in a new environment in which you cannot get out
from under this debt. I am going to be able to chase you to your
deathbed and, therefore, I am eliminating a little bankruptcy risk
to myself, and so I am going to reduce your interest rate.” That stu-
dent pre-2005 just plain lost something and got no value.

Mr. CoLE. That is right. That is a windfall to the lenders.

Senator WHITEHOUSE. It is a windfall.

Mr. COLE. Yes, it is a complete windfall to the lenders.

Senator WHITEHOUSE. So in your testimony, where you express
concern that to go back to the status quo ante of the 2005 bill,
what existed beforehand, that would be a “change in the rules.”

Mr. CoLE. That is right, but

Senator WHITEHOUSE. It would be just as bad to change the rules
against the interests of the students.

Mr. CoLE. Yes, Senator. But

Senator WHITEHOUSE. As it is to change it against the interests
of the loan companies, correct?

Mr. CoLE. Yes, Senator. My response to that would be that two
wrongs do not make a right. It is

Senator WHITEHOUSE. Well, it does go back to the status quo
ante, right?

Mr. CoLE. It does. It does, but——

Senator WHITEHOUSE. So it puts everything back on the level
playing field it was before.

Mr. COLE. But I also want to explain that you cannot really com-
pare interest rates from before the change to after the change be-
cause interest rates, as I explained in my written testimony, are
made up of at least three different components: There is a natural
rate of interest; there is an industry rate; and then there is a bor-
gower—speciﬁc rate of interest. And so just looking at the sur-
ace——

Senator WHITEHOUSE. I understand. You get into a huge attribu-
tion problem.

Mr. CoLE. Right, exactly.

Senator WHITEHOUSE. But if your position is correct that this has
a beneficial effect on the interest rate market, you have this ex-
emption from bankruptcy to deny people the right to start again.

Mr. COLE. Yes.

Senator WHITEHOUSE. If it has that benefit, then clearly that is
a benefit that was taken away from everybody pre-2005.

Mr. CoLE. I agree completely.

Senator WHITEHOUSE. And so they got basically—I am not going
to use the word in a Senate hearing, but you know what I mean.
It was a plain consumer—they had something that they were enti-
tled to, they had an expectation. It was taken away from them. It
was taken away from them by something slipped into a bill in Con-
gress. They lost as a result. And setting aside the market issues,
it would be fair to at least put them back in the situation where
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they were before some lobbyist snuck this into the bill and took
away their rights, correct?

Mr. CoLE. You could not have more agreement from anyone than
I have with regard to that statement, although I would add——

Senator WHITEHOUSE. Thank you. I am way over my time.

Mr. COLE [continuing]. That this amendment does not do that.

Senator WHITEHOUSE. I appreciate you letting me go over my
time. Thank you, Chairman.

Senator DURBIN. You are welcome, and thank you for being here.
And the amendment is a work in progress, and some ideas have
come up during the course of this hearing that I think should be
brought into play.

Professor Cole, you gave a good written statement here, and I am
glad you came a long way to be here to testify. I was stopped cold
on the first page by two words when you described “innocent lend-
ers.”

Now that you have listened to what happened to Ms. Jokela,
after you have heard the Attorneys General talk about the schools
that are lending money, do you still consider them innocent?

Mr. CoLE. No, Senator, I do not. But I want to say that the pro-
posed amendment lumps in innocent lenders with guilty, fraudu-
lent lenders. And what I am suggesting is that you can address
those fraudulent lenders without undermining the student loan
market.

Senator DURBIN. I do not quarrel with that premise.

I might also add for the record that the largest for-profit school
in the United States of America makes no private loans. You will
probably be able to guess which one that is, but I was surprised
to learn that. This seems to be a little sidelight, kind of a juice loan
deal, a little, you know, title loan company that goes with some for-
profit schools. So I do not think there is a lot of innocence.

You know, one of the things that I think should be disclosed to
the student is before you borrow private loans with three times the
interest rate, you incidentally still are eligible to borrow more
under the federal loan. Wouldn’t that be a pretty reasonable thing
to disclose?

Mr. CoLE. I think it would be an absolutely appropriate disclo-
sure.

Senator DURBIN. Ms. Loonin, one of the things you talk about
here is the statute of limitations. Do you want to address that for
a moment?

Ms. LOONIN. On the federal loan side, the fact that there is
no——

Senator DURBIN. I do not think your microphone is on.

Ms. LOONIN. Oh, I am sorry. On the federal loan said, there is
no statute of limitations. It was eliminated in 1991. So that is a
major reason why I have clients who are in their 80s and 90s still
being hounded on the federal loan side.

But one of the connections we have seen on the private loan side
on the debt collection side, the debt collectors collecting private
loans take advantage, frankly, of borrowers and of borrowers’ con-
fusion about what type of loan they have and will often say, you
know, there is no time limit, we can come after you forever on the
private loan side, even though that is not the case.
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Senator DURBIN. I am going to bring this hearing to a close. It
has been a good one and a great panel. I thank you all for coming
because I know there was some personal sacrifice to your being
here. It is an issue which has been taken up in the authorizing
Committee by Senator Harkin with a number of hearings. We have
had several hearings through the Judiciary Committee, and they
will continue.

As I mentioned at the outset, come July there will be a moment
of reckoning when we decide whether to address the interest rate
to be charged on federal student loans. As I understand it, it dou-
bles from 3.4 percent to 6.8 percent, a burden which I do not want
to impose on students across this country. But it also creates an
opportunity for us, if we are up to it, to have an honest discussion
about what is happening to student debt in America. The student
debt crisis in this country is largely ignored by Congress. We are
not paying any attention. And, unfortunately, there are a lot of
lives of individuals—Danielle dJokela is one—who are being
changed dramatically by laws that we pass or fail to pass.

And going back to the point made by Senator Blumenthal, it is
hard to imagine a young person who thinks they are doing the
right thing—an education, for goodness’ sake—borrowing money to
get that degree which they have been told is the most important
thing in life, making a decision before they are 25 or 26 years old
that ends up haunting them for a lifetime. And that is literally
what we are talking about here. When it is not dischargeable in
bankruptcy, it is there to the grave, and that is why it is so impor-
tant we continue to work on this.

Thanks again to the panel. Members may send you some written
questions. It is rare, but occasionally they do. And if you receive
one and could respond promptly, we would appreciate it. Thank
you.

This meeting will stand adjourned.

[Whereupon, at 11:41 a.m., the Subcommittee was adjourned.]



APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Witness List

Hearing before the
Senate Committee on the Judiciary
Subcommittee on Administrative Oversight and the Courts

On
“The Looming Student Debt Crisis: Providing Fairness for Struggling Students”

Tuesday, March 20, 2012
Dirksen Senate Office Building, Room 226
10:00 am.

The Honorable Jack Conway
Attorney General for the Commonwealth of Kentucky
Frankfort, KY

The Honorable Lisa Madigan
Attorney General for the State of Illinois
Chicago, IL

G. Marcus Cole
Professor of Law
Stanford University
Stanford, CA

Danielle Jokela
Chicago, IL

Deanne Loonin
National Consumer Law Center
Boston, MA

Neal P. McCluskey
Associate Director, Center for Educational Freedom
Cato Institute
Washington, DC

(33)



34

PREPARED STATEMENT OF RANKING MEMBER CHUCK GRASSLEY

Statement of Senator Charles E. Grassley of lowa
Senate Committee on the Judiciary,
Subcommittee on Administrative Oversight and the Courts,
Hearing on “The Looming Student Debt Crisis:
Providing Fairness tor Struggling Students™
Tuesday, March 20, 2012

Today’s hearing fails to address why college graduates are struggling to find jobs while faced
with burdensome student loan debt due to ever increasing tuition rates. Instead we’re examining
how to “provid[e] faimess for struggling students.” This title is misleading because all the bill
being discussed today does is give some college graduates or even college dropouts a bailout at
the expense of others. Nothing being considered today helps students, unless you think telling
them to take out a loan and then file bankruptcy when you either graduate or tire of school is
help. We’re not seriously considering how to help out students just now preparing to enter
college or a trade school, primarily because that subject isn’t within this Committee’s
jurisdiction. Rather, we’re examining whether Congress should reconsider the way it
overwhelmingly voted to treat private student loans, a small subset of all student loans, in
bankruptey. It seems to me that what’s on the table for discussion will not help students find
jobs nor will it address the rising cost of college tuition. Unfortunately. allowing private student
loans to be unconditionally dischargeable in bankruptey will contribute to the rising cost of
college tuition.

Regardless, today’s hearing intends to examine the treatment of private student loans in
bankruptey. Specifically, Senator Durbin has introduced S. 1102, “The Fairness to Struggling
Students Act of 2011,” which amends 11 U.S.C. § 523(a)(8) so that private student loans are
unconditionally dischargeable in bankruptey. We’re told that this change will serve as an
incentive for lenders to work out flexible repayment plans with their borrowers. However, while
this may be one consequence of the bill, there may be other consequences, such as encouraging
people to file bankruptey.

In considering why student loans are treated as conditionally dischargeable debt in bankruptcy,
it’s important to recognize the unique characteristics of student loans and why Congress treats
them differently in bankruptcy. Unlike other unsecured loans, student loans are often long-term
extensions of credit, with repayment options of up to 30 years. These are loans made to student
borrowers with no assets and basically no way of demonstrating their creditworthiness, let alone
demonstrating any ability to repay the loan. In how many other situations would a lender extend
credit to someone in this kind of financial situation? Why do the lenders extend credit to these
risky borrowers? Because student loans are essentially an investment in the student’s education,
which has the promise that the borrower will eventually achieve a higher earning capacity than
he or she had at the time of the loan. For other unsecured consumer loans, lenders are willing to
extend credit even if those debts can be discharged in bankruptcy because borrowers have other
assets that can be used to satisfy the debt in the event of default. Thus, there is a legitimate
reason the bankruptcy code treats student loans differently from other unsecured consumer loans.

Today’s hearing will likely make a point that the Bankruptcy Code has not always treated private
student loans as conditionally dischargeable. The Bankruptcy Abuse Prevention and Consumer
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Protection Act of 2005 made private student loans subject to the same requirements as federally
guaranteed student loans. This change was the result of efforts starting in the late 1990s to treat
all student loans the same in bankruptcy. With the treatment of student loans as, essentially,
non-dischargeable unless a debtor can show that payment would impose an undue hardship,
Congress sought to limit instances where a borrower can obtain the benefit of higher education
without ever having to pay for it. And individuals in the 1970s did strategically file bankruptey
just to get their student loans discharged before Congress changed the way student loans were
treated in bankruptcy. Abuse was real, not just perceived as some may say. As a result of
limiting discharge of student loans in bankruptcy, students can now obtain student loans at more
affordable rates than ever before.

As mentioned at the outset, the proposed bill fails to provide any help to students facing high
tuition costs when enrolling in college. We should be discussing how to treat the real problem,
which is the outrageous cost of tuition. Congress should be considering other, substantial
reforms to the market for financial aid that could provide true relief, and fairness, to student loan
debtors.

One possible reform T would like to highlight is that lenders could do a better job of educating
borrowers as they prepare for higher education. There are studies that show borrowers of private
student loans often fail to exhaust their eligibility for federal student loans. This could be due to
several reasons, but borrowers must be educated as to the consequences of these decisions.
Perhaps borrowers of private student loans are not always well-informed of their repayment
responsibilities, and improved disclosure requirements or educational tools could prevent
students from taking out more private loans than they need.

On this point, I note an initiative by Iowa Student Loan back in my home state. Towa Student
Loan is a private, nonprofit corporation, with a mission to help lowa students and families obtain
the resources necessary to succeed in postsecondary education. Currently, lowa Student Loan
helps more than 220,000 students pay for college. As part of its work in educating borrowers
before they take on student loan debt, Jowa Student Loan has in place an online counseling
program that requires all borrowers of private student loans to complete. The program requires
borrowers to input their college major and other data, and it shows them how much they are
likely to earn after graduation and estimates how much of their income will go towards their loan
payments. lowa Student Loan has found that by going through this counseling program, students
actually reduce the amount of private student loans they take out. We must address the issue on
the front end, when students take on the loans, rather than years down the road through the
bankruptey code.

Incentivizing individuals to file bankruptcy in order to discharge student loan debt is a short
sighted option for young debtors. This is not the purpose of the Bankruptcy Code. Morcover,
when an individual files for bankruptey protection there will be a host of consequences flowing
from that decision. [f Congress really wants to help provide fairness to students, then let’s do so
with a comprehensive review of federal higher education policy that looks at how well our
current programs address the rising costs of tuition and provide value for the taxpayers’ money
1n terms of graduates with greater employment prospects.

Page 2 0f 2
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Administrative Oversight and the Courts
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"The Looming Student Debt Crisis: Providing Fairness for

Struggling Students”

Senator Durbin, Ranking Member Sessions, thank you for
inviting me to testify before this subcommittee today. I
appreciate your attention to this issue.

As Attorney General of the Commonwealth of Kentucky, the
issue of students being unable to discharge private educational

loans in bankruptcy is ked to my investigation into for-

profit career colleges.

I first became aware of the tremendous debt burden carried
by students at some proprietary colleges through the
investigation into possible consumer protection violations by
Decker College and subsequently my investigation into the
closing of the for-profit American Justice School of Law in
Paducah.

Eventually, Decker College closed and was forced into
bankruptcy in 2005 following a loss of accreditation and its
eligibility to receive Title IV funds. The students were left
in a terrible situation. They had incurred thousands of dollars

1
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in debt to pay for certifications as heating and air
conditioning technicians, electricians, and plumbers. This was
an education promised to secure them a higher paying job, but
the school closed before the training was complete. And, to
add insult to injury, the credits they had earned and paid for
did not transfer to another school.

The American Justice School of Law and its successor,
Barkley School of Law, failed to obtain accreditation from the
American Bar Associlation, closed and also filed for bankruptcy.
Most students had not completed thelr education when the school
closed.

As you are aware, students with federal student loans who
are unable to complete their degree because a school closes are
entitled to have those federal loans discharged. However, the
same protection is not available for private institutional loans
or loans from other private lenders. Both Decker and Barkley
students had millions of dollars in these institutional and
private student loans that were not dischargeable in bankruptcy
under the closed school discharge rule.

The Trustees in the Decker and Barkley bankruptcies began
efforts to collect on the private loans the schools had extended
to students. But, ironically, the students who were living on

2
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the financial edge, saddled with tens of thousands of dollars in
student loans, likely would not be able to discharge their
student loans in personal bankruptcy.

In both instances, my office was able to successfully work
with the Trustees to discharge loans owed directly to the
schools. In the case of Decker College, the settlement
negotiated by my office released the loans of 2,200 students
that totaled $4.5 million dollars. Likewise, in the Barkley
bankruptcy, after being contacted by my office, the Trustee
released the student debts to the school.

With respect to other students at the law school, we were
also able to secure a settlement with the private lender. We
found that the school had a guestionable relationship with a
company called SILX. Further, notwithstanding the
representations to students, these private loans didn’t include
the same consumer protections as federal student loans. Those
protections include the ability to defer payment on the debt
while still in school. We found evidence that the loan holder
began requiring some students to repay their loans while they
were still in school. Deferment for the entire time needed to

complete a degree wasn’t available under the terms of the loan.

(957
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So, students were forced into forbearance and into accruing
significant amounts of capitalized interest.

My office was able to secure $3.6 million in debt reduction
in the loan obligations for students who attended the law
school. tudents’ loans were reduced by an amount equal to the
amount of tuiticn paid for credits that did not transfer to
another law school. The average loan reduction per student was
$25,000.

We received calls, emaills and letters from students
thanking my office for its work. The reduction in these loans
changed their lives. They were able to make a fresh start.

But, students at these schools had loans with other
lenders. Decker College closed its doors in 2005, and my office
still receives calls every week from students struggling to pay
their school loans. One former student called because his tax
refund had been taken to pay a student loan, but he needed this
money to make a car repair. Another student needed the money to
move her family into a safe apartment. Do we understand —
really understand — how close to the line some of these
borrowers are living? That working car means the difference

between being able to get to work and keeping a job or losing
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that job. That apartment means safety and security for a
family.

Indeed, there are material differences between private
loans and federal loans. The federal loans have important
provisions protecting students. For example, as I mentioned
earlier, the “closed school” discharge rule provides relief for
students faced with a circumstance like Decker College. Some
Decker students were able to get a “closed school discharge” for
their federal loans. That remedy was not available for the
students’ private or institutional loans. Federal lcans have
other protections for borrowers too, including a fixed interest
rate that i1s capped, an income based repayment plan, and the
ability to defer repayment. Private lenders, on the cother hand,
are not reguired to offer any of these protections to borrowers.

After studying the cases of Decker College and the law
school, in December 2010, I launched an investigation into seven
other for-profit colleges operating in Kentucky. The students
enrolled in most of these career schocls are some of our most
financially vulnerable citizens -~ they are Pell Grant
recipients, they rely heavily on student loans to pay for their
educations, and very often they are the first in their families

to attend a college of any sort. BAccording to most recent data
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available from the Project on Student Debt, an estimated 96% of
graduates from four-year proprietary schools have loans. Of
great concern is that 42% of these students have private loans--
without the protections of federal loans-- in contrast to the
14% of students at public four-year institutions and just 4% at
public two-year institutions who have private loans.

An even more troubling statistic from the Senate HELP
Committee is that while students at the for-profit schools are
only 10% of the higher education body, they account for 47% of
all defaults on federal loans. For the 2009~2010 year,
according to the Institute for College Access & Success,
students at these career colleges received approximately 25% of
all Title IV Aid. Unfortunately, no comprehensive data on
private loan defaults is available.

These schools receive a large portion of the funds intended
for our veterans as well. A recent article in the Army Times
reports that for-profit schools have received approximately 37%
of the $17.2 billion cost for the GI Bill, and “almost 50% of
the $563 million spent last year by the Defense Department on
tuition assistance for active-duty troops went to for-profit

schools.”
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My office has received hundreds of complaints since we
commenced our investigation in 2010 ranging in topics from
misrepresentations about financial aid, non-transferability of
credits, and inability to get a job. Many of these students
who took a chance on education are stuck with thousands of
dollars in debt and no way to repay that debt.

In 2011, I filed suit against two colleges alleging they
made false and misleading statements to consumers on matters
including the rate of job placement, transferability of credits,
and the students’ financial aid. We are continuing our
investigation into other schools.

I am now chairing a multistate working group locking into
this issue with 23 other state attorneys general. In addition to
the two suits my office has filed, Attorney General Madigan’s
Cffice has filed suit against Westwood College, the Colorado
Attorney General has just reached a $4.5 million consumer
protection settlement with Westwood College and other Attorneys
General have active investigations.

The great tragedy is that students at some of these career
schools, like Decker College, obtain these loans to go to school
and change their lives--to get a higher paying job and improve
their standard of living. Unfortunately, for many of these

7



43

borrowers, they are unable to complete their education or the
school closes and they are left with no job and a mountain of
debt that bankruptcy experts tell us is almost impossible to
discharge.

The more we learn about the private student loan market,
the more concerns we have. We have seen borrowers manipulated
both by lenders and unscrupulous institutions that are in a
fiduciary relationship with these borrowers.

Because of this dynamic, I must ask, why should we provide
these students with no less than the same consumer protections
that are available to federal student loan borrowers? Instead,
current law provides private borrowers with none of the
protections we’ve mentioned, and accerding to many experts, the
law has made it almost impossible to get out of debt and get
beyond the financial hardship that these private locans have
caused.

With such harsh consequences for failure, these students
are trapped in a cycle of dodging bill collectors, wage
garnishment, and no meaningful path to financial recovery. This
must not be the legacy of our efforts to provide an opportunity

for education.
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Protecting Consumers from Predatory Student Loan Practices:
The Perspective of Illinois Atterney General Lisa Madigan

Introduction

Senator Durbin and members of the subcommittee, thank you for inviting me to testify today
about a growing problem that that could result in our nation’s next great economic crisis if left
unchecked.

The costs of obtaining an advanced education in this country arc rapidly cxcceding the financial
means of most families. Millions of college students and graduates are carrying debt loads of
crippling proportions. An abundance of statistics substantiates borrowers” daily struggles to
manage their student loan debt. To highlight just a few:

A recent report by the National Association of Consumer Bankruptcy Attorneys estimates that
college seniors who graduated in 2010 owed an average of $25,250.00, up 5 % from 2009.'
Student loan debt is increasing at a rate of about $2,853.88 per second. The delinquency rates for
these loans arc equally alarming. According to a report released this month by the Federal
Reserve Bank of New York, as many as 27 % of our nation’s 37 million student loan borrowers
arc 30 days or more pasi-due on their balances. Collectively, American consumers now owe
about $870 billon in student loan debt, surpassing the amount of our nation’s housechold credit
card debt. This financial burden is not borne exclusively by young adults. Nationally, 5.3 % of
consumers carrying student loan debt arc age 60 or over, and another 11 % are age 50 to 59.
These numbers indicate that parents arc increasingly taking out loans to pay for their children’s
advanced education, and are carrying the debt into their retircment ycars.

A growing percentage of this loan debt comes from private student loans, which often carry
higher intcrest rates and fewer consumer protections than government loans. According to the
Department of Education, between 2003-04 and 2007-08, the percentage of undergraduates
obtaining private student loans rosc from 5 % to 14 %, and the percentage of graduate students
obtaining privatce student loans increased from 7 % to 11%. In 2007-08, the Department of
Education estimated that lenders provided about $22 billion in private loans.

Prior to the cconomic crisis of 2008, many proprietary schools partnered with third party lenders
to provide private student loans to their students outside the federal student loan program. These
loans were usually more expensive than federal student loans and were made with little or no
underwriting, similar to what occurred in the mortgage lending market. When these loans began
to fail, lenders left the market. Students, however, are still saddled with these expensive and
often unaffordable loans, which cannot be discharged in bankruptey.

My Office has been aggressively pursuing the faulty underwriting practices of mortgage lenders

for years, and we are taking an equally aggressive approach to reviewing the lending practices of
proprictary schools. In our recent investigations we have scen the rise of expensive private loans

that are sclf-financed by the schools themsclves or by others through school loan guarantees.

! “The Student Loan ‘Debt Bomb’: America’s Next Mortgage-Style Economic Crisis?” The American Association
of Congumer Bankruptcy Attorneys, February 2012,
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Schools continue to use private lending in spite of the fact that default rates for proprictary
schools loans are extremely high. According to a 2011 report from the National Consumer Law
Center, institutional loans to students at for-profit colleges have surged. For example, Corinthian
Colleges reports that a significant number of its students have institutional loans as well as
federal loans, and the company plans to double its institutional loan volume to $240 million per
year, even though it is writing off 55% of these loans. Other large for-profit college companies,
such as ITT Educational Scrvices and Carcer Education Corporation, arc also lending to
students, despite anticipating write-offs in excess of 40% of these loans.

One reason proprictary schools continue to offer expensive private loans is to satisfy the federal
“90-10" rule, which requires that at least 10% of the school’s lending come from non-Title 1V
funding. These private loans carry high interest rates. In Illinois, Westwood College offers a
private loan with an APR of 18%. Some schools such as Westwood require students to make
payments on institutional loans while they are still enrolled. This policy differs from federal
loans, which can be deferred during school. Students tell my Office they are confused about
where these payments are going and have difficulty making the payments while still enrolled.

The 1llinois Experience

At the state level we see first-hand the damage done to the lives of students burdened with
enormous debt loads from proprictary schools. These students wanted nothing more than to go to
school and better their lives. But too many of them end up struggling to pay for an expensive
education that did not give them the skills nccessary to obtain meaningful employment.

On January 18, 2012, I filed a lawsuit against the for-profit college Westwood for engaging in
deceptive practices that saddled Illinois students with up to $80,000.00 in debt for degrees that
failed to qualify them for careers in criminal justice.

The lawsuit alleges that in marketing its criminal justice program, Westwood falsely
represented to prospective students that they could pursuc a law enforcement career with
agencies such as the Chicago Police Department, IHlinois State Police and suburban police
departments, even though virtually all of those employers do not recognize a Westwood degree
duc to its lack of regional accreditation.

When cnrolling prospective students, Westwood promised to help them get part-time jobs to
assist with paying for their degrees. Westwood, however, failed to follow through with that
commitment in any meaningful way. Westwood compounded these misrepresentations by
downplaying the financial burden associated with obtaining a Westwood degree.

Many students Icarned only after graduation—and after racking up thousands of dollars in
student loan debt—that their degrees would not land them the law enforcement jobs they
originally sought. Additionally, because Westwood isn’t recognized by regionally accredited
colleges, students found they couldn’t transfer their coursework to alternative programs to
complete a degree. In short, many Westwood students are now burdened with debt loads as high
as $80,000 and stuck with a degree that is neither marketable nor transferrable. Since we filed
our lawsuit, morc than 800 former and current students have come forward to complain about
their experience at Westwood College.
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Our lawsuit alleges that Westwood made misrepresentations regarding its regional accreditation
status. Westwood is only nationally accredited. It is not—and never has been—regionally
accredited. Becausc Westwood is only nationally accredited, coursework offcred through
Westwood’s programs is not recognized by many regionally accredited institutions. Further,
because of its lack of regional accreditation, degrees offered by Westwood are not recognized by
many employcrs, particularly employers in the criminal justice field.

As alleged in my lawsuit, Westwood employees made verbal representations that Westwood is a
regionally aceredited institution to potential, current, and former Westwood students. Further, in
spite of the lack of professional recognition of degrees that are not regionally accredited,
Westwood made verbal representations to potential, current, and former students that students
would be able to transfer their credits to other institutions that accept credits only from regionally
accredited schools.

Westwood made verbal representations to potential, current, and former students that students
would be able to obtain specific jobs in the criminal justice ficld. In fact, many of those
employers do not recognize Westwood degrees because Westwood is not regionally accredited.
Approximately 3,367 students have enrolled in Westwood's Criminal Justice Program from 2001
t0 201 1.

Additionally, Westwood made misleading verbal representations to potential, current, and former
students with criminal records that they would be eligible for employment in the criminal justice
field. Numerous students have reported that Westwood’s faculty and staff told them that
Westwood could expunge or seal students” criminal records; connect students with top
employers who would disregard their criminal records; and that students would be able to sccure
jobs within the criminal justice ficld (such as being a police officer) despite their criminal
records.

Westwood regularly promoted their Criminal Justice Programs through television and oaline ads
promoting exciting criminal justicc carcer opportunities with high paying salarics. The
advertisements contained dramatic and repeated images of police officers investigating crime
scenes and apprehending criminals. Further, Westwood engaged in deceptive Internct advertising
that created the falsc impression that Westwood was regionally accredited and that Westwood’s
degrees were recognized by employers such as the Chicago Police Department and the Ilinois
State Police. As stated earlier, Westwood was in fact only nationally accredited and the Chicago
Police Department and the [llinois State Police did not recognize Westwood® criminal justice
degrees.

Not only were Westwood students generally unable to use their degrees to obtain employment in
the field for which they trained, but Westwood is a very expensive cducation option as well. A
three-year Bachelor’s of Applied Science degree in criminal justice costs over $70,000 - and that
is just the cost of tuition, not for room and board. Our investigation revealed that most students
must take out student loans to finance their Westwood education. Every student we interviewed
used student loans to pay their Westwood tuition. The average debt level of the students we
interviewed is $55,000. Approximately 70% of those students had taken out private student
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loans, and 40% had financed part of their tuition with a Westwood APEX loan, which is
Westwood's institutional loan that carrics an 18% interest rate.

When prospective Westwood students met with financial aid officers, the students were
generally presented with four different types of payment options: grants; federal loans; private
loans; and APEX loans. Many students were simply told to sign the paperwork and that
Westwood would take care of everything else. At lcast one student was told that she was
approved for federal aid that would cover the entire cost of her degree, which Westwood told her
would be approximately $56,000.00. But there arc limits on the amount of federal aid a student
can borrow for any given year based on various circumstances, and students have to reapply for
financial aid anpually. In other words, the student was not and could not have been approved for
a single federal loan that covered the entire cost of her degree.

The same student was then advised to take a separate $10,000.00 private loan to cover additional
unexpected expenses “just in case.” Throughout her time at Westwood, the student was advised
to take out two additional $10,000.00 “just in case” loans. The student was led to believe that
these loans would be returned to the lender if not needed, which was simply untruc.

When the student graduated, she learned that she had not taken one $56,000.00 federal loan to
cover the cost of her degree plus three additional loans that could be returned, as Westwood had
fed her to believe. Instead, she learncd that she had taken multiple different loans with interest
rates ranging from 2.9% to 11.9%, none of which could be returned. Her total debt at the time of
graduating was $77,000.00, which would require her to pay $598.00 per month for the next 25
years.

My lawsuit also alleges that Westwood offered a private lending program called APEX. APEX
was purportedly designed to finance the portion of a student’s education not covered by grants,
federal aid, or private loans. To enroll, a student must sign a contract and agree to pay some
monthly amount ~ typically $150 — toward the balance while still i school. While the student is
enrolled, the amount financed does not accrue any interest. But 90 days after the student
graduates, intercst begins to accrue on the unpaid amount at rates as high as 18%. Many students
were confused about the purpose of these expensive loans. Some thought the loans were paying
off other loans, such as their Sallie Mae loans. Others didn’t even realize they had taken out the
loans until after graduation.

Summary

Student debt poscs a large and growing threat to the stability of our cconomy. Just as the
housing crisis has trapped millions of borrowers in mortgages that arc underwater, student debt
could very well prevent millions of Americans from fully participating in the economy or ever
achieving financial sccurity. My Office will take the following actions to address some of the
problems driving this impending crisis:

e The Hllinois Attorney General’s Office has aggressively pursued predatory mortgage
lending and will continue its tnvestigation of student lending practices at proprietary
schools.
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»  We support permitting students to discharge private school debt in bankruptey. Private
loans carry none of the protections afforded to students who take out federal loans.
Federal protections include: interest rate caps, loan limits, income-bascd repayment,
deferment programs and canccllation rights. [t is of particular concern that the private
student loans originated prior to 2008 may have been written with little or no examination
of the prospective student’s ability to re-pay the loan.

o Staff from the lllinois Attorney General’s Office is participating in the Department of
Education (DOE) Negotiated Rulemaking Committee. The Committee is addressing
issues including income-based repayment plans and circumstances surrounding
rchabilitation of student loans in default.

Conclusion

Thank you for the opportunity to testify before the subcommittee today. As the chicf consumer
advocate for the state of Illinois, I am committed to working with my partners on the state and
federal levels to implement real solutions to the student loan debt crisis. Moreover, 1 will
continue to investigate and prosecute abuses in the proprietary school industry, for it is my belief
that reforming the practices of proprictary schools is a necessary component of any effective
solution.

6
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Mr. Chairman, Senators, Ladies and Gentlemen.

My name is Marcus Cole, and I am the William Benjamin Scott and Luna M.
Scott Professor of Law at Stanford University, where I teach courses in commercial
and financial law and regulation. My areas of research include bankruptcy, venture
capital, and banking regulation, with a focus on the law and economics of regulatory
structures and institutions. I have been invited to comment upon the proposed
amendment to the Bankruptcy Code that would eliminate the exemption from
discharge currently enjoyed by private, for-profit student loan obligations. While |
am, like most Americans, sympathetic to the plight of consumer debtors, I hope to
raise, for your consideration, what [ think are the likely and undesirable
consequences of the removal of the exemption.

In short, I think that the removal of the exemption from discharge of
privately placed student loans will result in a dramatic increase in the cost of
student loans for all student borrowers, ultimately “drying up” the availability of
such loans for those who need them most. If the goal is to relieve the debt burden
upon student borrowers who have taken on student debt that did not result in
higher productivity and earnings potential, removal of the exemption is a blunt
instrument that is unlikely to address the root source of the problem, accomplishing
instead a one-time, unjust transfer from innocent lenders who did nothing more
than give money to people in the hopes of being repaid someday. This would be a
one-time wealth transfer because, if it were to occur, the likely effect would be to
chill or discourage student lending entirely, resulting in a “drying up” of student
loan markets. If it is not your goal to limit access to higher education, then perhaps
you might want to consider alternatives to achieve your goal. I mention some of the
alternatives near the end of my statement.

To explain why removal of the exemption would have the effect of drying up
the availability of student loans, I would like to break the analysis into three parts:

First, [ would like to explain the three different types of lending that are
available to borrowers in our economy, and how they differ from each other. Most
importantly, I want to explain how student loans are fundamentally different in
nature from either secured loans or other types of unsecured loans.
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Second, I would like to describe the basic components of interest rates, how
they are associated with various risks, and why interests rates might be higher or
lower for different borrowers. Because interest rates necessarily must reflect the
risk that the lender will not be repaid, the removal of the discharge exemption from
privately funded student loans will necessarily increase the risk that student loan
lenders will not be repaid, and this risk will, necessarily, be reflected in the risk
premium component of interest rates borne by all student loan borrowers.

Finally, | would like to explore alternative ways to get at the problem [ think
you are trying to address, namely, the level of student debt that does not result in
higher graduate incomes, but instead imposes a seemingly insurmountable debt
burden on those students whose aspirations of a higher income and a better life
never materialized. In particular, there are two alternatives that would be more
narrowly tailored toward achieving what I think is your goal, without the harmful
unintended consequences that are likely to result from a removal of the exemption
for privately funded student loans.

L The Three {Not Two) Types of Credit in Our Economy

Everyone, | think, is familiar with the two most basic forms of credit in our
economy, namely, secured and unsecured credit. Most debt obligations incurred in
our society are unsecured, meaning that when one person owes another person
money, the person to whom the debt is owed looks to the general ability of the
person owing the debt to repay it. An unsecured creditor does not have special
rights associated with any one particular asset of the debtor, but has to take his or
her chances that the debtor will repay either out of the debtor’s current assets, or
from the debtor’s income. And when it comes to getting repaid, an unsecured
creditor must take his or her chances alongside other unsecured creditors, hoping
and expecting there is enough income or assets to pay all of them in full.

Secured creditors are different. They don't want to take their chances with
respect to whether they will get repaid. They take measures to reduce the risk that
they won't get paid. Instead of looking to the debtor’s assets in general, a secured
creditor insists upon “collateral” before extending the loan. By taking a security
interest in a particular asset, a secured creditor has all the same rights of an
unsecured creditor, but also acquires two rights that unsecured creditors do not
enjoy.

First, in most states, a secured creditor has the right of “self-help.” Whena
lender on a car note repossesses a car parked on the street in the middle of the night
because the borrower failed to repay, the car note lender is exercising self-help.
Self-help is an important right to be sure, but it is by no means the most important
right of a secured creditor. That honor falls upon the secured creditor’s right of
priority with respect to the particular asset, or “collateral,” in which the secured
creditor has a security interest. This second right of secured creditors is what
makes secured credit less risky for the lender, and in turn, less expensive for the
borrower.
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The key difference between unsecured credit and secured credit is that one
type (unsecured) looks to the debtor’s assets generally for repayment, while the
other {secured) looks to a particular asset of the debtor to ensure repayment of the
obligation. But the one thing these two types of credit have in common is that they
both look to the debtor’s present ability to repay as the basis for pricing and extending
the loan in the first place.

Student loans are fundamentally different from either secured or unsecured
credit. While on the surface they look indistinguishable from other forms of
unsecured loans, they are extended on a completely different basis. While most
other forms of unsecured credit are extended on the basis of a debtor’s present
ability to repay, student loans are unique in that they are based upon the debtor’s
projected future ability to repay.

The purpose of a student loan is to increase the borrower’s human capital,
and a resultant increase in the borrower’s productivity and earning potential. The
only asset most student borrowers can pledge to a lender in order to provide an
assurance of repayment is their future earnings potential. A student approaching a
lender in a world where there is no exemption from discharge for student loans has
a problem: “How do 1 get a lender to believe me when I say | will repay my student
loan, given that | have no other assets to pledge other than my future income?” A
lender approached by this student has very little incentive to lend to the student
except at an astronomically high interest rate, to reflect the risk of not being repaid.
A student without means, then, faces the prospect of either not being able to access
higher educational at all, or accessing it at astronomically high costs.

Fortunately, Congress rescued millions of students like this (and like me,
once) by making it difficult to discharge student loans in bankruptcy. Because
student loans are difficult to discharge, a student borrower can credibly commit to
repay the student loan. Furthermore, the lender, confronting a lowered risk of
default, can charge a drastically lower rate of interest for the loan. This lower
interest rate, in turn, makes the loan, and the education for which it pays, much
more affordable for the student borrower.

IL The Increased Interest Rate Resulting From Removal of the Discharge
Exemption for Private Student Loans

The next question may be “why does the dischargeability of a loan affect the
interest rate associated with it?” The answer stems from the fact that money is
fungible. 1f we put two twenty-dollar bills next to each other, no one would be able
to tell which was mine and which belonged to you. In fact, money is the most
fungible commodity in the world. Like all fungible commodities, the buyers and
sellers all exist in a competitive market. Money from one supplier is just as good as
money from any other supplier. And any borrower who needs that money is just as
happy, if the terms are equivalent, to get that money from one supplier as from any
other.

The question that follows is “but if it is true that money (credit) markets are
competitive markets, then why do different borrowers face different terms from
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lenders?” The answer is that while there is a competitive “market” price for money,
there is also an “insurance premium” that must cover the risks that a lender will not
be repaid. In fact, there are essentially two risks associated with any one borrower’s
willingness and ability to repay a loan, namely, “industry risk” and “borrower-
specific risk.”

Industry risk is the risk associated with the type of business, trade, or
industry in which a particular borrower earns his or her income. A smart-phone
manufacturer, for example, has a different industry risk profile than a manufacturer
of VHS video recorder machines. Both companies may be “creditworthy,” in that
they always pay their bills on time, and that they do not borrow more than they can
feasibly repay. Nevertheless, a lender approached by these two manufacturers
would charge a higher interest rate to the VHS machine manufacturer to reflect the
risk that there may be no VHS industry a year from now.

Borrower-specific risk is the risk that this particular borrower brings to the
credit relationship. You may have two borrowers with identical job titles or in the
same industry, but one has a history of paying his or her bills on time, while the
other does not. For this reason, the more creditworthy borrower will be confronted
with lower borrowing costs than the less creditworthy borrower.

The interest rate associated with any loan, then, can be said to consist of at
least three simple components, namely, (1) the “natural” interest rate (the market
price for or time value of money}; (2) the industry specific risk associated with this
particular borrower; and (3) the borrower-specific risk associated with this
particular borrower. There is virtually nothing a lender or borrower can do to
reduce or eliminate the "natural” interest rate component of the interest associated
with their loan. But there are some things that can be done to lower or eliminate
industry risk, and even more that can be done to lower borrower-specific risk.

To lower industry risk, the economic uncertainties associated with particular
types of borrowers in a particular industry must be addressed somehow. This is
precisely what Congress did to lower student loan interest rates when it exempted
them from discharge in bankruptcy. This meant that any student seeking a student
loan, without regard to his or her own, personal creditworthiness, could credibly
commit to a lender that he or she would repay the loan. Since the loan could not be
discharged in bankruptcy {without great difficulty and uncertainty), the risk of loss
to the lender is dramatically lowered, and the lender, like all competing lenders,
would be able to reduce the risk premium and resultant interest rate associated
with all student loans.

The next question must be, “Does this mean that repealing the exemption
from discharge from student loans will cause their interest rates to rise?” All else
being held equal, the answer is, emphatically, “yes.” Without the assurance of
repayment afforded by the exemption from discharge, there is little a student can
use to assure a lender of repayment. Removal of the exemption removes every
student’s ability to make a credible commitment regarding their willingness and
ability to repay from their future earnings. The resultant increase in the risk
premium could make student loan interest rates usurious. In other words, interest



54

Prof. G. Marcus Cole
Stanford Law School

rates on student loans can go so high that no lender could legally offer student loans,
even if there existed rational lenders willing to take on the new risks.

But repeal of the exemption from discharge would do far more than just
increase interest rates and dry up the availability of student loans. It would also
change the rules in the middle of the game for lenders who lent with the expectation
that they would get repaid without fear of discharge in bankruptcy. The effect of a
repeal upon these lenders would be an instantaneous transfer of wealth from the
lenders to the borrowers, without the lenders having done anything wrong to be
deprived of their right to repayment.

Even if Congress was to attempt to reverse the repeal after witnessing the
inevitable effects upon student loan markets, the damage will have been done to the
confidence of potential lenders. Any potential lender considering lending to
students will price into their loan a risk premium associated with the behavior of
Congress. The knowledge that Congress changed the rules of the game before “half-
time” bears the risk that it might do so again, and again.

1L Possible Alternative Approaches to Address Underproductive Student
Loan Debt

The final question might be, “if Congress does not remove the exemption for
private, for-profit student loans from discharge in bankruptcy, then how can
overburdened student borrowers find relief from their debt burdens?” The answer
to this depends upon whether we are concerned with past or future borrowers.

For borrowers who have already taken on student debt for which they find
themselves unable to repay, there exists a “hardship” test that will allow, in
exceptional cases, the discharge of student loan debt in bankruptcy. The test for
hardship is not spelled out with clarity in the bankruptcy code, and as a result,
varies from district to district across the country.! Whether Congress wishes to
make this test uniform is not a matter about which I have a strong opinion. From
my discussion above, regarding the need for student borrowers to have the ability to
make credible commitments, it stands to reason that the hardship test should not be
made easier to satisfy.

A more just solution than simply punishing lenders for giving money to
people would be to place the burdens of student borrowers upon all taxpayers.

! Different courts use different tests to determine whether a particular student loan
borrower has shown an undue hardship. One frequently-used standard is the
Brunner test, which requires a debtor to show that 1) the debtor is unable to
maintain, with current income and expenses, a “minimal” standard of living for the
debtor and the debtor’s dependents if forced to repay the student loans; 2)
additional circumstances exist indicating that this state of affairs is likely to persist
for much if not all of the repayment period remaining on the student loans; and 3)
the debtor has made a good faith effort to repay the student loans. (Brunner v. New
York State Higher Edue. Servs. Corp., 831 F. 2d 395 {2d Cir. 1987).

(O]
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Whether the lenders, who did nothing wrong, or the taxpayers, who did nothing
wrong, shoulder this burden, the goal of relieving debtors from the burden of
student loan debt would be achieved, but without the economic consequences of
discouraging lenders from lending in the future.

A more targeted approach to the problem of student borrowers with more
debt than acquired human capital would be to look at why their borrowing did not
result in increased human capital sufficient to repay the loan. Did their institutions
of higher learning, trade schools or other educational institutions defraud them,
making false promises of a better future? Or did they find their studies too difficult,
or change their minds about their goals and aspirations? An inquiry like this might
be more fine-tuned to the problem to be addressed than the blunt instrument of a
sweeping amendment to the bankruptcy code.

In addition to the aforementioned approaches, there are two other, more
novel approaches that might be entertained by Congress. The first would be to
internalize the cost of “bad” educational lending upon the lenders themselves by
forcing them to do what all lenders do in the contexts of secured and unsecured
lending alike. All mortgage lenders, for example, insist upon a home appraisal
before making a home loan. Similarly, all car note lenders insist upon a valuation of
the car securing the note. Even unsecured lenders will seek information about
assets and income before lending on an unsecured basis.

In the context of student loans, Congress may wish to require private student
lenders to assess the earnings potential of any student borrower associated with
any particular educational institution. If the student loan is to be used to pay for an
education that has proven in the past to be of little value in the market place, then
perhaps the lenders themselves ought to bear the cost of helping such institutions
remain open. Toward this end, a hardship test that revolved around the quality of
the educational institution and its track record might target the problem of
fraudulent schools.

A different, more creative approach can be borrowed from Europe. Although
there are very few private universities in Europe, there are some, and many of these
have helped students finance their education in ways we might find quite novel. For
example, Bucerius Law School in Hamburg, Germany, is the first and only private
law school in Germany. Since performance on the German state examination is
public record, the reputation of Bucerius has been catapulted to the very top of the
German legal academy due to the performance of Bucerius graduates on these
examinations. And since there are few charitable foundations in Germany
supporting Bucerius and its mission, much of Bucerius’ operations are financed
through tuition.

But not all Bucerius students can afford the steep annual cost of tuition at the
school. For those who cannot, Bucerius makes a deal: instead of paying annual
tuition now, agree to pay a fixed percentage of your future income over a capped
period of time after graduation. The more money a Bucerius graduate earns, the
more money the school receives from its graduates. The reverse is also true. {fa
Bucerius graduate struggles financially after graduation, Bucerius will receive that
same fixed percentage of the graduate’s income, however low it might be.
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The one thing that makes the Bucerius “future income arrangement” work, of
course, is that the obligation to repay the school is not dischargeable in bankruptcy.

Universities and colleges in the United States, including the chancellors of the
University of California, are reportedly exploring similar arrangements. One hurdle
they will confront, however, is the question of whether such arrangements are
dischargeable in bankruptcy. To the extent that they are, there is little chance that
these creative solutions to the problem of investing in human capital will ever take
root.

In summary, | am very sympathetic with the plight of debtors overburdened
by student loans that did not do what the loans were supposed to do, namely, to
make the students lives better and more productive. I myself grew up in the Terrace
Village Housing Projects of Pittsburgh, Pennsylvania, and [ could not have imagined
going to college without the help of student loans. But I would never have had
access to student loans, or the college education they made possible, if my lenders
did not have the assurance that they would be repaid from my future income.
Although 1 was completely unaware of it at the time, Congress gave me the power to
make a credible commitment to my student loan originators, and I would not be
here before you today if it were not for the education my country made possible for
me through student loans.

Thank you very much for this opportunity to testify before you.
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First, | would like to thank Scnator Durbin for inviting me to speak today, and also thank the
members of the Committee for your time and patience while | tell you my story. [It’s my hope
that through coming here today, I can serve as a voice for the countless students that find
themselves in a situation similar to my own.

Both of my parents were high school drop-outs. Of'the five children that [ grew up with, [ am
the only one who graduated from high school on a somewhat traditional path. [ say somewhat,
because although [ did graduate from a traditional public high school, when [ was a junior, my
mom told me that she could not afford to support me and I was out on my own. I finished my
last year of high school living on my own, working a fast food job that paid my rent and virtually
nothing else. The odds were against me, but becausce of the personal value [ have for cducation
and my strong work cthic, I pushed through and managed to graduate in the top % of my class.

In 2004, [ relocated from Minncsota to Chicago to attend Harrington College of Design, a Career
Education Corporation school. With my background, I could not rely on my family for financial
support, or guidance. As a result, I fully trusted the staff at Harrington to give me the guidance |
needed, and to work in my best interests. They helped fill out the financial aid paperwork for my
loans, made phone calls on my behalf, and worked diligently to ensure [ had the funds I needed
to pay for school. There was no discussion about what my interest ratcs were or what my actual
debt load looked like. We never talked about what my monthly payments would be once |
graduated. Compound intercst was a concept | had never heard of, and of course it was never
explained to me. I'had no clue what sort of salary I could expect to earn upon graduation, and
while my school claimed a very high job placement rate, nobody told me what percentage of
graduates actuaily were working in their chosen field, or what their starting wages were.

1n 2007, I graduated with highest honors, and received my BFA in interior design. 1 could not
have been more proud of my achievements. My pride soon became dismay when 1 struggled o
find work as a designer, and accepted a position doing admin work for a flooring contractor. Six
months after graduation, all pride was gone when I began repayment on my student loans. [
realized then that | had graduated with $37,625 in federal loans and $40,925 in private loans for
a combined total of nearly $79,000 that had baliooned to more than $100,000 after interest and
fees. My minimum monthly payment was more than half of my income. [ took a six month
forbearance, and stretched the pay back period from 15 to 30 years to make the payments more
manageable.

After the forbearance, I resumed paying my loans until 2009, when I found myself looking for
work. When [ did find work, it was only as an independent contractor, again doing admin work,
making far less than my previous salary. At that time, [ took a sccond six month forbearance
until [ could get things stabilized. When I resumed payments, all progress I had made in the two
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years prior had been erased. Fees were assessed and added to my balance so that | could take the
forbearance, and compound interest kept accumulating, despite my financial hardship. This
pushed my balance back up to $100,000.

Today, fivc ycars after graduation, I have still not found work as a designer, and I still owe more
than $98,000 in student loans. [ have 16 separaic private and federal loans with Sallic Mac. Sallic
Mae will not allow me to consolidate my private joans. [ make one combined payment each
month of approximately $830. Nearly 28% of my current income goes towards student loan
debt. Almost all of my loans have variable intercest rates. The low interest on my federal loans
makes them manageable, but my private student loans have interest rates ranging from 8% to
11%. If intcrest rates rise, so does my monthly payment, and the total amount that [ will have
paid back over the lifetime of the loans. 25 years from now, if interest rates hold, when Lam
finally done paying for my student loans, [ will have paid nearly $56,000 for my federal loans
and nearly $155,000 for my private loans - approximately $211,000 towards a $79,000 debt.
That’s a staggering 264%.

I'm out of options. 1 can't file bankruptcy because the vast majority of my debt is student loan
and mortgage debt. [ can't ncgotiate a settlement with Sallic Mae, and I can’t stop paying my
student Joans. [ don't want to destroy my credit. [ don't want to have my wages garnished. Even
more, I don't want to add on more fees, interest, and other costs to a debt that is already a burden
[ cannot bear. My only option is to give up my home. [am literally losing my home so that 1
can continue to pay my student loans and other monthly bills. It's the only option [ have.

’'m here today to advocate on behalf of myself and the rest of the students who are trapped in the
same situation, carrying an unreasonable debt load for the opportunity to try to improve our
lives. ’'m asking you to create legistation that will empower us to overcome this burden, and
prevent future students from falling into the same trap. [ ask that private student loans once
again be dischargeable in bankruptey, and that all schools be required to provide clear and full
disclosure to students regarding the amount of their loans, interest rates and cxpected payments.

Education is the key to success for the American people, and every American should have the
opportunity to pursuc a quality education without the fear of excessive debt. Thank you again
for your time, for the work you do, and thank you for listening to my story.

2



59

PREPARED STATEMENT OF DEANNE LOONIN, NATIONAL CONSUMER LAW CENTER,
BOSTON, MASSACHUSETTS

Testimony before the

U.S. Senate Judiciary Subcommittee on Administrative Oversight and the Courts

“The Looming Student Debt Crisis: Providing Fairness for Struggling Students”

March 20, 2012

Testimony submitted by:
Deanne Loonin
Attorney
National Consumer Law Center (NCLC) and

Director of NCLC’s Student Loan Borrower Assistance Project

NCLC®
NATIONAL
CONSUMER

LAW
CENTER®

7 Winthrop Square, 4™ Floor
Boston, MA 02110

(617) 542-8010

www,consumerl aw.org



60

Testimony of Deanne Loonin for the

U.S. Senate Judiciary Subcommittee on Administrative Oversight and the Courts

“The Looming Student Debt Crisis: Providing Fairness for Struggling Students”
March 20, 2012

The National Consumer Law Center (NCLC) thanks the Committee for holding this
hearing and inviting us to submit this testimony on behalf of our low-income clients. The
National Consumer Law Center is a nonprofit organization specializing in consumer issucs on
behalf of low-income people. We work with thousands of legal services, government and private
attorneys, as well as community groups and organizations that represent low-income and older
individuals on consumer issues.” NCLC’s Student Loan Borrower Assistance Project provides
information about student loan rights and responsibilities for borrowers and advocates. We also
seck to increasc public understanding of student lending issues and to identify policy solutions to
promotc access to education, lessen student debt burdens and make loan repayment more
manageablc}

In my work as the Director of NCLC’s Student Loan Borrower Assistance Project, |
provide training and technical assistance to attorneys and advocates across the country
representing low-income student loan borrowers. | have writfen numerous reports on student
loan issues as well as NCLC’s Student Loan Law publication. Lalso provide direct representation
to low-income borrowers through Massachusetts-based legal services and work force
development organizations. Many of these borrowers scek assistance becausc they are trying to
rebuild their lives after escaping domestic violence or homelessness. The non-profit work force
development organizations help them get G.E.Ds if necessary and hopefully move on to higher
education. However, many cannot take this next step because of prior student loan debt. also
have daily contact with a wide range of borrowers through our student loan web site. Because of
my cxtensive cxperience representing student loan borrowers and working on student loan
matters, I have served as the legal aid representative at a number of Department of Education
negotiated rulemaking mectings, including the current “Loans team™ session. My testimony is
based on this work and previous work representing low-income consumers at Bet Tzedek Legal
Services in Los Angeles.

Introduction

Investment in education can be one of the best financial decisions consumers make.
Unfortunately, it can also be the beginning of a lifetime of burdensome debt. As college costs

" In addition, NCLC publishes and annually supplements practice treatises which describe the law currently
applicable to all types of consumer transactions. including Student Loan Law (4th ed. 2010 and Supp.).
* See the Project’s web site at hitp//www.studentloanborrowerassistance.org,
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rise in a tight cconomy, a growing number of student borrowers end up with staggering debt
burdens that they can never escape.

Students go to college to improve their lives. Unfortunately, not everyone succeeds,
especially not financially. Far too many never graduate. Many who do graduate are unable to
find work to repay burdensome debt loads.

1t is increasingly difficult for students to figure out how to pay for college. Tuition keeps
growing while scholarship and grant aid shrinks. A growing number of students must rely on
loans to finance their cducations. The increased borrowing is not only from federal loans. The
borrowing limits in the federal loan programs, the skyrocketing cost of higher education and
aggressive lender marketing have fucled the growth of private student loans, which are almost
always more expensive than federal loans.

Despite the growing perils of trying to pay for college, Congress has consistently
weakened the safety net, including bankruptcy, for those who try, but end up unable to repay
their education debts. Our experience working with low-income borrowers is that bankruptcy is
almost never their first choice. Most express a desire to avoid bankruptey because it feels like a
failure. They also fear the stigma and the resulting difficulties of finding employment and
housing. However, for many, bankruptey is the only way to get a fresh start in life.

Bankruptey 1s not and should not be the entire safety net, but it is the most organized and
cffective system we have to offer relief to those who need it. It is never an casy decision for a
consumer to choose bankruptey. This choice comes with many costs and consequences,
including damaged credit that lasts for years. However, it was a choice that was available to
private student loan borrowers before 2005 and is still fully available to nearly all other
unsccured debtors. For student loan debtors, however, bankruptey relief is now available only
through the random, unfair, and costly “unduc hardship” system. Effectively, it has become no
choice at all for those who most need it.

The New York Federal Reserve Board reported in March 2012 that outstanding student
{oan debt stands at about $870 billion, higher than total credit card balances ($693 billion) and
total auto loan balances ($730 billion).” The Board noted that student loan balances are expected
to continuc this upward trend.

It is not just the amount of outstanding debt that causcs concern, but the growing
delinquency and default rates. Our testimony focuses on the social, economic and human toll of
thesc staggering debt burdens and defaults. Just as college costs arc increasing and grant aid has
declined, policymakers have chosen over time to punch major holes in the safety net for
borrowers.  Congress has eviscerated bankruptey rights for federal and private student loan
borrowers. On the federal loan side, Congress and various Administrations have instituted tax
refund intercepts (including EITC seizures), eliminated the statute of limitations, initiated
administrative wage garnishment and Social Security offscts, and expanded use of private
collection agencies. This conscious destruction of the safety net has occurred just as enrollment
in higher education continues to skyrocket, college costs are rising exponentially and the income
gap in this country continues to grow.

* Federal Reserve Bank of New York, “Grading Student Loans™ (March S, 2012).
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We see and hear the human toll of the eviscerated student loan safety net every day from
the low-income borrowers we represent. Some are so traumatized by collection calls and
skyrocketing debt loads that they vow never to try cducation again. These choices not only
impact these individuals and their families, but socicty as well.  Beyond the benefits for
individuals, there are a broad range of social gains from a more educated population. The
College Board publishes research on the benefits of higher education, including not just higher
carnings for individuals, but also less reliance on public benefits among those with more
education, better health, and higher voting and volunteering rates.*

As evidenced by the Obama Administration’s higher education goals, it is in our national
interest for more people to get post-secondary education or training. If public policics only
encouraged safe choices, few would borrow to go to college. Few would start businesses cither.
Most businesses fail, cven those started by those who have previously run successful businesses.
Yet we have decided as a society that we want people to start businesses even if this means
writing off some bad debt. The same principle should apply to education.

Student Loan Defaults and Delinquencies Harm Borrowers, Society and the
Economy

Private Student Loans

There arc limits on how much students can borrow through most of the federal student
loan programs. However, some students and their families borrow more by taking out private
student loans. Some take out private loans because they are not aware of the federal student loan
programs or incorrectly belicve they arc not eligible for fedcral loans or that the private loans are
better deals. This often occurs because of aggressive private student loan marketing or borrower
confusion about loans. The Project on Student Debt found that the majority (52%) of private
loan borrowers in 2007-08 borrowed less than they could have in Stafford loans.”

The College Board reports that after peaking at 25% of total education loan volume in
2006-07, nonfederal loans declined to 8% of the total in 2009-10 and 7% in 2010-11. ¢ More
recently, however, lenders have reported a return to growth and increased competition.

Unfortunately, many private student loans are high cost loans that borrowers cannot
repay or arc in amounts far in excess of the student’s ability to repay with anticipated income.
Many of the most expensive private student loans are made to for-profit school students. These
loans default at staggering levels.

A high percentage (about 70 -75%) of the clients we represent through NCLC’s Student
Loan Borrower Assistance Project attend for-profit schools. These schools have had the largest
proportion of students taking out private loans and the largest increase in private loan borrowing.
Forty-two percent of all for-profit school students had private loans in 2007-08, up from 12% in
2003-04.7 In contrast, 25% of students at private non-profit four year schools, 14% of students
at public four ycar schools and 4% of students at public two year schools had private student

* Collcge Board, “Fducation Pays 20107 (2010).

¥ The Project on Student Debt, “Private Loans: Facts and Trends™ (July 201 1),
N CollegeBoard., “Trends in Student Aid 20117 (2011).

? The Project on Student Debt, “Private Loans: Facts and Trends™ (July 201 1).

4



63

loans in 2007-08.% In 2007-08, for-profit school students comprised about 9% of all
undergraduates, but 27% of those with private loans.’

The private student loan industry generated huge profits for lenders and investors for
many years. The private loan market was profitable largely because originators sold the loans
with the intention of packaging them for investors. Prior to the credit crisis, private student
lenders engaged in many of the same predatory practices as occurred in the subprime mortgage
market. Not surprisingly, the industry began to crash once it could no longer rely on passing otf
dubious loans through the securitization process. Defaults and delinquencies ballooned during
this time and continue to be a major problem.

Moody’s acknowledged in early 2010 that the high default rates for private loan
securitizations reflected weak underwriting, referring in this case to the 2006-07 period. '
“Non-traditional” students or those attending “non-traditional” schools had a large portion of the
defaulted loans, but many students graduating from traditional colleges and universities have
also struggled under unsustainable loan burdens.

Fitch Ratings reported in July 2011 that losses for private student loans continue to
increasc. ! According to Moody’s, the private student loan default rate in the most recent quarter
was about 5.1%, double what it was before the recession. 12

To compound the pain for borrowers, as the subprime student loan market contracted,
many for-profit schools began to develop their own products. As documented in NCLC’s
January 2011 report, the default rates on these school loan products are shockingly high.
Corinthian Colleges, for example, has told investors that it expects its students will not be ablc to
repay 56-58% of its institutional private loans. 1 Despite the dismal performance of these loans,
Corinthian cxecutives told investors in summer 2011 that they planned to double the volume of
private loans made through the institutional loan program to $240 million. 1

As has occurred with the failed mortgage lending market, high student loan write-off and
default rates block economic recovery. This is a particularly critical time for policymakers to
provide relief for student borrowers and ensurc that the private student loan market that cmerges
from the credit crisis is fair and efficient.

Federal Student L.oans

There has also been a steady increasc in federal student loan default rates in recent years.
Even using the Himited official cohort default rate, which only tracks borrowers for a few years,

“ld.

’1d.

© Student Lending Analytics Blog, “Moody's OQutlook for Student Loan Securities: Expect Negative Credit Trends
for Private Loans in 20107 (Jan. 29, 2010).

" Fitch Ratings, “The Student Loan Report Card “(July 2011).

" Don Lee, “Report on College Loan Delinquency Rate Raiscs Alarms,” Los Angeles Times (March 5, 2012).

'3 National Consumer Law Center, “Piling It On: The Growth of Proprietary School Loans and the Consequences
for Students,” (January 31, 2011).

Y id.
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default rates are growing. According to the most recent data, 8.8% of federal student loan
borrowers who entered repayment in 2009 had defaulted by the end of 2010, up from 7% for
those entering repayment in 2008, For-profit colleges continue to have the highest two-year
default rates, with a 15% cohort default rate for borrowers entering repayment in 2009, '¢

These rates only show loans that went into default. The full scope of student loan
problems 15 morc accurately portrayed by examining delinquency rates as well. In a 2011 report,
the Institute for Higher Education Policy found that more than one-fourth of the borrowers in
their study who entered repayment in 2005 became delinquent on their loans at some point, even
though they did not default.

The consequences of federal loan default are particularly severe. The government has
cxtraordinary powers to collect student loans, far beyond those of most unsecured creditors. The
government can garnish a borrower’s wages without a judgment, seize his tax refund, cven an
camed income tax credit, seize portions of federal benefits such as Social Security, and deny him
cligibility for new education grants or loans. Even in bankruptcy, most student loans must be
paid. Unlike any other type of debt, there 1s no statute of limitations.

Borrowers who are current on their loans suffer from high debt burdens as well. Flexible
repayment programs such as income-based repayment allow federal loan borrowers with limited
incomes to make very low payments. This is extraordinarily helpful in preventing the worst
consequences of default, but many of these borrowers are not making much if any progress
toward paying off their loans. In some cases, payments do not cven cover the interest that
accrues monthly. Among other problems, this can impede asset building since creditors avoid
lending to consumers with high debt-to-income ratios. Those in default face cven graver credit
reporting conscquences.

The Diverse Student Borrower Population

The debate about student loan debt generally spotlights the struggles of young college
graduates. There is no question that the problems faced by these “traditional” students are critical
and should be addressed in policy reform. However, focusing exclusively on this population
ignores the fact that the majority of students are “non-traditional,” meaning that they are working
adults over 25 or otherwise financially independent.

Despite the'term “non-traditional,” thesc students greatly outnumber traditional students.
Low-income students arc even more likely to fit the non-traditional profile and more likely to
rely on student loans than their high or middle income traditional student peers.'*

' The Project on Student Debt, “Sharp Uptick in Federal Student Loan Default Rates™ (Sept. 12,201 1)

7 Alisa F. Cunningham, Gregory S. Keinzl, Institute for Higher Education Policy, “Delinquency: The Untold Story
of Student Loan Borrowing™ (March 201 1).

Bus. Dep™t of Bduc., Nat't Center for Educ, Stat., “Characteristics of Undergraduate Borrowers: 199920007 at
£3-14 (Jan. 2003).
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The population of student loan borrowers is diverse. Our low-income clients, for
example, include very young individuals who are often in financial trouble because they were
unable to complete school or completed a program that did not prepare them for employment.
We also represent single parents in their 30°s and 40°s as well as borrowers in their 80°s or 90’s.
Many come to us for assistance because they want to go back to school and improve their
employment prospects. Some of our clients are severely disabled or otherwise cannot work. The
government is still hounding these borrowers, in many cases taking away portions of their Social
Sccurity lifelines.

Non-traditional borrowers are at high risk of default for a variety of reasons, including
lower completion rates. ' Many individuals delayed enrolling in school and worked to save
money to {inance education. Others worked during school to defray costs. These well-intended
decisions unfortunately are correlated with higher withdrawal rates. In addition, students who
attend for-profit or two year community colleges are more likely to default as well as those who
do not have high school diplomas. Older students are also more likely to default as well as some
borrowers of color. Low parental educational attainment is another risk factor. Most of these risk
factors closely track the defining characteristics of non-traditional students.

We must resct our policy priorities so that these borrowers are given the opportunity for a
fresh start, to finish school, and hopefully climb the economic ladder.

Restore Bankruptcy Rights for Student Loan Borrowers

Current bankruptey law treats students who face financial distress the same severe way as
people who are trying to discharge child support debts, alimony, overdue taxes and criminal
fines. The current undue hardship system is arbitrary and unfair and denies relief to the most
vulncrable student loan borrowers.

This harsh treatment of students in the bankruptcy system was built on the false premise
that students were more likely to “abuse” the bankruptcy system. Yet there is no evidence and
has ncver been any evidence to support this assumption.

When first considering this policy, Congress commissioned a Government Accountability
Office (GAO) study on the topic which found that only a fraction of 1 percent of all matured
student loans had been discharged in bankruptcy. The House report summarized the GAO’s
findings:

First, the general default ratc on educational loans is approximately 18%. Of that 18%,
approximately 3-4% of the amounts involved are discharged in bankruptey cases. Thus,
approximately % to % of 1% of all matured educational loans are discharged in

% See generally Mary Nguyen, “Degreeless in Debt: What Happens to Borrowers Who Drop Out”, The Education
Scctor (February 23, 2012).
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bankruptcy. This compares favorably with the consumer tinance industry, ¢

Congress acknowledged the pressure from the ancedotal reports of abusc. For example, a
1977 House Report on this issue stated that:

The sentiment for an exception to discharge for educational loans does not derive solely
from the increase in the number of bankruptcies. Instead, a few serious abuses of the
bankruptcy laws by debtors with large amounts of educational loans, few other debts, and
well-paying jobs, who have filed bankruptcy shortly after leaving school and before any
loans became duc, have generated the movement for an exception to discharge. In
addition, a high dcfault rate has been confused with a high bankruptcy rate, and has
mistakenly led to calls for changes in the bankruptey laws. '

Despite the shaky foundation, Congress ignored the study and instead chose to make it
more and morc difficult for student foan borrowers to get a fresh start through bankruptcy. As
Representative O’Hara noted in fighting student loan nondischargeability in the 1970’s, “No
other legitimately contracted consumer loan, applied to a legitimate undertaking is subjected to
the assumption of criminality which this provision applies to every educational loan.™*

After a series of changes which eliminated borrower rights, the final blow to students
came in 2005 when Congress included private student loans in the non-dischargeability category.
Congress made this change even though private student loans are not part of the federal financial
aid system, which was created to promote equal access to higher education.

Even those who insist without evidence that students are more likely to file bankruptcy
should be able to agree that the gencral changes made to the bankruptey laws in 2005 address
this issue. Congress added a number of new elements to the personal bankruptcy system in
2005, such as a mcans test and counseling requirements that make it more difficult for all
consumers to file bankruptcy, especially those who have assets to pay their debts. In any case,
the Bankruptey Code has always included safeguards to prevent discharge in cases where a debt
is obtained through false pretensces or fraud.

People who borrow to pay for education are trying to improve their financial situations,
not ruin them. There is simply no evidence that less restrictive bankruptey policies will lead to
borrowers “irresponsibly” taking out loans that they know they cannot repay. Default is not
something that anyone seeks out. Financial distress is also not somcthing that anyone seeks out,
but it happens. In this difficult cconomy, we know that people are struggling, including many
who had been entrenched in middle class jobs. Bankruptcy may be the only option for many of
these individuals.

In addition, bankruptcy provides the most complete relief for financially distressed
borrowers. For example, borrowers who discharge debt in bankruptey are not liable to pay any

f“ H.R. Rep. 95-595., 1% Sess. 1977, 1978, 1978 U.S.C.C.AN. 5063, 6094, 1977 WL 9628.

.

* H.R. Rep. No. 94-1232 (1976) and HL.R. Rep. No. 95-595 at 149 (1977), quoted in John A L. Pottow, “The
Nondischargeabilty of Student Loans in Personal Bankruptey Proceedings: The Scarch for a Theory” (March
2007).
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taxes for the amounts written off. This is in sharp contrast to many of the fedceral student loan
discharge programs, including the disability discharge, which come with potential tax
conscquences. The income-based repayment program for federal loans is a very useful program,
but unlike bankruptey, there are potential tax conscquences and under current law, borrowers do
not obtain discharges until 25 years have passed. During this time, borrowers face numerous
operational barricrs that may prevent them, in some cases through no fault of their own, from
staying on these relief programs. These barriers arise, among other reasons, because the
government delegates dispute resolution authority to private collection agencies.

“Undue Hardship” and Lack of Relief

The current “unduc hardship” system is random, arbitrary and unfair. Under current law,
most federal and private student loans can only be discharged if the debtor can show that
payment will imposc an undue hardship on the debtor and the debtor's dependents. The student
must scek the hardship determination in court through a separate proceeding.

The system is strikingly arbitrary. Judges are granted extraordinary discretion to make
these decisions, especially since the Code provides no definition of "unduc hardship.” Professors
Pardo and Lacey have studied this issuc and found a high degree of randomness in the
application of the unduc hardship test.” They also found that students sccking bankruptey relief
were in fact suftering financial distress, concluding that judicial discretion has come to
undermine the integrity of the undue hardship system.24

At this point, nine circuits use the so-called Brunner test to evaluate hardship.” This test
requires a showing that 1) the debtor cannot maintain, based on current income and expenses, a
“minimal” standard of living for the debtor and the debtor’s dependents if forced to repay the
student loans; 2) additional circumstances exist indicating that this state of affairs is likely to
persist for a significant portion of the repayment period of the student loans; and 3) the debtor
has made good faith cfforts to repay the loans.

In recent years, many judges have recognized the random and unfair application of this
“test.” According to the Tenth Circuit, many courts have *...constrained the three Brunner
requirements to deny discharge under even the most dire circumstances.”*®  The court further
noted that this overly restrictive application fails to further the Bankruptey Code’s goal of
providing a “fresh start” for the honest but unfortunate debtor.” In criticizing the test, another
judge noted that Brunner was “...made up out of whole cloth anyway.”” Among other nearly

# See Rafacl I. Pardo & Michelle R. Lacey, “Undue Hardship in the Bankruptcy Courts: An Empirical Assessment
of the Discharge of Educational Debt,” 74 U. Cin, L. Rev. 405 (2005); Rafael 1. Pardo, Michelle R. Lacey, “The
Real Student-Loan Scandal: Undue Hardship Discharge Litigation,” 83 Am. Bankr. 1..J. 179 (Winter 2009).

4

~id.

’js Brunner v. New York State Higher Educ. Servs. Corp., 831 F. 2d 395 (2d Cir. 1987).

* ECMC v. Polleys. 356 F. 3d 1302 (16" Civ. 2004).

T id.

* In Re Cummings, 2007 WL 3445912 (Bankr. N.D. Cal. Nov. 13, 2007).
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impossible barriers, the test forces borrowers to prove a negative——they must somchow prove
that their furure is as hopcless as their present.

Other courts have taken the Brunner test to the extreme of requiring that a borrower show
a “certainty of hopelessness.” In rejecting this analysis, some courts have blamed its widespread
. b
usc on an crroneous reading of Brunner. #

The current system is stacked against the most financially distressed borrowers. Thesc
borrowers have few, if any, resources to pay for legal assistance to prove to judges that they
suffer from unduc hardship. Yet competent legal assistance is one of the key factors in
detcrmining whether a borrower will successfully get a discharge.30

Most bankruptey courts are cven unmoved by borrowers who went to fraudulent schools.
Judges have struggled to fit the concept of “educational benefit” into the undue hardship analysis
cven in cases where the school closed while the borrower was in attendance or was otherwise a
sham school.”!

The Business Impact of Student Loan Bankruptcy Pelicy

Many creditors argue that treating student loans the same as other debts in bankruptey
would create greater risk for them. This is far from obvious. If most borrowers who file for
bankruptey cannot afford to repay their debts, a more restrictive bankruptey policy is not going
to make them more able to pay.

It is certainly true that private student loans, made without government guarantees, can be
risky for both creditors and borrowers. Many students are young, with little or no credit history.
Their earning power is mostly speculative. Yet responsible underwriting of student loans is not
impossible. Reccent trends in the industry show that creditors know how to sell less risky
products and still generate profits.

The fact is that the private student loan industry grew rapidly during the pre-2005 period
when these loans were fully dischargeable in bankruptcy.  This should not be so surprising.
During the past decades of irresponsible lending, creditors threw credit around like candy even
where the credit was dischargeable in bankruptey (such as credit cards) and those where it was
harder to write off debts in bankruptcy.

The private student loan industry has contracted in recent years even with a restrictive
bankruptcy policy. The more restrictive credit market has helped eliminate loans that never
should have becn made. This has forced schools and lenders to think twice before pushing these
high priced products, a welcome market correction.

* In re King, 368 B.R. 358 (Bankr. D. Vt. 2007).

¥ Rafacl 1. Pardo. Michelle R. Lacey, “The Real Student-Loan Scandal: Unduc Hardship Discharge Litigation,” 83
Am. Bankr. L.J. 179 (Winter 2009).

 See, e.g.. In re Gregory 387 B.R. 182 (N.D. Ohio 2008) (relicf on the basis of fraud can be had only against those
who are shown to be partics to the fraud).
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There is simply no good cvidence that bankruptcy policy has much impact on creditor
behavior. Interest rates, for example, were largely the same before and after the 2005 bankruptey
law which made private student loans more difficult to discharge in bankruptcy.

The business of private lending has expanded and contracted based on market
opportunitics, not based on bankruptcy policy. Some lenders continue to make high rate, risky
loans even during the current economic climate. While some of the larger lenders have at least
temporarily tightened criteria, other, less selective lenders have stepped into the market. In some
cases, for-profit schools are making private loans knowing that the majority of their students will
not be able to repay. Corinthian Colleges, for example, has told investors that it expects its
students will not be able to repay 56-58% of its institutional private loans. Yet it keeps making
these loans, cven with a restrictive bankruptey policy, presumably because the loans lure
students to its schools and gives it access to federal student aid dollars.

Further, there is no cvidence that restoring bankruptey rights will negatively impact
college enrollment by limiting access to funds. In fact, enroliment is at record highs even though
the private student loan industry has contracted after the credit crisis.

Lack of Non-Bankruptcy Alternatives: Private Student Loans

The current bankruptcy policy might not be so harsh if borrowers had ample non-
bankruptcy alternatives to address student loan problems. Given their role in creating the recent
economic crash, it is reasonable to expect lenders to do everything possible to help borrowers
with unaffordable loans. Distressingly, this has not occurred. In NCLC’s experience
representing borrowers through the Student Loan Borrower Assistance Project, we have found
private lenders to be inflexible in granting long-term repayment relief for borrowers. Lenders
that had no problem sa?/ing “yes”™ to risky loans are having no problem saying “no” when these
borrowers need help. %> These lenders rarely cancel loans or offer reasonable scttlements. We
found that the lenders require very large lump sums to settle debts even from borrowers with
very low incomes.

Fundamentally, lenders who make private student loans are not obligated to offer
repayment modification or relief under any circumstances, leaving borrowers truly at the merey
of their lenders. We have found that cven when lenders do offer some flexibility, these are
usually short-term interest-only payments plans that do not extend loan terms.

The options are particularly limited for borrowers in default. We are told again and again
that oncce a loan has been written off, there is nothing the lenders can do. We have not
encountered any private student lender with a rehabilitation program or any other program to
allow borrowers to get out of default and back into repayment.

 Consumer Law Center, “Piling It On: The Growth of Proprietary School Loans and the Consequences for
Students,” (January 31, 2011).

¥ National Consumer Law Center, “Too Small to Help: The Plight of Financially Distressed Private Student Loan
Borrowers™ (April 2009), aavailable on-line at: http://www.studentloanborrowerassistance.org/blogs/wp-
content/www.studentloanborrowerassistance.org/uploads/File/TooSmalltoHelp.pdf.
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Yet these are gencrally the borrowers most desperate for assistance. This is also in sharp
contrast to the federal student loan programs wherce borrowers in default have various ways to
select affordable repayment plans and get out of default.

Private student loan creditors may offer flexible payment arrangements to borrowers not
yet in default, but they are not required to do so. None of the loan notes we surveyed in s 2008
report specifically provided for income-based repayment.™ A few stated that borrowers would
be able to choose alternative repayment plans in certain circumstances. However, the specific
criteria and circumstances were not spelled out in the agreements.

For example, we recently had a client with six private student loans from National
Collegiate Trust (serviced by AES). He has private student loans from other lenders as well.
Our client had already cxhausted available hardship forbearances. His modified repayment plan
option requircd a payment of $823.46/month. Eaming a salary of about $10/hour and facing
payments on other private student loans, even the supposed flexible plan payment of over
$800/month was far beyond his budget.

These are just a fow e-mails we have reccived through our web site helping to illustrate
the human toll of the “no relief” policy:

Borrewer in Ohio: “[ have a private loan with Sallic Mae that allowed me to defer duc
to economic hardship. All of a sudden it would not allow me to do so and my loan went
into default... They have told me to stop paying other bills and to do what [ have to do to
get the money. They have also told me to take other loans or sell my belongings to get the
money. | have nothing except too much debt to income at this time to be able to do so.
They tell me to make an offer, but what 1 can do at this time never works for them...it’s
their way or no way and it doesn’t matter if ’m put out on the strect or left to starve.”

Borrower in Turner Falls, MA: “I'm writing to support: H.R. 2028: Private Student
[oan Bankruptcy Fairness Act of 2011,

“I graduated with a Bachelors degree in 2008. After graduation I could not find a job
because of the poor economy. I scarched for jobs daily; 1 had sent out hundreds of
resumes to no avail. 1 ended up having to pay Satlie Mac $150.00 (that { didn’t have)
cvery 3 months for them to grant me a forbearance! That money did NOT go to the
principat balance of the loan, it was theirs to kecp as well as interest that was accruing
due to my involuntary hardship. ..

“P’ve tried numerous times to work things out with Sallic Mae; they will not work with
me on this issuc. Needless to say, the phone calls from Sallie Mae are endless and
harassing. | have been yelled at, degraded, and verbally abused by their debt collectors,
but [ see no end to this downward spiral of college debt. (I'm not even working in my
field of study).

* See National Consumer Law Center, “Paying the Price™ The High Cost of Private Student Loans and the Dangers
for Student Borrowers™ (March 2008), available at: hup/fwww studentioanborrowerassistance.org/blogs/wp-
content/www.studentloanborrowerassistance.org/uploads/File/Report_PrivateLoans.pdf.
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“I want to live the “American Dream.” | want a small house with a picket fence; a
golden retriever; a deeent job. 1do not sce the “American Dream” in my future at all.”

A lender’s failure to have a loan modification program and other practices to help
distressed borrowers is an element or sign of unfair origination and underwriting practices.
Speculative projections of future income made as part of determining ability to pay also require a
plan for contingencices if the student’s income is not — either temporarily or permanently - as
projected. Loan modifications that cnable a student to make payments on a loan rather than
completely defaulting arc in both the students’ and the lenders’ best interests, but as we have
seen in the mortgage market, sometimes industry needs the push of a regulator or Congress to
come up with a win-win solution.

The recent private student loan complaint system established by the Consumer Financial
Protection Burcau (CFPB) is a promising development. ** This system, among other benefits,
will help policymakers track the most common types of complaints and borrower responses.
The CFPB has committed to reporting to Congress about the complaints it receives and to

provide recommendations to improve relicf for borrowers.

Appendix A, attached to our testimony includes recommendations we recently submitted
to the CFPB in response to a request for comments. The recommendations focus on protecting
borrowers and ensuring fair lending in the private student loan market.*®

Lack of Non-Bankruptcy Alternatives: Federal Student Loans

The good news for federal student loan borrowers is that there are numerous options
available if they are having trouble repaying student loans, including limited cancellation rights.
The bad news is that these programs arc undcerutilized and not well publicized. There arc many
operational barriers to access. For example, in the case of defaulted borrowers, collection
agencies often provide inaccurate information about borrower rights.

Improving relief requires additional legislation as well as improved operations at the
Department of Education. The Department of Education can go a long way toward providing
greater relief by making sure that existing programs such as income-based repayment arc
implemented fairly and cfficiently. The Department must make similar changes to improve
rehabilitation and consolidation, the two main ways for borrowers to get out of default through
repayment. Both programs are flawed in design and in execution.”’

It is also critical to strengthen the various federal student loan cancellation/discharge
programs and cnact targeted legislative change as needed. The three cancellations (or
“discharges”) intended mainly to address fraud arc closed school, false certification, and unpaid
refunds. It is important to emphasize that not onc of these programs provides general remedies

% Rohit Chopra, Consumer Financial Protection Bureau, “Our Student Loan Complaint System is Open for
Business” (March 5, 2012).

** See also National Consumer Law Center, “Comments to the Consumer Financial Protection Bureau on Request
for Information Regarding Private Education Loans and Private Educational Lenders™ (Jan. 17, 2012).

¥ See, ¢.g, Kelly Field. “Department’s New Debt Management System Leaves Some Students Stuck in Defaule”
The Chronicle of Higher Education (Dec. 9, 2011).
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for borrowcrs who attended a fraudulent school. For example, a school may routinely pay
admissions officers by commission in violation of incentive compensation rules, fail to provide
educational materials or qualificd tcachers, and admit unqualificd students on a regular basis.
None of these violations is a ground for cancellation. Instead, each cancellation offers relicf for a
narrow set of circumstances. We recommend that Congress and the Department consider new
loan cancellation criteria that will afford relief to all borrowers who attend schools that violate
key Higher Education Act (HEA) regulations and for borrowers who have secured judgments
against schools based on HEA violations but are unable to collect from the schools or other
sources. We also urge creation of a fair and cquitable disability discharge process. 3

Restore an Adequate Safety Net for Student Loan Borrowers

Some former students will never recover financially, often due to disability or related
health problems. There comes a point of no return where the government’s ceaseless efforts to
collect make no sense, monetarily or otherwise.

S. 1102, the “Fairness for Struggling Students Act of 20117 is a critical first step in
restoring bankruptcy rights which will help students get back on their feet. The legislation would
allow private student loan borrowers the same relief afforded to other unsecured debtors.

In addition to restoring bankruptey rights, we urge the following reforms:

> Re-impose a reasonable statute of limitations on federal student loan collections. The
elimination of the statute of limitations for student loans in 1991 placed borrowers in
unenviable, rarified company with murderers, traitors, and only a few violators of
civil laws. Even rapists are not in this category since there is a statute of limitations
for rape prosccutions, at least in federal law and in most states.

» Eliminate Social Security and federal benefit offscts. At a minimum, increase the
$9,000 annual exemption amount. This “floor” has not been amended since the mid
1990’s.

% Eliminate offset of earned income tax credits.

Reining in collection abuscs is a key component of a viable safety net. Unfortunately,
there are serious collection abuses in both the federal and private student loan industrics. In the
private student loan industry, many violations occur due to collectors’ inaccurate claims about
their collection powers. It is particularly common for collectors of private student loans to claim
that they can usc collection tools unique to federal loans, such as Social Security offsets. These
types of deceptive or false claims can be the basis of state or foderal debt collection or other legal
violations.

* See generally National Consumer Law Center, “Written Testimony of Deanne Loonin in Responsc to the May 5.
2011 U.S. Department of Education Notice of Establishment of Negotiated Rulemaking Committees and Notice of
Public Hearings” (May 20, 201 1), available at: http://www.studentloanborrowerassistance.org/blogs/wp-
content/www.studentioanborrowerassistance.org/uploads/2007/03/neg-rulemaking-may201 1.pdf.
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With respeet to federal loan collection, the Department of Education has turned over
almost all student loans it holds to private collection agencics. In a 2009 report, the Treasury
Department stated that the Department of Education uses private collection agencies heavily to
collect d(;(t;au]tcd student loans and refers every eligible debt to these agencies as quickly as
possible.

Student loan debt collection contacts, both by private collectors and guarantors, involve a
remarkable amount of deceptive, unfair, and illcgal conduct. There arce scveral reasons for the
extent of these abusive collection actions, including:

e Remedies available to collect on student loans are often both unique and misunderstood
(for example, federal tax refund offsets, federal benefits offscts, and non-judicial
garnishments), and collectors often misrepresent the exact naturc of these remedics when
they send collection letters.

e Private collection agencices arc delegated the responsibility for determining the size of a
reasonable and affordable payment plan for rchabilitation. In addition, these collection
agencics help determine if students have defenses to wage garnishments, tax refund
offsets and other collection actions, even though the collection agencies’ financial
incentive is not to offer rcasonable and affordable plans or to acknowledge defenses.

We urge the Department of Education to eliminate the use of private collection
agcnciCS.A In the meantime, there are ways to improve the system so that private collection
agencies follow the law and better serve borrowers, including:

> Developing a rigorous, public training process for collection agencies that includes
information about all student loan rights as well as fair debt collection rights,

\%

Improving all aspects of enforcement and oversight of private collection agencies,
and

» Only charging collection fees that are bona fide and reasonable and actually incurred
in collecting against individuals.

Conclusion

Restricting relief for student loan borrowers gives lenders some additional peace of mind
and potentially more profits. These goals reflect industry interests, not the key policy goals of
improving access to education and making college more affordable for students and their
families.

*U.S. Dep't of the Treasury, “U.S. Government Receivables and Debt Collection Activitics of Federal Agencies:
Fiscal Year 2008 Report to the Congress™ at 14 (July 2009),

' See Deanne Loonin, New America Higher Bd Wateh, “Get Rid of Student Loan Collection Agencics™ (Jan, 6,
2010), available at: http:/higheredwatch.newamerica, net/node/25940.
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There are many ways to closc the education achievement gap, but at a minimun, we must
cnsurc that those who do not succeed the first time can try again if they are ready and able. A
first attempt at higher education should not be the final attempt.  We must also create an
adequate safety net for financially distressed borrowers.
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Appendix A

Recommendations to Protect Private Student Loan Borrowers and Ensure Fair
Lending

Origination of Private Student Loans

e Develop and enforce sound underwriting standards ensuring ability to pay.

e Definc and act against unfair, deceptive and abusive marketing practices.

e Improve and broaden scope of Truth in Lending Disclosures (TILA) and enforce TILA
requirements.

e Require school certification of loans, including noiifying borrowcrs of any untapped
federal student loan eligibility.

Servicing

e Encourage and, where appropriate, require loan modification standards for distressed
borrowers and discharges in case of death or disability.
s Extend Fair Credit Billing Act rights to private student loan borrowers.

Collection

e Enforce fair debt collection laws for the entire student loan collection market, both
federal and private student loans.

o Prohibit deceptive, unfair and abusive default triggers, such as universal default clauses.

& Ban collection actions in inconvenient forums.

Additional Relief for Borrowers and Measures to Promote Responsible Lending

e Enforce the FTC Holder rule giving borrowers defenses against lenders with close
relationships with unscrupulous schools.

e Ban mandatory arbitration clauscs.

e Promptly create an cffective private loan ombudsman office.

e Push restoration of bankruptey rights for student loan borrowers.

Data Collection and Research
¢ Collect data on private student lending, including loan defaults, lender responses to
borrower distress as well as campus-level loan volume and pricing.

*  Work with the Department of Education and other lenders to make this information
available to borrowers and advocates as well as policymakers.
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PREPARED STATEMENT OF NEAL MCCLUSKEY, ASSOCIATE DIRECTOR, CENTER FOR
EDUCATIONAL FREEDOM, CATO INSTITUTE, WASHINGTON, DC

Reducing Federal Aid, Not Changing Bankruptcy Laws, Key to College Affordability
By Neal McCluskey

Associate Director, Center for Educational Freedom, Cato Institute

Scnate Judiciary Committee
Subcommittee on Administrative Oversight and the Courts
“The Looming Student Debt Crisis: Providing Fairness for Struggling Students™

March 20, 2012

Chairman Durbin, members of the committce, thank you for inviting me to speak with you today.
My name is Neal McCluskey and 1 am the associate director of the Center for Educational
Freedom at the Cato Institute, a nonprofit, non-partisan public policy rescarch organization. My
comments are my own, and do not represent any position of the institute.

As a resuli of decades of college price increases that have cclipsed normal inflation and growth
of household income, the nation has rightly begun to focus on the extraordinary cost of
postsccondary education. And the federal government, as the primary supplicr of aid to students,
has a critical role to play in restoring sanity to college pricing: it must greatly reduce student aid.
Unfortunately, what this committee is contemplating - changing bankruptcy law concerning
private student loans — will do almost nothing to address the root cause of rampant tuition
inflation.

The logic behind seeing federal aid as a primary cause of inflation is straightforward. First,
subsidies drive increased demand, which increases prices. Sceond, and more important, colleges
raise their prices if they know students will be able to pay them, and federal aid cnsures that they
can. You might know this as the “Bennett Hypothesis,” put forth by U.S. Sccretary of Education
William Bennett in 1987. {tis perhaps best captured, however, by former Harvard University
President Derek Bok, who wrote that “universitics sharc one characteristic with compulsive
gamblers and exiled royalty: there is never enough mongey to satisty their desires !

The basic facts clearly support the Bennett Hypothesis. According to data from the College
Board, between the 1981-82 and 2010-11 school years, inflation-adjusted aid per full-time
cquivalent student — the bulk of which came through the federal government - rose from $4,418
10 $13.914, a 215 percent increase.” Meanwhile, real tuition and fee costs at four-year colleges
grew roughly apace. At four-year public institutions prices expanded from $2,242 in 1981-82 to
$8,244 in 2011-12, a 268 pereent batlooning. At four-year, nonprofit private institutions prices
rose from $10,144 to $28.500, a 181 percent leap.’



77

it is, of course, difficult to conclude definitively from simple aid and price comparisons that aid
fuels price increases. But a growing body of rescarch controlling for variables outside of aid
supports the hypothesis that aid has an appreciable inflationary effect, though study results vary
by type of aid and institution.* And there is a limit to what empirical rescarch can reveal because
aid automatically increases with higher prices, creating a major endogeneity problem.

Perhaps, though, price increases are not fueled by aid, but necessitated by state and local funding
cuts to public colleges and universities. This is a frequently offered argument, and there is no
question that statc and local governments have faced tough economic times over the last few
years. This is, however, an inadequate explanation for rampant tuition inflation.

'ar one thing, private colleges would not fall under this as they reccive only a tiny fraction of
their funding from state and local governments. Nonetheless, their prices have ballooned at
almost the same rate as public schools.

More directly, state and local taxpayers have not become increasingly tightfisted with colleges.
According to data from the State Higher Education Exccutive Officers, inflation-adjusted state
and local outlays to colleges for general operations rose from $57.7 billion in 1986 to $74.2
billion in 2011, a 29 percent increase.”

Where it appears that state and local taxpayers have become less generous is cxpenditures on a
per-pupil basis. Again using SHEEO numbers, real appropriations per full-time equivalent
student declined from $8,025 in 1986 to $6,290 in 2011, a 22 percent drop. But this has to be
taken with a sizable grain of salt. First, state and local appropriations tend to risc and fall with the
business cycle, and the overall trend is pretty flat. More importantly, fitting trend lines to
appropriations per-pupil and net tuition revenue per-pupil shows that for the past quarter century
public schools have raised tuition revenue by about two dollars for cvery dollar lost in cuts. The
appropriations trend line drops about $43 per year, while tuition revenue increases $83 per
annum.

The “cheap states™ theory doesn’t wash: It doesn’t explain private colleges’ inflation at all; real
statc and local appropriations have not fallen; and on a per-pupil basis, public institutions have
been raising revenue through tuition much faster than they’ve been losing it in appropriations.

Which brings us to the biggest problem: Based on students” demonstrated ability to complete
college work; the limited amount of leaming signified by a college degree; and workplace
realities, it appears far too many people are enrolled in college. As much as Congress wants to
help all people by giving them money to go to college, it is in fact doing few people any real
favors. That is, other than the colleges and their cmployecs, which are profiting mightily whether
they are for-profit or putatively not-for-profit institutions.

Start with complction rates. According to the latest data from the federal Digest of Education of
Education Statistics, only 55 percent of first-time, full-time bachelor’s degree seckers at public
institutions finish their degree within six years ~ 150 percent of the cxpected time. At private,
nonprofit four-year institutions the rate is just a little bit better: 64 percent. At for-profit four-year
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schools the rate is much worse: 22 pereent. And that 1s not the absolute rock-bottom rate: At
public, two-year institutions the three-year completion rate is a puny 21 percent.”

If you factor in transfers and part-time students these numbers likely get a little better, but the
ultimate story is clear: We are paying bitlions for a whole lot of people to undertake cducation
they will never complete.

What about those who do finish? Isn’t it clear that a degree confers major new earning ability?

That is the case on average, though how much additional earning potential is a matter of serious
dispute, with estimates ranging from $1 million over a lifetime 1o just about $100,000.% And
thosc are avcrages: Many graduates will likely not gain even that $100,000 premium, depending
on their major.

So the college earnings premium almost certainly does not reach the $1 million we so often hear
about. In addition, there is significant evidence that the valuc of a bachelor’s degree is shrinking.
Essentially, degrees arc becoming more widespread and easier to obtain, and signify less and less
that the possessor has valuable skills and knowledge.

According to Burcau of Labor Statistics’ data, the weckly earnings for pcople whose maximum
cducational attainment is a BA have dropped over the last decade, by about 4 percent. Only
people posscssing advanced degrees saw an increasc, something missed when, as is often the
case, people with bachelor’s degrees and advanced degrees are all lumped into one categoty.9

Is this drop a function of credential inflation, or the cconomy increasingly demanding advanced
skills?

It s hard to tell definitively because we have no comprehensive measure of what students arc
learning in college. One longitudinal asscssment, however, suggests that the problem is
credential inflation. The National Asscssment of Adult Literacy was conducted in 1992 and
2003, and revealed a shocking decrease in literacy among college graduates. For instance, the
percentage of bachelor’s holders proficient in prose literacy dropped from 40 to 3| percent
between 1992 and 2003, and in document literacy from 37 to 25 percent. Among adults with at
least some graduate education, there were proficiency drops from 51 to 41 percent in prose, and
from 45 to 31 percent in reading documents. 1 In other words, a collcge degree appears to
represent significantly decreased abilitics.

Recent research illustrates why this might be: students simply aren’t learning much in college, at
lcast as measured by the Collegiate Learning Asscssment. According to rescarch by Richard
Arum and Josipa Roksa, 45 percent of students in their sample, drawn from a varicty of school
types, demonstrated no significant learning in their first two years of college, and 36 percent
demonstrated no learning in four years."'

Finally, it is assumed that almost everyone will need some sort of postsecondary training to get a
job in the new economy. And perhaps they will — but not necessarily from colleges or
universities. According to BLS projections, the large majority of the 30 occupations expected to
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sce the largest employment growth this decade will require no more than a high school diploma
and involve on-the-job training.'2 By pushing cveryonc into outside-the-job, postsecondary
cducation, we are setting them up for expensive failure. Indeed, currently about one-third of
people with bachelor’s degrees arc in jobs that do not require them. "

The solution to these problems is clear: Reduce student aid, which encourages millions of people
to pursue studies they are not prepared to complete, and decreascs their sensitivity to prices.

Some of this could be relatively painless, such as phasing out tax benefit programs that are
biased toward those wealthy enough to hire accountants or financial advisors to help them
minimize their tax liability. Similarly, federal loan programs that have no income cap could be
climinated. -

Such changes would begin to restore sanity to college pricing by better focusing eligibility on
truly lower-income students. But that will not be sufficient: It is clear that many students of all
income levels simply aren’t prepared or inclined to do college work, yet they can easily get
federal student aid to attend school. It is a waste of their time and money, as well as taxpayers’
dollars.

To deal with this Washington could peg aid to strong cvidence of an ability to benefit from
college; perhaps some combination of high standardized test scores and grade point averages.
But these are imperfect measures, and would no doubt weed out some students who could handle
college work while allowing others in who could not.

To avoid this problem — and the rightful objection many will have that if they pay taxes, they
should be cligible for aid — the best solution is for the federal government to get out of the
student aid business entircly. If you look at the numbers there is no logical reason to remain in it,
nor is there authority to be involved if you examine the specific, cnumerated powers given to the
federal government in Article [, Section 8 of the Constitution. Quite simply, the aid self-
defeatingly spurs price inflation as colleges capture the money while likely encouraging many
people to spend time and treasure on an cducation for which they are cither unprepared or under-
motivated.

Critically, students would be able to afford college were aid phased out: Prices would have to
come back to Earth as students were required to pay with their own money or with funds
voluntarily received from others. Meanwhile, cven the lowest-income student would be able to
attain a loan if she had a strong, demonstrated ability to do college-level work and attain a well-
paying job as a result. Both lender and borrower would benefit as the degree would translate into
substantial earnings.

Unfortunately, what this committee is considering — making private student loans dischargeable
in bankruptcy — ignores the gigantic root problem underlying college pricing insanity and would
at best nibble around the edges. At worst, it would encourage students to over-consume even
more.
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A little perspective. According to College Board data, in 2010-11 around $6 billion was
originated in private student loans. In that same year, total federal loans equaled almost $104
billion, or an amount roughly seventeen times larger. Throw in grants, tax benefits, and work
study, and federal aid cxceeded $169 bitlion. ' $6 billion is just the proverbial drop in the bucket.

What would changing bankruptcy laws for private loans do for college affordability? It is
difficult to predict: If lenders know that borrowers can cscape repayment through bankruptey
they would likely raise interest rates to account for that risk and lend to fewer people,
discouraging usc of such loans. However, students might be more apt to take such loans — and
pay still higher college prices — if they think that they will be able to unload their debt without
repaying it.

Both possible outcomes have concerning aspects, but the change would still have a negligible
cffect on affordability becausc private loans arc such a small picee of the pie. Ultimately there is

simply too much aid, and most of it comes from Washington.

Thank you, and I look forward to your comments and questions.
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QUESTIONS SUBMITTED BY SENATOR DICK DURBIN FOR PROFESSOR G. MARCUS COLE

Hearing on “The Looming Student Debt Crisis: Providing Fairness for Struggling Students
Questions for the Record
Senator Dick Durbin

Questions for Professor Marcus Cole

1. You discussed in your testimony how you were fortunate to be able to take out loans to pay
for your college education because Congress made certain that your creditors would be
repaid for your student loans. Both federal student loans and private loans are currently
nondischargeable in bankruptcy, but federal loans are significantly safer and lower-cost. Do
you support steps to encourage borrowers to exhaust their federal student loan eligibility
before pursuing higher-cost private loans that lack the consumer protections and repayment
options that federal loans offer?

[~

During the hearing 1 described as a mystery amendment the provision in the 2005 bankruptcy
reform law that made private student loans nondischargeable. 1have since been informed,
and I want to clarify for the record, that this provision was originally authored by then-
Representative Lindsey Graham in 1999 who offered the language as a modification to an
amendment on the House Floor, and that it was subsequently included in the Bankruptcy
Abuse Prevention and Consumer Protection Act of 2005. In your view, did the enactment of
this provision disrupt the settled expectations of student borrowers who took out private
loans prior to 2005 with the understanding that the loans would be dischargeable in
bankruptcy?

3. Inyour testimony you describe returning to the pre-2005 treatment of private student loans
in bankruptcy as a “blunt instrument.” Would you support a more surgical provision that
restores dischargeability for private student loans in egregious cases? For example, if a for-
profit college defrauded a potential student into enrolling by making material false promises,
should the student’s private loans be made dischargeable in that context?
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QUESTIONS SUBMITTED BY SENATOR DICK DURBIN FOR DEANNE LOONIN

Hearing on “The Looming Student Debt Crisis: Providing Fairness for Struggling Students
Questions for the Record
Senator Dick Durbin

Questions for Deanne Loonin

1. As you know, under current law student loans can be discharged in bankruptcy if the debtor
can establish “undue hardship.” This term has been interpreted by the courts very
restrictively and few bankruptcy debtors can afford to litigate the issue before the bankruptcy
court and on appeal.

a. In your experience, does the “undue hardship™ exception provide most student debtors
with a realistic path for relief from loans they cannot afford to repay?

b. Do you see any problems with the case-by-case analysis approach under the current
“undue hardship” system?

2. In your experience, have private student lenders been willing to work with struggling
borrowers to craft reasonable repayment plans? Would making private student loans
dischargeable again increase the incentive for lenders to negotiate with distressed borrowers
before calling in the collection agency?

. Typically whenever bankruptcy reforms are proposed that would assist debtors, creditors
claim that such reform will hurt consumers by raising the cost and reducing the availability
of credit. Back before private students loans were made nondischargeable in 2005, was
there a healthy private student loan market?

w

4. During the hearing I described as a mystery amendment the provision in the 2005 bankruptcy
reform law making private student loans nondischargeable. I have since been informed, and
1 want to clarify for the record, that this provision was originally authored by then-
Representative Lindsey Graham in 1999 who offered this language as a modification to an
amendment on the House Floor, and that it was subsequently included in the Bankruptey
Abuse Prevention and Consumer Protection Act of 2005. However, it is still my
understanding that this provision was not the subject of significant Congressional discussion
or analysis between 2000 and 2005. Are you aware of any such discussion or analysis?

5. Do you have suggestions of ways that relief can be provided outside of bankruptcy to
overwhelmed student loan borrowers:
a. For federal loans?
b. For private loans?
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QUESTIONS SUBMITTED BY SENATOR JEFF SESSIONS FOR PROFESSOR G. MARCUS COLE

[

Senator Jeff Sessions
Questions for the Record
Marcus Cole
Professor of Law, Stanford University

Do you believe that federal and state governments are capable of protecting student loan
borrowers from unfair, deceptive, and predatory lending practices without affecting the
dischargeability of student loans in bankruptcy?

If private student loans were made dischargeable in bankruptcy, you testified that the
market for private student loans would likely dry up. The federal government, which
already originates or guarantees the vast majority of student loans, would then be the sole
provider of loans for higher cducation. What do you think would be the effect on the
federal deficit if that were to occur?

Would it be preferable to clearly define what constitutes an “undue hardship™ so that the
test may be uniformly applied rather than to risk the unintended consequences of making
all private student loans dischargeable in bankruptcy?

What do you think would be the effect of returning to a system where student loans, both
private loans and federally guaranteed loans, are dischargeable after seven years?

What is the public policy rationale for treating private lenders differently from federaily-
guaranteed lenders in bankruptcy?
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QUESTIONS SUBMITTED BY SENATOR JEFF SESSIONS FOR NEAL MCCLUSKEY

Senator Jeff Sessions
Questions for the Record
Neal McCluskey
Associate Director, Center for Educational Freedom, Cato Institute

i In your testimony, you argued that the best solution to ever-increasing costs of tuition and
the inflation of the student loan bubble may be for the government to get out of the
student financial aid business altogether. But if private loans were made dischargeable in
bankruptey, the result could be that the government is the sole provider of student
financial aid. What do you think will be the effect on the student loan bubble if the
government becomes the sole provider of financial aid?
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RESPONSES OF DEANNE LOONIN TO QUESTIONS SUBMITTED BY SENATOR DURBIN

Hearing on “The Looming Student Debt Crisis: Providing Fairness for Struggling Students
Questions for the Record
Senator Dick Durbin

Questions for Deanne Loonin

1. As you know, under current law student loans can be discharged in bankruptey if the debtor
can establish “undue hardship.” This term has been interpreted by the courts very
restrictively and few bankruptey debtors can attord to litigate the issue before the bankruptey
court and on appeal.

a. In your experience, does the “undue hardship™ exception provide most student debtors
with a realistic path for relief from loans they cannot afford to repay?

b. Do you sce any problems with the case-by-case analysis approach under the current
“undue hardship” system?

Response from Deanne Loonin

1.a. In my experience representing low-income borrowers, consulting with other lawyers
across the country, and analyzing case law, 1 have found that the “undue hardship”
exception system is random, arbitrary and unfair. Few borrowers obtain relief from
student loan debt through this system.

1.b. The case by case analysis sets a very high procedural bar for debtors. They must
file a separate adversary proceeding in bankruptey court and be prepared to litigate. Most
financially distressed borrowers do not have the knowledge or resources to follow
through or even start this difficult and expensive process.

Bankruptey courts consider a debtor’s individual financial circumstances through the
means test and other “point of entry” requirements. The undue hardship system is an
unnecessary and unfair additional test applied only to student loan debtors. It conflicts
with the primary purpose of bankruptcy, which is to give a fresh start to financially
distressed debtors.

2. In your experience, have private student lenders been willing to work with struggling
borrowers to craft reasonable repayment plans? Would making private student loans
dischargeable again increase the incentive for lenders to negotiate with distressed borrowers
betore calling in the collection agency?

Response from Deanne Loonin

In NCLC’s experience representing borrowers through the Student Loan Borrower
Assistance Project, we have found private lenders to be intlexible in granting relief for
borrowers, We also find that many private student foan collectors use the lack of
bankruptey alternatives as a way to place unrealistic and in some cases improper or
illegal pressure on borrowers. It seems likely that taking away this bankruptey break for
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lenders would encourage them to offer a wider range of options for financially distressed
borrowers.

Typically whenever bankruptey reforms are proposed that would assist debtors, creditors
claim that such reform will hurt consumers by raising the cost and reducing the availability
of credit.  Back before private students loans were made nondischargeable in 2005, was
there a healthy private student loan market?

Response from Deanne Loonin

The private student loan industry grew rapidly during the pre-20035 period when these loans
were fully dischargeable in bankruptcy. The private student loan industry has contracted in
recent years even with a restrictive bankruptey policy. The more restrictive credit market has
helped eliminate loans that never should have been made. There is simply no evidence that
changes in the market, positive or negative, are caused by changes in bankruptcy policy.

During the hearing { described as a mystery amendment the provision in the 2005 bankruptcy
retorm law making private student loans nondischargeable. I have since been informed, and
[ want to clarify for the record, that this provision was originally authored by then-
Representative Lindsey Graham in 1999 who offered this language as a modification to an
amendment on the House Floor, and that it was subsequently included in the Bankruptcy
Abuse Prevention and Consumer Protection Act of 2005. However, it is still my
understanding that this provision was not the subject of significant Congressional discussion
or analysis between 2000 and 2005, Are you aware of any such discussion or analysis?

Response from Deanne Loonin

The National Association of Consumer Bankruptey Attorneys (NACBA) analyzed this issue
after the March 20 hearing. After conducting a review of the bills introduced in the 105™,
106" 107" 108" and 109" Congresses, as well as hearing records, committee reports, floor
debate and advocacy materials, NACBA tound one piece of testimony and three minutes of
floor dcbate on this issue. This is an insignificant amount of time given that the debates over
changes to the bankruptcy code spanned eight years and five congresses, nearly 20 hearings,
and countless days of debate. A copy of NACBAs analysis is attached.

Do you have suggestions of ways that relief can be provided outside of bankruptey to
overwhelmed student loan borrowers:

a. For tederal loans?

b. For private loans?

Response from Deanne Loonin

5.a. Federal Loans
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At a minimum, Congress and the Departiment ot Education should strengthen the existing
Higher Education Act cancellation/discharge programs, particularly those intended to provide
relict to borrowers harmed by abusive school practices. Relief may be extended in some
cases through regulatory action. In other cases. Congressional action is necessary.

Among other changes, we urge broadening relicf available through the false certification
discharge to all cases where the schoot falsities the requirements for loan eligibality or
otherwise improperly certifies loan eligibility. In addition, the false certification/identity
theft cancellation adopted in 2006 remains mostly an illusory right as long as borrowers are
required to prove that a crime was conunitted in order to obtain relief.

Providing much-needed relief for vulnerable borrowers will not necessarily require
significant government funding as long as the Department of Education is encouraged to use
its existing authority to pursue reimbursement from schools. We do not believe the
Department is currently using this authority to seek reimbursement from schools AFTER
granting discharges to qualified borrowers. We describe additional proposals to expand
retief for financially distressed borrowers in comments subrmitted to the Department of
Education in May 201 1.}

S b. Private Loans

The right to assert defenses to repayment of the loan and bring school-related claims against
lenders is especially important when private lenders have close ties to for-profit schools that
promote, package or help the lender market their private loan products. In these cases,
borrowers are often limited in the relief directly available from schools, many ot which are
out of business or insolvent by the time borrowers seek redress. Even borrowers who
successfully obtain damages from an unscrupulous school are often left with significant loan
debt.

A key to lender liability in many cases is the FTC holder rule. The holder rule puts lenders
on the hook when they have "referring relationships" with schools that defraud students or
shut down uncmectcdly.2 The holder rule gives lenders an incentive to scrutinize the schools
with which they have close relationships and to originate loans only with upstanding schools.

Because the FTC does not have jurisdiction over bapks, the holder rule only applies to
schools, not depository lenders. That is the FTC rule obligates only the schools, not the
lenders, to include the holder notice in the contract. In general, the school must insert the
notice in consumer credit agreements, whenever the school is the originating lender and must
arrange for the lender to insert the notice in the lender’s credit agreement whenever the
school refers the consumer to the lender or otherwise has a business arrangement with the
tender. The remedy is to require all lenders that have close relationships with a school to
include the holder rule in the loan contracts and to prohibit measures to undercut the rule.

' The comments are available in this section of our web site:
http://www.studentioanborrowerassistance.org/legal-policy/.
T16 CFR. §433.2.
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Other key retorms include:

Encourage and, where appropriate, require loan modification standards for distressed
borrowers and discharges in case of death or disability.
Extend Fair Credit Billing Act rights to private student loan borrowers,
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Vi ¢-mail
April 9, 2012
TO: Deanne Loonin, National Consumer Law Center

FROM: Maureen Thompson, Legislative Adviser,
National Association of Consumer Bankruptey Attomeys

RE: Clarification of legislative history of private student loan discharge in bankruptcy

In the February 2012 report of the National Association of Consumer Bankruptcy Attomeys (NACBA),
“The Student Loan Debt Bomb ™. America’s Next Mortgage-Stvle Economic Crisis, 7 it was asserted that
~an unidentified lawmaker” slipped a provision into the 2005 Bankruptey Abuse Prevention and
Consumer Protection Act that made private student loans non-dischargeable in bankruptey. It further was
asserted that there were “no hearings or public discussion of such a fundamental change in policy on
private student loans during the several years the bankruptcy bill was under discussion.™

Those statements, while believed to be true by those from the consumer community who were most
actively involved in the nearly eight year debate leading up to the 2005 Bankruptey Act, are not entirely
accurate.’ After conducting a review of the bills introduced in the 105®, 106™ 107*, 108" and 104"
Congresses, as well as hearing records, committee reports, floor debate and advocacy materials, this
memo 1s intended to correct the record with respect to the origin of the private student loan provision in
the 20035 Act.

As you know, a version of what became the 2005 Bankruptcy Act was first introduced in the 103™
Congress in 1998 (H.R. 3150 and S. 1301). There was no provision relaied to private student loans in the
first bills as introduced. Over the course of 1997 and 1998, the Senate Judiciary Subcommittee on
Administrative Oversight and the Courts held three hearings on consumer bankruptcy issues and heard
from 25 witnesses. No witness raised the private student loan discharge issue. During the Subcommittee
mark up, cight amendments were considered. None dealt with the private student loan issue. When the
full Judiciary Commuttee considered the bill, 13 amendments were offered. None dealt with the private
student loan issue.

! indeed. Stephen Burd, who covered this issue for the Chronicle of Higher Education, said in an Aprit 2007
interview with Robert Siegel on NPR's “All Things Considered™ progrant: ~The interesting thing I'd peint out about
the private loan part of this is that although the bankruptey bill was before Congress for almost a decade. 1 believe,
there was very little to no discussion about this provision. In fact, there were no hearings on this. It didn't geta ot
of attention hecause private {oans as opposed to federal foans used to really only go to graduate and professional
students.” (72005 Luw Mude Student Loans More Lucrawtive, April 24, 2007). Likewise, Ranking Member of the
Judiciary Committee, Rep. fohn Conyers. said in a September 23, 2000 hearing: “As 1 recall, this particular
amendment was never the subject of any formal Congressionat hearing.”
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During that same time period (1997 and 1998), the House Judiciary Committec and its Subcomimittee on
Admimstrative and Commercial Law held seven hearings on the operation of the bankruptey system,
wncluding four hearings devoted to the tegislation, HR. 3150, More than 60 witnesses offered testimony
at the hearings. Just one witness, Jill Sturtevant with the American Bankers Association, raised the issuc
of dischargeability of private student loans in bankruptcy.  In her testimony, Ms. Sturtevant
recommended “technical” amendments to the proposed legislation. one of which was that private student
loans be made non-dischargeable in bankruptey. Ms. Sturtevant devoted four short paragraphs of her
testimony to this recommendation.

During the Judiciary Committee mark up of the legislation, a dozen amendments were considered; none
dealt with private student loans. The issue was not raised during floor debate nor was it raised during the
House-Senate Conference Committee.

Legislation to overhaul the bankruptey system was introduced again in the 106" Congress. The private
student loan provision was not in the bills as introduced, nor was the provision added during Committee
deliberation. Instead, then-Representative Lindsey Graham on May 5, 1999, offered an amendment
during the House floor debate on H.R. 833 to extend the non-dischargeability of student loans to private
loans. A total of three minutes of floor time was devoted to the debate. After Rep. Graham agreed to
narrow the scope of the amendment, it was agreed to by a voice vote. The provision was in every
subsequent bankruptcy bill.

This one piece of testimony and three minutes on the floor in 1999 appears to be the sum total of
congressional debate on the issue of the treatment of private student loans in bankruptcy. The debate over
changes to the bankruptcy code spanned eight years and five congresses, and included 18 hearings in the
House Judiciary Committee and six hearings before the Senate Judiciary Committee and countless days of
tloor debate in both chambers.

Given this history, it is a fair characterization to say the provision was “slipped into the bill.” though it is
not technically correct. We stand corrected on not knowing the identity of the lawmakers who sponsored
the provision. A closer inspection of the record wdentifies then Rep. Lindsey Graham as the sponsor.
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RESPONSES OF NEAL MCCLUSKEY TO QUESTIONS SUBMITTED BY SENATOR SESSIONS

Senator Jeff Sessions
Questions for the Record
Neal McCluskey
Associate Director, Center for Educational Freedom, Cato Institute

1. In your testimony, you argued that the best solution to ever-increasing costs of tuition and
the inflation of the student loan bubble may be for the government to get out of the
student financial aid business altogether. But if private loans were made dischargeable in
bankruptcy, the result could be that the government is the sole provider of student
financial aid. What do you think will be the effect on the student loan bubble if the
government becomes the sole provider of financial aid?

Were the federal government to become the sole loan provider it would have little effect on the
expanding loan bubble because the federal government is already very close to that monopoly
position. As I noted in my written testimony, in the 2010-11 school year only $6 billion was
originated in private loans, versus $104 billion in federal loans. Add federal grants, tax benefits,
and work study, and federal aid leaps to $169 billion, dwarfing private lending.

By far the biggest threat to what remains of private student lending is not changing bankruptcy
law, but the willingness of the federal government to spend seemingly without limit on student
aid. Recent history bears this out: Private lending reached a peak in 2007-08, hitting $22,080
according to the College Board, and then dropped precipitously. Why? In part it was likely a
result of the economic downturn tightening credit markets, but much more important was a huge
increase in federal aid. As a result of several aid-increasing laws passed during or after 2007 (as
well, notably, as increasing enrollment) federal loans rose from $72 billion in 2007-08 to $104
billion in 2010-11, a 44 percent jump. Federal grants, largely due to student-aid legislation
attached to the sweeping 2010 health care act, more than doubled, from $22 billion to $49
billion. Basically, Washington crowded out private lenders.

By far the biggest threat to make Washington the monopoly student lender isn’t changing
bankruptey law, but the federal government’s willingness to endlessly expand student aid. And it
is not clear that making private loans dischargeable in bankruptcy would itself push private
lenders out. While the risk incurred in lending would rise, entering into bankruptey is not
something one can easily do, rendering unclear how many borrowers would pursue that option.
Perhaps as important, if potential borrowers were to believe that they could easily escape private
loans in bankruptcy — even if that were not the case — they might be more inclined to pursue
private loans than federal loans, which are not dischargeable. That could increase private
lending, though likely not much relative to total federal aid.

There is a very real and present danger that the federal government will become the sole provider
of student financial aid, and will continue to fuel rampant college price inflation with continued,
ballooning aid. But that danger does not stem from proposals to change private loan bankruptey
laws. It comes from a federal government that seems utterly unwilling to face the inflationary
reality of aid, and instead insists on shoveling evermore taxpayer money to evermore people in
the name of college affordability.
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NOTE: At the time of printing, after several attempts to obtain
responses to the written questions, the Committee had not received
any communication from G. Marcus Cole.
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AMERICAN ASSOCIATION OF UNIVERSITY WOMEN (AAUW), MARCH 19, 2012, LETTER

——
———

== Support the Fairness for Struggling Students Act of

AAUW 2011

March 19, 2012
Dear Senate Judiciary Committee:

On behalf of the 100,000 bipartisan members and donors of the American Association of
University Women (AAUW), T urge you to support the Fairness for Struggling Students Act of
2011. AAUW has long supported congressional actions that help remove the burden and risk that
private loans place on student borrowers. This legislation will ensure that private student loans
are no longer treated more harshly than similar types of debt. Since its founding in 1881, the
American Association of University Women (AAUW) has been committed to making the dream
of higher education a reality for women. AAUW’s 2011-2013 Public Policy Program affirms our
commitment to “a strong system of public education that promotes gender faimess, equity, and
diversity....and advocates increased support for, and access to, higher education for women and
other disadvantaged populations.™

At current rates, the U.S. will add over 16 million jobs by the year 2018 that require at least some
postsecondary education.” Moreover, the number of jobs requiring a graduate degree is estimated
to grow by 2.5 million by that same year." Since many students cannot pay for their degrees out-
of-pocket, student loans become an important resource. Yet private student loans lack many of
the protections federal student loans offer to help borrowers with any financial stress they may
face as they repay their loans. This shortage of options leaves borrowers vulnerable to lenders.
The Fairness for Struggling Students Act of 2011 would give private student loan borrowers the
ability to discharge private student loans, as is done with comparable types of debt.

Many graduates struggle to repay their loans. Loan repayment is an even more significant burden
for women, who earn less on average over the course of their lives than their male counterparts.
In 2009, the average woman who worked full time eamed just over 77 cents for each dollar
earned by her male counterpart.”” AAUW’s Behind the Pay Gap report found that college-
educated women earn five percent less than men one year out of college and 12 percent less than
men 10 years out of college, even when they have the same major and occupation as their male
counterparts and when controlling for factors known to affect earnings such as education and
training, parenthood and hours worked.” These findings suggest that sex discrimination not only
continues to be a problem in the workplace, but that it affects the incomes of even the most
educated women starting immediately out of college. Since women are more likely to borrow
than men and will make less on average after graduation, female graduates are more likely to
struggle with their loan debt.”
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AAUW shares the goal of the Fairness for Struggling Students Act of 2011 to restore fairness in
student lending by treating private loans the same as other types of private debt in bankruptcy
proceedings. If you have any questions or need additional information, feel free to contact me at
202/785-7720, or Erin Prangley, associate director of government relations, at 202/785-7730.
Sincerely,

Lisa M. Maatz
Director, Public Policy and Government Relations

! American Association of University Women. (June 2011). 2011-13 AAUW Public Policy Program, Retrieved
August 11, 2011, from www.aauw.org/act/issue_advocacy/principles_priorities.cfin.

" U.S. Department of Labor. Bureau of Labor Statistics. (December 11, 2009). Economic News Release.
Employment and Total Job Openings by Postsecondary Education or Training Category, 2008-18. Retrieved
February 22, 2011, from www.bls.gov/news.release/ecopro.t09.htm. ’

 Ibid. :

¥ U.S. Census Bureau. (September 2010). Income, Poverty, and Health Insurance Coverage in the United States:
2009. Retrieved February 23, 2011, from www.census.gov/prod/2010pubs/p60-238.pdf.

Y AAUW. (2007). Behind the Pay Gap. Retrieved August 11, 2011, from
www.aauw.org/learn/research/behindPayGap.cfm.

¥ Price, Derek V. (2004). Borrowing Inequality: Race, Class, and Student Loans. Boulder, CO.
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CONSUMER BANKERS ASSOCIATION, WASHINGTON, DC
March 20, 2012

The Honorable Tom Coburn
United States Scnate
Washington, DC 20510

Dear Scnator Coburn:

The undersigned organizations arc writing to cxpress our opposition to S. 1102. This legislation
would revise the federal bankruptey law to make it easier for borrowers to discharge some
educational loans.

S. 1102 is unnceessary because under current law, any borrower may discharge student loans if
repayment would constitute an unduc hardship. In enacting this into law, Congress intended to
create a necessary and well-balanced safety valve for borrowers.

S. 1102 undermines this balance and is unfair to lenders who have relied on current law when
cxtending credit to students with little or no credit history. It is also unfair to students because it
will have the effect of restricting the availability of student loans and raising the cost of loans
when they arc available. For these and other reasons, S. 1102 should not be reported by the
Committee or passed by the Senate.

There is no question that the ever increasing cost of education is making it harder for students to
afford college. Between 1986 and 2011, inflation increased by 115% but college tuition
increased by over 498% - outpacing inflation by more than 4 times the rate.  Although federal
Pell Grant assistance has increased significantly during this period, rcliance on student loans—in
particular federal student Joans—has increased dramatically. The Department of Education
projects that over 25 million Federal Direct Student Loans will be made this year totaling over
$124 billion. In addition to these Direct Loans to students and parents, private sector lenders will
make approximatcly $8 billion in loans-—or about 6 percent of the overall total.

Rising education costs are the reason students and familics continue to take out student loans
over and above the dircct lending programs provided by the Federal government. Yet, nothing in
this bili attempts to address the root problem of rising education costs. Instead, it seeks to amend
the Bankruptcy Code in a way that encourages defaults and that ensures that student loans will
become even harder to obtain for deserving students. Moreover, the changes made by the bill do
not apply to federal or student loans made by other governmental entitics, which are the vast
majority of student loans, and thus S. 1102 would not cven help most borrowers.

For the small subset of loans that arc covered, the bill changes the Bankruptcy Code in a way
that will add uncertainty and additional risk to student lending. This will further restrict the
availability of credit at a time when students arc already finding it harder to find loans due to the
credit crunch.

Current law allows student loans to be discharged in bankruptey if "undue hardship” to the
borrower or their dependents can be shown. This policy protects truly unfortunate borrowers
while at the same time preserving the integrity of the bankruptey system. This balanced federal
policy is designed to ensure that a sufficient volume of loans arc avaiiable to mect the financial
needs of students across the country, and it has worked.

The proposcd legislation would undermine this policy by allowing private scctor student loans to
be discharged without a showing of "unduc hardship." Under the bill, federally funded loans and
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loans made or guaranteed by governmental entities could still be discharged only upon a showing
of undue hardship. In contrast, students taking out other private loans could run up thousands of
dollars in private loans, carry them without having to pay interest while in school and then walk
away without making a singlc payment even if the student in the future should be able to repay
the loans in full. Moreover, it is retroactive and will apply to existing as well as future student
loans. As a result, the bankruptey system would be opened to abuse.

Enactment of S. 1102 will discourage lenders from making private student loans or force them to
find some way to offset the increased risk. These risk management effects could mean raising
interest rates and fecs, or reducing the term of the loan (perhaps to 5 years) which would increase
monthly payments, further increasing monthly debt service costs. None of these effects would
benefit students.

We strongly urge the Committee to reject the S. 1102.
Amcrican Bankers Association

American Financial Services Association

Consumer Bankers Association

The Financial Services Roundtable

ce: Members of the Judiciary Commiittee
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Statement for the Record

Consumer Bankers Association

U.S. Senate Committee on the Judiciary
Subcommittee on Administrative Oversight
and the Courts
March 20, 2012
Hearing Entitled

“The Looming Student Debt Crisis:
Providing Fairness for Struggling Students”
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The Consumer Bankers Association (CBA ') appreciates the opportunity to submit this
statement for the record for the Scnate Judiciary Subcommittee on Administrative
Oversight and the Courts hearing entitled “The Looming Student Debit Crisis: Providing

Fairness For Struggling Students.”

Members of the CBA Education Funding Committee have been engaged in private
cducation lending for more than three decades. Our committec membership includes
seven of the top eight private education lenders. Currently, our members make more than
$4 billion in education loans. Our testimony today is based on this collective experience

in helping students and their familics meet the rising cost of higher education.

The private cducation loan market cxists becausc college is expensive, costs continue to
rise and borrowers need additional financing to meet their educational needs. Between
1986 and 2011, inflation increased by 115% but college tuition increased by over 498% -
outpacing inflation by more than 4 times the rate.  Although federal Pell Grant assistance
has increascd significantly during this period, reliance on student loans—in particular
federal student loans—has increased dramatically. The Department of Education projects

that over 25 million Direct Student Loans will be made this year totaling over $124

" The Consumer Bankers Association (CBA) is the only national financial trade group focused
exclusively on retail banking and personal financial services - banking services geared toward
consumers and small businesses. As the recognized voice on retail banking issues, CBA
provides leadership, education, research, and federal representation for its members. CBA
members include the nation’s largest bank holding companies as well as regional and
supercommunity banks that collectively hold two-thirds of the total assets of depository
institutions.
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billion. In addition to these Direct Student Loans, private sector lenders will make

approximately $8 billion in loans—just about 6 percent of the overall total market.

The private student loan market of today is often misunderstood and mischaracterized.
Instead of being viewed as part of the solution in helping finance the rising costs to attend
college, private student lenders are often painted by a single brush and cast as the
problem. Private student loans arc often portrayed as “risky,” “dangcrous,” and
“predatory.” Borrowers, we are told, do not understand the private student loan notes
they are signing. Schools, we are told, “lure” students into signing up for private loans

when lower cost federal student loans arc available.

Lenders take the problem of student debt seriously—no federally chartered financial
institution wants to sce loans go into delinquency or default. We recognize that some of
the issues being raised about the quality of higher education merit a healthy policy
discussion. But we believe discussions of changing the bankruptey code, as it applics to
private student loans, should take place with an accurate, fair, and complete picturc of the
student loan market, the different market players and most importantly, the reasons

behind the increase in student loan debt.

The student loan industry of today is dramatically different than that of a decade or cven
five years ago. Most notably, in 2010 the federal government assumed full responsibility

for about 94% of the student loan market when it ended the Federal Family Education
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Loan program. Less well known is the fact that today the private student loan market is

about a third—actually less than a third—of the size it was as recently as 2007,

As we all know, the financial crisis dramatically changed the financing of all consumer
assets.  Before the financial crisis, increasing volumes of student loans were being
financed through asset backed securities. The financial crisis effectively ended that. And
with the end of securitization for private student loans, underwriting standards for legacy
ABS issucrs became more restrictive. The result is that private student loans made today
are more likely to be made to borrowers (and their co-signers) with stronger credit

histories and with better indicators of probability of repayment than five years ago.

A sceond major change in the private student loan market came when Congress passed
legislation that modified the Truth-in-Lending Act to require three comprehensive sets of
borrower disclosures to be given in association with private educational loans: One at the
time of solicitation, one at the time of acceptance, and onc at the time of consummation.
The breadth and detail of information concerning loan terms and impact to repayment

provide important consumer protections available only with private student loans.

CBA believes that that these disclosures have resulted in better informed borrowers and
that, while there is always room for improvement in borrower counscling, the private
student Joan borrower of today is much better informed than the borrower of a decade

ago.
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Today, there is a heightened awareness of the importance of both lenders and schools in
counseling borrowers. Thesc services include advising the borrower to explore federal
student loans before committing to use non-federal student loans; supplementing that
counseling is better access to servicers. Today’s student loan borrower has 24/7 access to
their private loan account information and a much casier ability to ask questions and scck

assistance on their loan than was the case 10 years ago.

Today’s borrower also has access to the new private student loan ombudsman at the
Consumer Financial Protection Bureau (CFPB or Burcau). CBA supported the creation
of this function within the CFPB and is hopeful that the office will function as an
additional means of resolving issucs between lenders and borrowers. CBA has been
active in working with the CFPB on its student lending efforts and will continue to work

with the Bureau.

While we applaud this subcommittee for raising awarcness on student debt issucs,
Congress must look at the root causes of debt for students — the cost of higher education.
As costs continue to rise, students will be required to take on additional loan debt.
Congress, colleges and universitics, consumer groups and the financial community must

work together to find policy solutions to help address these issues.

The legislation being discussed, S. 1102, does nothing to address the problem of college

costs or discourage borrowers from taking on excessive debt. In fact, the federal
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government now originates over 90% of student loans, and S. 1102 would provide no

relief to thosc students.

If the goal is to treat all student loan borrowers fairly, then all new borrowers of student
loans (federal and private) should benefit from any change made to the bankruptey code,
not just those who borrowed from the private non-governmental scctor.  The bill would
arguably provide meaningful relicf to less than 10 percent of all outstanding borrowers,
even including borrowers who under current law would be able to secure discharge of
private cducation loans. If the goal of S. 1102 is to help struggling borrowers struggle
less, it must be noted that the vast majority of borrowers of private student loans also
have federal student loans. s the goal of this legislation to encourage the discharge of
private loans so the federal government can recoup its student loans? That makes little

SCNnse.

Presumably because the cost of providing relief to borrowers of federal student loans
would cost the federal government billions of dollars, these loans are excluded from the
proposed change in the Code. Borrowers of loans made by state-owned lenders are also
excluded. Thus, S. 1102 would leave many borrowers still facing large student loan debt,
even if they were able to discharge their private student loans.  We doubt whether the

borrowers involved would find this fair.

Members of the CBA believe that it is appropriate for this subcommittee to look at

changes in the Code that arc a response to the problem of rapidly increasing levels of
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student loan debt. We have closely examined S. 1102 and the similar bill introduced by
Congressman Cohen in the House, H.R. 2028. Unfortunately, neither of these bills
addresses the underlying problems. We encourage members of this subcommittec to
work with their colleagues to address the fundamental issuc behind the increase in
student debt — the rising costs of college. Changing the bankruptey code for some private

student loans, which are only 6 percent of the market, will not address this problem.

It is also very important to keep in mind that the current Code permits discharee of loans

in bankruptey for borrowers where non-discharge would result in undue hardship to the

debtor or their dependents. Thus, in cases where there is such hardship, relicf is available

under current law. CBA fully supports judges granting discharge in cases where unduc

hardship is evidenced.

Allowing for the immediate discharge of student loans without a showing of undue
hardship, as this legislation would permit, would create a loophole that could result in
abuse and much larger loss exposure than assumed by private market lenders. Nobody
knows for surc whether such a loophole would invite abuse, but the option may affect
credit availability in the private student loan market. We would submit changing the

Code to create such a loophole is not an appropriate means of finding out.

We also suggest that the subcommittee take a close look at all student loans—federal,
other governmental, and non-federal.  The private loan products of today themselves are

among the most consumer friendly loans in the market place: the loan may be paid over a
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period of 10 — 30 years, fixed and variable-rate options are available, borrowers have a
right to rescind (not available in the federal program) and most do not require any
payments until a student separates from school — often many years after the loan was first
made. In addition, there are no prepayment penaltics for borrowers who wish to pay
ahead of schedule, and there arc opportunitics for borrowers to stop making payments for

a period of time cven after the repayment period commences.

The terms and conditions inherent in student loans today provide avenues of relief for
many borrowers, including an increasing number of lenders providing loan forgiveness
for the death or disability of the student. Those not finding relief continue to have the

opportunity for discharge if there is evidence of undue hardship.

A third consideration for the Subcommittee is the question of what impact a change in the
Code might have on the availability of new private education loans. Somc have
suggested that the enactment of the proposed change in the Code would not impact loan

availability or pricing. We question this projection. Where is the data to support this?

Logic suggests that if lenders face significantly increased loss risk, they will attempt to
compensate for that risk by cither revising loan availability or by increasing the cost of
loans to consumers, or leaving the market entircly. While some in the higher education
community have suggested that tighter availability of private education loans would

somehow “benefit students,” effectively denying a student access to the financing she
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might need to attend the college best suited to her abilities and aspirations is not helping

students.

CBA hopes the subcommittee continues its work on this important issue and considers
our concerns around the root causc of student debt — rising costs. CBA would welcome
the opportunity to work with Congress to examine the realities of the student loan market,
the rising costs of college, and both the federal, state and private student loans roles in

mecting the financial needs of borrowers.
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the institute tor
college
accesscxsuccess

05 Jith St

March 19, 2012

The Honorable Dick Durbin
United States Senate

711 Hart Senate Building
Washington, DC 20510

Dear Senator Durbin:

On behalf of the Institute for College Access & Success and the 35 student, consumer, civil
rights, education and public policy organizations that signed the enclosed letter endorsing the
Fairness for Struggling Students Act of 2011 (S.1102), thank you for your leadership in
introducing this legislation and for scheduling tomorrow’s Senate Judiciary Committee
hearing on it.

Private student loans are no more a form of financial aid than a credit card used to pay tuition,
Like credit cards, they typically have variable interest rates that are highest for those who can
least afford them. But private student loans are treated much more harshly in bankruptcy than
credit cards and other comparable types of debt.

Private student loan borrowers also lack access to the important deferment, income-based
repayment and loan forgiveness options that come with federal student loans. This leaves
most private loan borrowers at the mercy of their lender if they face financial distress due to
unemployment, disability, illness or military deployment, or when a school shuts down before
they can finish their certificate or degree.

By treating private student loans like comparable forms of debt in bankruptcy, the Fairness for
Struggling Students Act would help restore fairness for struggling Americans who pursued
the American dream by going to college, only to find themselves in financial distress.

Signed, _
?imxyézng‘zfij
\‘ [/

Pauline Abernathy

Vice President

The Institute for College Access & Success

Enclosure
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LETTER TO SENATOR DURBIN FROM 35 ORGANIZATIONS EXPRESSING SUPPORT FOR THE
Fairness for Struggling Students Act of 2011

May 25, 2011

The Honorable Dick Durbin
United States Senate

711 Hart Senate Building
Washington, DC 20510

Dear Senator Durbin:

On behalf of the undersigned organizations, we are writing to express our strong support for the
Fairness for Struggling Students Act of 2011.

Private student loans are one of the riskiest, most expensive ways to pay for college. Like credit cards,
they typically have variable interest rates that are higher for those who can least afford them.
However, private student loans are treated much more harshly in bankruptcy than credit cards and
other comparable types of debt.

Private student loan borrowers also lack access to the important deferment, income-based repayment,
or loan forgiveness options that come with federal student loans. This leaves most private loan
borrowers at the mercy of the lender if they face financial distress due to unemployment, disability,
illness or military deployment, or when a school shuts down before they can finish their certificate or
degree.

With recent reports that student loan debt has outpaced credit card debt, the Fairness for Struggling
Students Act of 2011 is needed now more than ever. It is inappropriate and unfair to distressed
borrowers to treat private student loans more harshly than comparable types of debt. Your bill would
indeed restore fairness for struggling Americans who pursued the American dream by going to
college, only to find themselves in financial distress. Our broad coalition of groups representing
students, consumers, higher education institutions, facuity and staff, as well as civil rights and public
policy organizations thanks you for your leadership on this important issuc.

Signed,

American Association of Collegiate Registrars and Admissions Officers
American Association of Community Colleges

American Association of State Colleges and Universities

American Association of University Women

American Council on Education

American Federation of Teachers

Americans for Financial Reform

Association of Public and Land-grant Universities

Campus Progress Action

Consumer Action

Consumer Federation of America

Consumer Federation of California

Consumer Watchdog

Consumers Union

Demos: A Network for Ideas & Action

The Education Trust

Empire Justice Center

The Greenlining Institute

The Institute for College Access & Success and its Project on Student Debt
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National Association for College Admission Counseling
National Association for Equal Opportunity in Higher Education
National Association of Consumer Advocates

National Association of Consumer Bankruptcy Attorneys
National Association of Student Financial Aid Administrators
National Center for Public Policy and Higher Education
National Community Reinvestment Coalition

National Consumer Law Center (on behalf of its low income clients)
National Consumers League

National Council of La Raza

National Education Association

Public Citizen

UNCF

US. PIRG

United States Student Association

Young Invincibles
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CONSUMER ACTION, WASHINGTON, DC, MARCH 16, 2012, LETTER

»
L 111G - *ik
Education and advecacy since 1971

www.consumer-action.org

PO Box 70037 221 Main St, Suite 480 523 W. Sixth St., Suite 1105
Washington, DC 20024 San Francisco, CA 94105 Los Angeles, CA 80014
202-544-3088 415-777-9648 213-624-4631

Richard J. Durbin

U.S. Senate

711 Hart Senate Office Building
Washington DC 20510

March 16,2012
Dear Senator Durbin,

Thank you for scheduling a hearing on the “The Looming Student Debt Crisis: Providing
Fairness For Struggling Students.” While we take exception with the word “looming” as
there is we believe already a student debt crisis, we are grateful for the excellent line up
of witnesses that you have agreed to hear from on this issue.

There has been a big increase in private loan borrowing by undergraduates and private
loan volume grew substantially in recent years. These loans are nearly impossible to
discharge in bankruptcy and are not eligible for the deferment, income based repayment
and loan forgiveness benefits of federal student loans.

Consumer Action supports Senate Bill 1102 — the Faimess for Struggling Students
Act. This legislation could restore fairness for Americans who pursued the American
dream by going to college, only to find that their dreams of financial success don’t
always pan out and find themselves in financial distress. These Americans deserve the
same rights as credit card and other debtors have to the financial safety net of personal
bankruptcy court.

Sincerely,

Jrodon Serney
Linda Sherry

Director, National Priorities
DC Office
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AMERICAN BANKERS ASSOCIATION, AMERICAN FINANCIAL SERVICES ASSOCIATION,
CONSUMER BANKERS ASSOCIATION, THE FINANCIAL SERVICES ROUNDTABLE, MARCH
20, 2012, JOINT LETTER

March 20, 2012

The Honorable Tom Coburn
United States Senate
Washington, DC 20510

Dear Senator Coburn:

The undersigned organizations are writing to express our opposition to 8. 1102. This legislation
would revise the federal bankruptey law to make it casier for borrowers to discharge some
educational loans.

S. 1102 is unnecessary because under current law, any borrower may discharge student loans if
repayment would constitute an undue hardship. In enacting this into law, Congress intended to
create a necessary and well-balanced safety valve for borrowers.

S. 1102 undermines this balance and is unfair to lenders who have relied on current law when
extending credit to students with little or no credit history. It is also unfair to students because it
will have the effoct of restricting the availability of student loans and raising the cost of loans
when they are available. For these and other reasons, S. 1102 should not be reported by the
Committee or passed by the Senate.

There is no question that the ever increasing cost of education is making it harder for students to
afford college. Between 1986 and 2011, inflation increased by 115% but college tuition
increased by over 498% - outpacing inflation by more than 4 times the rate. Although federal
Pell Grant assistance has increased significantly during this period, reliance on student loans—in
particular federal student loans—has increased dramatically. The Department of Education
projects that over 25 million Federal Direct Student Loans will be made this year totaling over
$124 billion. In addition to these Direct Loans to students and parents, private sector lenders will
make approximately $8 billion in loans—or about 6 percent of the overall total.

Rising education costs are the reason students and families continue to take out student loans
over and above the direct lending programs provided by the Federal government. Yet, nothing in
this bill attempts to address the root problem of rising education costs. Instead, it seeks to amend
the Bankruptcy Code in a way that encourages defaults and that ensures that student loans will
become even harder to obtain for deserving students. Moreover, the changes made by the bill do
not apply to federal or student loans made by other governmental entities, which are the vast
majority of student loans, and thus S. 1102 would not even help most borrowers.

For the small subset of Joans that are covered, the bill changes the Bankruptcy Code in a way
that will add uncertainty and additional risk to student lending. This will further restrict the
availability of credit at a time when students are already finding it harder to find loans due to the
credit crunch.

Current law allows student loans to be discharged in bankruptcy if "undue hardship” to the
borrower or their dependents can be shown. This policy protects truly unfortunate borrowers
while at the same time preserving the integrity of the bankruptey system. This balanced federal
policy is designed to ensure that a sufficient volume of loans are available to meet the financial
needs of students across the country, and it has worked.

The proposed legislation would undermine this policy by allowing private sector student loans to
be discharged without a showing of "undue hardship." Under the bill, federally funded loans and
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loans made or guaranteed by governmental entities could still be discharged only upon a showing
of undue hardship. In contrast, students taking out other private loans could run up thousands of
dollars in private loans, carry them without having to pay interest while in school and then walk
away without making a single payment even if the student in the future should be able to repay
the loans in full. Moreover, it is retroactive and will apply to existing as well as future student
loans. As a result, the bankruptcy system would be opened to abuse.

Enactment of S. 1102 will discourage lenders from making private student loans or force them to
find some way to offset the increased risk. These risk management effects could mean raising
interest rates and fees, or reducing the term of the loan (perhaps to 5 years) which would increase
monthly payments, further increasing monthly debt service costs. None of these effects would
benefit students.

We strongly urge the Committee to reject the S. 1102,
American Bankers Association

American Financial Services Association

Consumer Bankers Association

The Financial Services Roundtable

cc: Members of the Judiciary Committee
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NATIONAL ASSOCIATION OF STUDENT FINANCIAL AID ADMINISTRATORS, WASHINGTON,
DC, STATEMENT

MN-A-S-F-A-A

NATIONAL ASSOCIATION OF STUDENT FINANCIAL AID ADMINISTRATORS
*  FROM THE OFFICE OF THE PRESIDENT  +

STATEMENT OF
Justin Draeger

President
National Association of Student Financial Aid Administrators

TO THE SUBCOMMITTEE ON ADMINITRATIVE OVERSIGHT,
AND THE COURTS, =
COMMITTEE ON THE JUDICIARY, :

UNITED STATES SENATE

RE: S.1102, Fairness for Struggling Students Act of 2011 ‘ g

Submitted on behalf of:
The National Association of Student Financial Aid Administrators

March, 19, 2012

PHONE: 202.785.0453  FAX: 202.785.1487  WEB: www.nasfaa.org
1101 CONNECTICUT AVE NW, SUITE 1100, WASHINGTON, DC 20035-4303
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NASFAA March 19, 2012

Chairman Durbin, Ranking Member Cornyn, and members of the Subcommittee,

We appreciate the opportunity to offer a statement of support for 8.1102, the Fairness for
Struggling Students Act of 2011. The National Association of Student Financial Aid
Administrators (NASFAA) represents more than 18,000 financial aid professionals who serve 16
million students each year at nearly 3,000 colleges and universities throughout the country, and
supports the aptly-named legislation to restore fairness and protection to student loan borrowers

in the bankruptcy code.

Accorﬁing to a report from the National Consumer Bankruptcy Attorneys (NACBA), annual
student loan borrowing reached a record of over $100 billion in 2010, and the aggregate
outstanding loan amount reached $1 trillion—surpassing the amount Americans own on credit
cards. While these numbers represent both Federal and private student loans, over the past
decade private student loans have grown at a rapid pace, and as a result a greater proportion of

borrowers are finding themselves with at least some private student loan debt.

Prior to the enactment of the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005, private student loans were unconditionally dischargeable in bankruptcy. However, the
2005 law gave private loans the same treatment as Federal student loans, meaning that they
would generally no longer be dischargeable in bankruptcy. NASFAA finds it troublesome that
current bankruptcy code treats private education loan debt differently than other consumer debt

such as mortgage and credit card debt.

As currently stipulated by bankruptcy law, borrowers that demonstrate an undue hardship may
have their loans discharged in bankruptcy. However, NASFAA does not find the “undue
hardship” clause to be sufficient protection for private education loan borrowers. The phrase

“undue hardship” is not defined in law, making it subject to judicial review, tests, and precedent.



116

NASFAA March 19, 2012

Courts almost always apply a very strict interpretation of this provision, and the NACBA report
finds that “most bankruptcy attorneys (95 percent) report that few student loan debtors are seen

as having any chance of obtaining a discharge as a result of undue hardship.”

Opponents of this bill argue that the ability to discharge private education loans in bankruptcy
leads to frequent and capricious filings and, perhaps from a more philosophical standpoint,
reduces personal fiscal responsibility. To the first argument, we refer to a 1977 GAO study,
which took place during a time when loans could be discharged, and found that less than 1
percent of student loans were discharged in bankruptcy. To the second argument, NASFAA has
always encouraged responsible borrowing, and is not adverse to exploring options that would
require a few years of good-faith efforts at repayment prior to a bankruptcy discharge. Requiring
additional steps prior to bankruptcy discharge may also be justified for education loans that are

funded by public dollars at the state level, but considered to be private loans.

However, at no time should we put in place the same bankruptcy restrictions for private
education loans that we do for federal student loans. While both are used to pay for education,
private education loans lack the income-based repayment plans and generous loan forgiveness
provisions after many years of economic hardship found in the federal loan programs. Federal
student loans also offer other valuable consumer protections including fixed interest rates,
multiple repayment options, and deferment and forbearance provisions that can forestall

delinquency or default.

Allowing the discharge of private student loan debt in bankruptcy is critical to ensuring fairness
for American consumers and to provide a way for some struggling private student loan
borrowers to establish financial stability. Tt is for these reasons that we support efforts to allow
private education loans to be discharged in bankruptcy as outlined in the Fairness for Struggling

Students Act of 201 1, and we urge Congress to support this essential bill.
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References:

National Association of Consumer Bankruptcy Attorneys (2012). Student Loan “Debt Bomb”:

America’s Next Mortgage-Style Economic Crisis.

U.S. Government Accountability Office (1977). 1978 US.C.CAN. 5787
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NATIONAL COUNCIL OF HIGHER EDUCATION LOAN PROGRAMS, INC., WASHINGTON,
DC, STATEMENT

To: Members of the Senate Committee on the Judiciary

Re: March 20, 2012 Hearing on Fairness for Struggling Students Act of 2011
Statement for the Record

This statement is being submitted to the Committee on the Judiciary by the National
Council of Higher Education Loan Programs (NCHELP) in connection with the March 20, 2012
hearing held by the Subcommittee on Administrative Oversight and the Courts on "The Looming
Student Debt Crisis: Providing Fairness for Struggling Students". We request that it be included
in the official record of the hearing.

NCHELP is a trade association that represents a nationwide network of guaranty
agencies, secondary markets, lenders, loan servicers, private collection agencies, schools and
others that administer education loan programs that make loan assistance available to students
and parents to pay for the costs of postsecondary education, including both federal and private
loan programs.

There has been much in the news about the "student debt bubble” and the fact that
students who borrow to attend postsecondary school on average graduate with around $24,000
in student loans. Individual circumstances of course vary and some, including many who have
gone on to post-baccalaureate study, have borrowed significantly higher amounts. This should
not be a surprise, as the cost of education continues to rise at a faster clip than both the
inflation rate and the rate of increase in income. We submit that greater attention needs to be
given by policymakers to dealing with the rising cost of postsecondary education.

Stories about the burden of high debt have caused some to seek to repeal of the current
exclusion of private education loans from general discharge in bankruptcy {though it should be
understood that all education loans are dischargeable if the debtor meets the hardship test in
the Bankruptcy Code). In fact, this is what the Fairness for Struggling Students Act of 2011 (5.
1102) would provide. While private education loans are the subject of the bill, the vast majority
of outstanding education fpans were made under the federal education loan programs {either
the Direct Loan Program or the Federal Family Education Loan Program), and well over 90
percent of new education lending is made directly by the Federal government through the
Direct Loan Program. $.1102, by protecting the government, the creditor with the deepest
pocket, would not provide relief to federat foan borrowers. This despite the fact that today
private loan programs oftentimes offer attractive terms, particularly when compared to federal
PLUS foans to parents and graduate students.

We are sympathetic to the concerns raised by many of those whose long term
prospects, despite best efforts, indicate they wilt have insufficient income to repay their loans.
However, we believe that any relief being considered should be available for all education debt,
not just private education loans. it should be noted in this regard that federal education loans,
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uniike private education loans, are not subject to statutory limitation of action periods. Federal
loan borrowers can be subject to collection action for their entire lives.

Also, whatever relief is considered should take into consideration the special nature of
education borrowing. With the average student carrying $24 thousand in education debt at
graduation, many would meet the Bankruptcy Code's insolvency test immediately upon leaving
school. A former student's true financial outlook typically does not become clear for many years
after they leave school. For example, the recent recession certainly has delayed the
employment of some recent graduates into positions for which they qualify. We believe the
public would find it untenable for students to attend college using borrowed funds and be able
to walk away from their financial obligations by filing for bankruptcy once they leave school.

it also should be recognized that S. 1102, or other legislation that would allow private
education loan borrowers to seek bankruptcy relief after leaving school, would result in
substantially higher charges on private education loans. These additional costs, which would fali
on all private student foan borrowers, need to be understood and taken into consideration by
policymakers. It also must be understood that, since rating agencies and investors would
assume elevated loan losses , any such change to the Bankruptcy Code would make it more
difficult and costly to finance private education loans. A retroactive change would also have a
negative impact on the ratings of existing financings, and thus hurt investors.

Please do not hesitate to contact me if you have any questions.

Shelly Repp
President
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“How MUCH IvOoRrY DOES THIS TOWER NEED?” OCTOBER 27, 2011, REPORT BY NEAL

McCLUSKEY
No. 686 October 27,2011

How Much Ivory Does This Tower Need?
What We Spend on, and Get from, Higher Education
by Neal McCluskey

Executive Summary

It is commonly asserted, especially by people
within higher education, that the American
Ivory Tower is strapped for cash and tightfisted
taxpayers are to blame. Taxpayer support for
postsecondary education has long been in de-
cline, this narrative goes, and has forced schools
to continually raise tuition to make up for the
losses.

Tallying taxpayer-backed expenditures on
higher educarion over the last quarter-century,
and separately tallying 15 years of taxpayer but-
dens after accounting for studenc loans being
paid back, reveals that this narrative is inaccu-
rate. No matter how you slice it, the burden of
funding the Jvory Tower has grown ever heavier
on the backs of caxpaying citizens. Whether one
examines taxpayer dotlars in total, per enroilee,
per degree, or per tax-paying citizen, real spend-

ing has gone up.

Unfortunately, financial costs are only part
of the story. While the evidence is not conclu-
sive, it appears that the additional spending
and the additional studencs and degrees it has
helped to fund do not ultimarely constirute a
net socieral gain. Instead, all the coerced, third-
party support has likely produced several dam-
aging, unintended consequences: credential
inflacion, sky-high noncompletion rates, and
rampant tuition inflation. In other words, the
money taken from taxpayers, in total and on an
individual basis, to “invest” in higher education
has been on the rise, and it appears to be hurr.
ing both taxpayers individually and society as a
whole. We have taken money from people who
would have used it more efficiently than has the
system to which it was given.

Neal McCluskey is associate director of the Cato Institute’s Center for Educational Freedom and author of the
book Feds in che Classroom: How Big Government Corrupts, Cripples, and Compromises American
Education (Lankam, MD: Rowman and Littlefield, 2007).
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Introduction

If you follow higher education—or just
live near a college or university—you've prob-
ably heard the complaint: government keeps
axing higher education funding. Often the
evidence offered to substantate the claim is
a proposed funding cut for the upcoming
fiscal year, or reductions over a few years, ot
state appropriations to schools decreasing
as a percentage of overall school revenues,
Rarely is the change in the burden bome
by taxpaying citizens in total, as well as in-
dividual taxpayers—the most direct and im-
portant measures of taxpayer support—fur-
nished.

So has government been getting increas-
ingly tightfisted with colleges? That is what
this analysis endeavors to determine. And
while it lays out changes in funding per
student and per degree awarded, most im-
portantly it examines funding overall from
taxpayers and the burden borne by the aver-
age raxpayer. These latrer two measures are
critical because taxpayers are real people
bearing real costs—they are half of the high-
er education funding equation—but they are
typically ignored in anecdote-driven media
stories that focus on financially struggling
scudents.

This is hardly just a human interest con-
cern. It is quire possible that taking money
from raxpayers—who know their individual
needs and desires betrer than government—
will produce a worse aggregate outcome
than allowing taxpayers to keep their mon-
ey. Forced third-party funding could be en-
couraging aid recipients to consume educa-
tion they may not need or be able to handle,
it mighe be enabling schools o spend waste-
fully because they receive funding involun-
tarily, and it could be taking money from
people who would have used it more efft-
ciently had they been able to keep it.

To determine if these negative outcomes
mighe, in facr, be occurring, the final goal of
this report is to gauge—as best can be done
with limired performance measures—wheth-

er taxpayer funding has contributed to net
positive or net negarive outcomes.

How Spending Is
Calculated

“Over several decades there has been a
mnaterial and progressive disinvestrment by
states in higher education” That stare-
ment, in a 2009 op-ed by University of Cali-
fornia, Berkeley, chancellor Robert J. Birge-
neau and vice chancellor Frank D. Yeary, is
something most people have likely heard
in some form in the last few years. But is it
true? Have states been in 2 long process of
disinvesting from colleges and universities?
How is that determined? These are critical
questions, buc they are all too often left un-
asked in the public discourse on the state of
the nation’s Ivory Tower.

To measure taxpayer investment, ana-
lysts will often use state and Jocal govern-
ment funding as a share of overall school
revenues, then argue thar state and local
funding has been decreasing.? Other times
they will look at changes in appropriations
at the peak and trough of a business cycle,
when state funds naturally fluctuate, rather
than providing long-term trends thar in-
clude multiple waves.*

Knowing how investment is being mea-
sured can make the difference between
thinking that taxpayers are increasingly
cheap or increasingly generous. By looking
at total state and local raxpayer spending on
higher education—not breaking it down per
pupil—the State Higher Education Execu-
tive Officers (SHEEO) reached a conclusion
completely contrary to thar of -Birgeneau
and Yeary. “Some observers have suggested
that states are abandoning their historical
commitment to public higher education,”
SHEEO wrote. “National data and more
careful attention to variable state conditions
strongly suggest that such a broad observa-
tion is not justified by the available data.”*

To answer the question of how much
taxpayer support colleges and universities



receive and how it has changed over the last
several years, this report provides informa-
tion on raxpayer support through myriad
streams: state and local funding directly to
schools; state support to students in the
form of financial aid; federal direct support
to schools; federal financial aid; state and
federal funding of university-based research;
and combinations thereof. Most importang,
the report shows changes in spending not
just from the perspectives of greatest inter-
est to schools— i.e., funding per student and
per degree—bur from the perspective impor-
tant to taxpayers and society as a whole: the
overall taxpayer-funded burden and the to-
tal burden falling on the average taxpayer.

Accounting Problems

As you read this, keep in mind that the
numbers are estimates. Though one might
think accounting for what taxpayers spend
on higher education would be straightfor-
ward, it is not. The following are major ob-
stacles thar stand in the way of pinpointing
expenditures.

Data Sources

There is no one, consistent, comprehen-
sive source of data on taxpayer expenditures
for higher education. That is largely a good
thing, reflecting that there is no one, espe-
cially governmental, entity controlling all
schools. Overall, that decentralization is key
to the greater success of American higher ed-
ucation than its elementary and secondary
system; it fosters competition, innovation,
and specialization. It does, though, compli-
cate data collection.

As recently as 1996 the federal govern-
ment collected comparable data for all
“degree-granting” institutions—~public and
private—that included federal, state, and lo-
cal government revenues. However, in 1997
public and private colleges went onto differ-
ent accounting standards, making it prob-
lematic, at best, to combine their numbers.
As a result, no compilation similar to what
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the federal government published unril
1996 appears to be available now.

The main sources for this study are feder-
al Digest of Education Statistics, 2010; the College
Board’s Trends in Student Aid, 2010, SHEEQ's
State Hligher Education Finance: FY 2010; and
the National Science Foundation’s Academic
Research and Development Expenditures: Fiscal
Year 2009.5 The Digest is primarily the source
for longitudinal data on federal postsecond-
ary expenditures; the Trends report for longi-
tudinal state and federal student aid torals;
SHEEO for total state and local expendi-
tures on public colleges and universities; and
the National Science Foundation for state
and local research expenditures,

In addition to the problem of having
no single, consistent dara source, there are
a few smaller problems that have likely led
to some inaccuracies in the data analysis.
First, the figures presented for 2010 are, in
fact, a mix of 2009 and 2010 data. Numbers
from 2009 were used in some cases where
2010 data were not available, with the ex-
pectation that they would likely be closer to
actual 2010 numbers than would a projec-
tion based on, for instance, average changes
in funding over some number of previous
years. In addirion, numbers from the Digest,
SHEEQ, and the College Board were adjust-
ed for inflation using different “market bas-
kets.” The College Board uses the Consumer
Price Index for all urban consumers (CPL-U)
for its inflation adjustments, while the Digest
employs the “federal funds composite defla-
tor,” a measure based on changing costs of
goods and services consumed by the fed-
eral government Finally, SHEEO uses the
Higher Education Cost Adjustment index,
which is based 7S percent on changing com-
pensation costs for whire-collar workers and
25 percent on general inflation in the U.S.
economy.®

Accounting for Loans and
“Tax Expenditures”

The federal government provides data for
“on-budget” expenditures—generally, funds
tied to appropriations—for postsecondary

Overall,
decentralization
is key to the
greater success of
American higher
education than
of elementary
and secondary
schooling.
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education, but for federal loan programs the
on-budger expendirures before 1992 are not
comparable to those after. Until 1992 the
federal government accounted for loan ex-
penditures on a cash basis, meaning that for
federal guaranteed loans—in which Wash-
ingron backed loans originated by private
lending companies—the federal subsidies
net of borrower fees for that year were the
on-budget costs. For direct Joans—in which
the federal government lends directly from
the treasury—the full loan volume net of fees
was reported. That changed effective 1992
as a result of the Federal Credit Reform Act
of 1990, which switched accounting to a net
present value basis. Basically, the net costs to
the government over the life of a loan origi-
nated in a given year, adjusted for the chang-
ing value of money over time, is the on-
budget cost for that year.

It is important to note thar net present
value-based accounting is essentially an
educated guess at what raxpayers will ul-
timately pay for loans, a guess that cannot
easily anticipate such facrors as changing de-
faule risks or future increases in federal loan
forgiveness programs. In addition, there
are significant fluctuations in reported on-
budget loan costs from year to year, which
according to the U.S. Department of Educa-
tion largely reflect changes in loan volumes
and interest rates.”

To cope with these problems, the first
set of calculations—called “raxpayer-based
funding”—includes the total volume of
loans. That number will most likely be much
higher than the ultimate cost to taxpayers as
loans are repaid, but it covers basically every-
thing for which taxpayers are liable and al-
lows consistent comparisons back to 1985,
In the second set of calculations—called
“raxpayer cost”—orly the estimated ultimare
cost to taxpayers is factored in. Those calcu-
lations look only at numbers between 1995
and 2010, which in addition to ensuring that
the on-budget data are consistent, ensures
thar both the guaranteed lending program--
which stopped originating loans in 2011 as
part of the 2010 health care reform bill—and

the direct lending program, which started in
1994, are included in the period examined.

The bortom line on loans is that calcula-
tions that include total loan volume provide
reliable and consistent annual torals, but
much of that money will eventually be re-
turned to the government. How much will
be returned, however, is something we'll
only be certain of in the future, which ren-
ders present-value subsidy costs only rough
estimates.

In addition to trying to properly account
for federal loans, one has to decide how to
deal with federal “vax expenditures”: tax de-
ductions and credits that the federal govern-
ment uses to incentivize people to purchase
higher education. The first problem with
dealing with this category of aid is wildly
inconsistent accounting. The College Board
doesn’t even begin to account for such in-
centives until the 1998-99 school year, while
the Digest stops accounting for them in 2002.
The second problem is that there is a great
deal of dispute over whether such expendi-
tures should be considered government aid
or simply allowing raxpayers to keep what
is theirs {albeir for specific, government-
favored purposes). Given the first problem,
and feeling that money taxpayers are allowed
to keep should not be considered taxpayer-
funded aid, tax expenditures are not includ-
ed in this report’s calculations, However,
they should be kept in mind, and in light of
them it should be understood that estimates
using just government expenditures and
loans underestimates, pethaps significandy,
government influence on college enrollment
and prices.

What’s Student Aid? What's Not?

Some federal programs have student aid
components wrapped up with other higher
education spending. For instance, outlays
for the Senior Reserve Officer Training
Corps, as reported in the Digest, include both
scholarship costs and the costs of paying
staff, running training exercises, and so on.
Where the titles of programs in the Digest
indicate that the programs might contain



both aid and direcr spending components,
those programs were researched in more
depth and, where possible, the student aid
components separated so they wouldn’t be
double counted when student aid and other
higher education outlays were combined.
Thankfully, this was only necessary for a few
programs, and few had price tags even close
to the size of Department of Education-run
loan and grant programs.

One of the biggest debates in higher
education is whether funding for research
should be counted as aid to schools or
government payment for a service. Many
in higher education argue research is vital
for keeping professors up-to-date in their
fields, enabling them to be the best teach-
ers of their subjects, while others assert that
research largely aggrandizes researchers and
has at best limited positive spillovers into in-
strucrion. To deal with the ambiguous edu-
cational effects of research, this report pro-
vides breakdowns including and excluding
research funding,

Figare 1
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The Findings

The natural place to begin to determine
how much money raxpayers supply to high-
er education is to ascertain the toral raxpay-
er-based funding that goes to schools and
students. For this report’s purposes, “total
taxpayer-based funding” is every dollar gen-
erated by taxpayer-funded programs, includ-
ing total student loan volume and research.
This is the most inclusive compilation pos-
sible {save one that includes “rax expendi-
tures”) and will maximize the appearance of
taxpayer generosity.

Figure 1 shows the inflation-adjusted
growth in rotal taxpayer funding of higher
education, which rose from roughly $108
billion {measured in 2010 dollars) in 1985
ro $264 billion in 2010, a 144 percent in-
crease.

What are the constituent parts of the to-
tal, and how did they change over time? The
trend lines for all components are laid ourin
Figure 2. They are as follows:

Total Taxpayer-Based Funding (in thousands of 2010 dollars)
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Figure 2
Total Taxpayer-Based Funding by Source (in thousands of 2010 dollars)
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rate, with the nextbiggest contributor—
state and local appropriations to schools—
rising 38 percent, going from $54.1 billion
to $74.9 billion. Notable also is the relatively

e federal on-budger expenditures, mi-
nus grant and loan costs,

e state and local appropriations to
schools,

» federal funding for research conduct-  ciny contribution of the federal government
ed at educational institutions, through on-budget funds. That consists
* state and local funding for research  mainly of relatively small pools of money go-

conducted at educational institutions,
e total federal student aid, and
& total stare grane aid to students.

ing directly to schools, including several pro-
grams specifically for minority-serving insti-
turions, as well as expenditures to maintain
service acadernies such as the United States

Over the last 25 years, all of these com-
ponents have increased, bur clearly the larg-
est growth has been in federal student aid.
It ballooned from $29.6 billion in 1985 to
$139.7 billion in 2010, a 372 percent leap.
No other segment came close to that growth

Naval and Military Academies. Numer-
ous departments also run a variety of small
programs that contribue to that rotal, On-
budger federal funds rose 135 percent, but
from just $2.7 billion to $6.4 billion.
Clearly, total taxpayer-based funding for
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Total Taxpayer-Based Funding per Full-Time Equivalent Student (in 2010 dollars)
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higher education has not dropped in the last
25 years. Bur that is just one way to measure
public funding of higher education. It leaves
open the question of whether funding has
increased because more people attended col-
lege, more degrees were being conferred, or
simply because there were more people con-
tributing to the local, state, and federal cof-
fers. To supply this context, what follows is
toral taxpayer-based funding broken down
by students served, degrees attained, and in-
dividual raxpayers.

Figure 3 shows the change in total tax-
payer-funded expenditures divided by the
number of full-time equivalent (FTE) stu-
dents each year,

On a per pupil basis, taxpayer-based
funding has risen, though not nearly as fast
as the overall pool of money, climbing only
42 percent {versus 144 percent). This is the
result of major increases in college envoll-
ment, which went from 8.9 million FTE stu-
dents in 1985 to 15.5 million in 2010.

What is the cost per degree awarded? A
simple way to calculate this is to divide to-
tal spending in a given year by the number
of degrees awarded that year. This is not a
perfect measure; a degree, of course, typi-
cally takes more than one year to complete,
so the outlays for a given year did not, ob-
viously, fully fund the degrees awarded that
year. However, the resulrs of this analysis, in
Figure 4, are insightful.

The story remains the same: There were
substantial increases, in this case a rise of 33
percent as taxpayer-funded outlays per de-
gree rose from $58,755 in 1985 o $78,347
in 2010. Bur it was smaller by far than the
increase in total taxpayer-based funding,
and somewhat smaller than taxpayer-based
funding per student

Finally, what’s been the change in taxpay-
er-based funding per individual taxpayer?
In other words, what's been the changing
impact on the people supplying the funds?
Unfortunately, it is not possible to calculare

There were
substantial
increases as
taxpayer-funded
outlays per
degree rose from
$58,755 in 198§
to $78,347 in
2010.
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Figure 4

Total Taxpayer-Based Funding Per Degree (in 2010 dollars)
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this simply by dividing rotal expenditures
by total taxpayers, because when state and
federal funds are included it is necessary to
account for not just income taxes, but sales
taxes, properry raxes, and other revenue
sources. As a result, the following estimate
divides rotal expenditures by the number of
Americans age 15 or older, roughly the age
atwhich many people begin to work and buy
things.

Once again, as Figure § illustraves, expen-
ditures have gone up considerably over the
past 25 years, rising from $577 to $1,068.
This cements the conclusion: When examin-
ing what they are ultimately required to pay,
taxpayers have not sloughed off the burden
of financing higher education, and that bur-
den has grown substantially for every indi-
vidual who pays taxes.

Total Taxpayer Cost
As mentioned, the numbers discussed so
far include both research expenditures and

rotal studenr loan volume—the most liberal
estimate of taxpayer burden. The figures
that follow, in contrast, offer a more conser-
vative estimate, excluding research expendi-
tures and including only federal on-budger
coses. This is labeled “raxpayer costs” ro in-
dicate that it is the cost for higher education
actually borne by taxpayers, with the under-
standing that it includes estimates of the
likely final cost of student loans. And recall
that these dara only go back to the mid-90s
because data after 1992 are not consistent
with dara before,

Figure 6 shows the increase in toral costs.
Again itis steep, as were total raxpayer-based
expenditares. Here the increase is from $88.5
billion to $131.6 billion, a nearly 50 percent
jump in just 15 years.

How about costs on a per pupil basis?
Figure 7 furnishes that information. Note
that a trend line with the formula for its
slope accompanies the line chart. Whereas
previous charts featured fairly steady chang-
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Figure S
Total Taxpayer-Based Funding per Taxpayer (in 2010 dollars)
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Figure 6
Total Taxpayer Cost (in thousands of 2010 dollars)
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Figure 7
Taxpayer Cost per Full-Time Equivalent Student (in 2010 dollars)
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Figure 8
Taxpayer Cost per Degree (in 2010 dollars)
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Taxpayer Cost per Taxpayer (in 2018 dollars)
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es, allowing the general trend to be easily
discerned, this and subsequent figures rise
and fall over the 1S-year period, rendering
the overall trend harder to determine. The
crend line is intended to give a better sense
for the overall pace and direction of change.

Once again, there is an increasing trend,
though a very modest one, of $35 per five-
year increment, and 2010 ends below 1995.
Note the spikes, which make the trend hard
to see. They are likely a resulc of a well-
known phenomenon in higher education:
when economic times are bad many more
people enroll in school. Meanwhile, state
and local governmenss have less money
spend, decreasing funding going to schools
on a per-pupil basis. When economic condi-
tions improve, the sitation reverses.

Whar is the cost per degree? For all in-
tents and purposes the overall trend is one
of no change; a mere $8 increase per five-
year increment from a starting point of al-
most $39,400. And as Figure 8 shows, there
were once again up and down spikes, and
the end-year cost was slightly lower than the
first-year cost.

Lastly, Figure 9 fumishes the cost to a
given raxpayer. Here again, we see increas-
ing expenditures, making clear that even
absent research funding and total loan vol-
ume, the burden on the individual taxpayer
for higher education has gone up. And the
inflation-adjusted increase has been signifi-
cant, rising from $426 in 1995 to $532 in
2010, a 25-percent expansion. That's $532
the taxpayer can’t spend on food, housing,

Even absent
research funding
and total loan
volume, the
burden on

the individual
taxpayer for
higher education
has gone up,
rising from

$426 in 1995 to
$532 in 2010,

a 25-percent
expansion.
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investing, or other uses-—all of which might
be more important than funding higher
education--and it refutes any notion that
there has been declining raxpayer support
for higher education.

The Benefits ., . or Lack Thereof

What has the nation gotten for irs “in-
vestment” in higher educarion? This is not
as easy a question £o answer as it seems it
should be at first blush. Clearly we have seen
greatly increasing numbers of people en-
rolled in college, and degrees awarded, but
this is insufficient evidence to demonstrate
whether the attendant spending was truly
beneficial. For that, it is necessary to know
if the quickly rising enrollment and degree-
attainment numbers transtared into a much
greater pool of skills and abilities, and if that
outweighed the opportunity costs of taking
money from taxpayess. In other words, it is
important to know if human capiral has ex-
panded and, if so, if that produced greater
public benefit than would have resulted if
taxpayers had kept their doliars.

Making such an assessment more difs
ficult is that, untike in elementary and sec-
ondary education, in postsecondary school-
ing we do not have a single, representative,
consistent assessment of learning such as
the long-term National Assessment of Edu-
carional Progress (NAEP). This is not neces-
sarily a bad thing on ner—NAEP is at best
an incomplete yardstick to measure what
children are learning—but absent something
like NAEP, various fragmented, incomplete
measures must be cobbled together to assess
learning gains, and then cautiously inter-
preted to ger a sense of whar's been achieved
with taxpayer spending.

Increased Enroliment and Degrees
Without question, enrollment and the
number of degrees awarded increased sig-
nificantly over the Jast 25 years, with FTE
enrollment rising 73 percent and degrees
awarded rising 84 percent. It is certainly
reasonable to conclude thar ar least part of
those increases was spurred by expanding

12

taxpayer support, though it is impossible
to know what the changes would have been
in the absence of such spending. Indeed, we
might very well have seen growing numbers
regardless of spending, and college enroll-
ment was expanding significanty prior to
the advent of large federal aid programs.
Between 1969-the closest year to the 1963
Higher Education Act available in the 2010
Digest of Educativon Statistics—and 2008, enroll-
ment rose 139 percent, but between 1929
and 1969 it increased by 627 percent.!?

How about human capital? Again, the
intuitive answer is that of course it expand-
ed as attainment grew. And labor markets
would seem to agree. As economists Antho-
ny Carnevale and Stephen Rose point out,
the current wage premium for bachelor’s de-
gree holders is 74 percent, meaning employ-
ers are willing to pay someone with a four-
year degree 74 percent more than someone
withour one; degrees, on average, appear to
have a sizable payoff.!! In addition, citing
dara from economists Claudia Goldin and
Lawrence Katz, Carnevale and Rose note
that the bachelor’s degree premium rose
markedly between 1980 and 2005, from 48
percent to §1 percent.!? That would seem to
indicate that college education is becoming
more valuable in the labor market.

There are numerous problems, however,
with simply concluding that because enroll-
ment, degree attainment, and the college
wage preraium all rose along with spending,
spending increases were good investments.
The first is that in looking at averages one
can miss a lot of data, and many people with
college degrees might not get much eco-
nomic value from them. The second is that
we might be fueling credential inflation, in
which the difference between earnings for
people with a bachelor’s degree and those
with only a high school education are large
not because one attains valuable skills pur-
suing a degree, but because degrees are so

sic threshold level of intelligence and work
habits—thar employers reflexively screen out
job seekers without degrees. Finally, there



are very large percentages of people who en-
roll in college, perhaps lured by the promise
of government aid to pay for it, who do not
end up getting degrees. Their payoffis often
small or negative,

There’s a Lot That Is Not Average

One powerful sign that a significant pro-
portion of degree holders are not benefiting
from their degrees—or, at least, that taxpayer
funding of their degrees is wasteful—is that
about 33 percent of bachelor’s degree hold-
ers are in jobs that do not require a degree.'
This rate has been rising, from abour 11 per-
cent of graduates underemployed in 1967.1

Carnevale and Rose assert that this un-
deremployment is not necessarily a sign that
college education is economically wasted.
They note that in nondegree occupations
people with degrees tend to make signifi-
cantly more than those without. What they
discount is the strong possibility that hav-
ing a degree doesn’t cause someone to be,
say, a berter dishwasher,' but that someone
who possesses the punctuality, discipline,
and so forth, that make him a superior em-
ployee would also make him more likely to
complete college. In that case, the correla-
tion between holding a degree and higher
pay does not mean that having the degree—
or skills one might have atrained in pursuit
of it—causes the higher earnings.

On the flip side of thisis that many people
without college degrees outearn those with
them. Famous examples are such billionaire
college dropouts as Microsoft founder Bill
Gates and Virgin Group founder Sir Richard
Branson. Looking mote systematically—and
despite their strong support for college as a
key- to economic grcwth——Camevale, Rose,
and Cheah report that 14 percent of work-
ers with no more than a high school di-
ploma earn at least as much as the median
bachelor’s holder, and 1.3 percent of people
with less than a high school education earn
at least as much as the median possessor of
a professional degree, such as a doctor or
lawyer.'® And critically, one’s field makes a
big difference in potential earnings. Degrees
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in several types of engineering tend to lead
to very high eamings, while degrees in the
arts or social work tend to lead o very low
earnings.!”

Credential Inflation

How about the credential inflation pos-
sibility? There is good reason to believe
that credential inflation is happening; that
a bachelor’s degree is increasingly easy to
get, pushing a need to obtain yet higher cre-
dentials—even without gaining additional
skills—to obtain employment that previ-
ously required no such degree. University
of Pennsylvania sociologist Randall Collins
argues that thac this is exactly what's been
occurring for decades:

In the 1960s and °*70s, as competition
for managerial positions grew among
those who held bachelor’s degrees,
M.B.A’s became increasingly popular
and eventually the new standard for
access to corporate jobs. Holders of
such degrees have attempted to jus-
tify the credential by introducing new
techniques of management—often
faddish, yer distinct enough to give
a technical veneer to their activities.
Similarly, credentialed workers in oth-
er occupations have redefined their
positions and eliminated noncreden-
rialed jobs around them. Thus, the
spiral of compertition for education
and the rising credential requirements
for jobs have tended to be irrevers-
ible.®

Economist Richard Vedder has begun
to put numbers on the credential inflation
problem, He notes, for instance, that in 1970
the unemployment rate for holders of four-
year degrees was about a quarrer of that of
the general population. By 2010 the unem-
ployment rate for four-year degree holders
was about half of the general population’s—
a sizable increase in relative unemployment
for people with college degrees. He also
notes that in the major economic downturn

The correlation
between holding
adegree and
higher pay does
not mean that
having the degree
causes the higher
earnings.
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of 1982-83, overall unemployment was a
bit higher than it was 2010—the midst of
the current malaise—-but unemployment for
people with at least a bachelor’s degree was
appreciably lower than it was in 2010.1°

Further evidence supporting the creden-
tial inflation theory is that over the last de-
cade weekly wages have fallen for all groups
except those with advanced degrees. Burean
of Labor Statistics data show that inflation-
adjusted wages fell 6 percent from 2001 to
2010 for both workers without a high school
diplorna and workers with some college
education who did not achieve a four-year
degree.?® Workers with only a high school
diploma saw roughly a § percent drop, and
those with only a bachelor’s degree lost
about 4 percent. Only advanced degree hold-
ers saw an increase—about 2 percent.

In addition to this, among bachelor’s
and higher degrees awarded, the percentage
that were master’s, first-professional, or doc-
toral degrees rose berween the 1969-70 and
2008-09 acadernic years. In 1969-70, 26 per-
cent of bachelor's-and-above degrees were
advanced; in 1979-80, it was 30 percent; in
1999-00, 32 percent; and in 2008-09, 34
percent.?! This trend, along with increasing
real wages only for advanced-degree holders
over the last decade, suggests that advanced
degrees are significantly fueling college wage
premiums, especially when the premiums
are reported using bachelor’s or higher as a
single category.2?

Of course it is possible that we aren’t
seeing credential inflation, but that greater
skills and knowledge are truly needed as the
economy evolves, and advanced degrees ac-
tually require that one learn these things.
This is the standard argument for why high-
er degrees are in increasing demand: they in-
dicate higher levels of needed skill.

The evidence on these rationales, how-
ever, is mixed at best. First, it is difficulr ro
establish that higher-level skills are increas-
ingly required to get necessary work done,
and that these skills could only be obtained

" in college degree programs (as opposed to

on-the-job training or specific skills-devel-

opment programs). We also lack a set mea-
sure of higher education learning outcomes
in order to test whether mare degrees do, in
fact, mean greater learning. The balance of
the evidence we do have, however, tilts more
toward the credentialinflation hypothesis
than greater-human-capital hypothesis.

One test for which we have many years
of dara to help gauge learning is the Gradu-
ate Record Exam {GRE), which individuals
with an undergraduate degree {or working
on one) typically take if they plan to pursue
nonprofessional graduare studies. Already,
we can see the limit of the test: it is only
taken by students hoping to pursue gradu-
ate-level studies, and not by students who
are content with a bachelor’s degree or who
seek professional degrees. That means it is
almost certainly not representative of the
knowledge of the “average” college graduate.
Wich chat in mind, whart do the GRE scores
show us?

Figure 10 plots percentage changes in
combined verbal and quantitative GRE
scores against percentage changes in total
raxpayer-funded aid per FTE. It also plots
the change in the percentage of bachelor’s
degree holders taking the GRE since 1985,

What the chart shows is that both the
percentage of students raking the GRE and
average scores had slight upward erends
stnce 1985. Spending per FTE, however, also
trended upward, and at a far faster pace. The
fact that rising scores have accompanied
increasing participation rates suggests that
degree holders might be learning more, bol-
stering the argument that more degrees has
meant rising human capiral. But that’s dur-
ing a time of large spending increases. And
remember the big caveat: GRE rest takers
are almost certainly not representative of all
undergraduate studenrs. It is also difficulc
to know how the rest might have changed—
overtly or subtly—over time.

Similarly suggestive, but revealing in the
other direction, are findings in Academically
Adrift: Limited Learning on College Campuses,
by Richard Arum and Josipa Roksa.® Ac-
cording to their research, which looked ar
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Changes in GRE Scores, Percentage Taking GRE, and Taxpayer Funding per FTE
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Collegiate Learning Assessment scores for
2,322 students at a mix of four-year schools,
45 percent of students demonstrated no
significant learning in their first two years
of college and 36 percent demonstrated no
learning in four years.?* Those are very large
percentages of students apparently gerring
lirtle or no new knowledge from higher edu-
cation.

This is worrisome, but iv must be quali-
fied. The Collegiate Learning Assessment is
atmed at “critical thinking,” which is a no-
toriously difficulr outcome o measure. In
addition, the sample of students wasn’t ran-

dormly selected and consists only of students
in four-year institurions. Finally, the study is
not longitudinal, so one cannot see if learn-
ing has been growing or declining over time.

The only representative assessment we
have of the abilities of college grads comes
from the Narional Assessment of Adult Lit-
eracy, “a nationally representative assess-
ment of English literacy among American
adults age 16 and older.” The problem is
that the assessment has only been conduct-
ed twice—~in 1992 and 2003—so we have only
a short, two-point trend line to consider,
Moreover, the test is only one measure of
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learning, and no doubt fails ro capture many
specific skills people acquire in college.

That said, what that trend shows is not
good. In almost all types of literacy—prose,
document, and quantitative—the percent-
age of people with at least “some college”
demonstrating proficiency decreased mark-
edly berween 1992 and 2003. Mare disturb-
ing, the percentages also plummered for
people with bachelor’s degrees and gradu-
ate degrees. For instance, the percentage of
bachelor’s holders proficient in prose lit-
eracy dropped from 40 to 31 percent, and
in document literacy from 37 to 25 percent.
Among adults with at least some gradu-
ate education, there were proficiency drops
from 51 to 41 percent in prose, and from 45
to 31 percent in reading documents.*6 To
put that in context, between 1990 and 2000
the number of FTE college enrollees rose 13
percent and total taxpayer funding per FTE
increased 21 percent. So literacy among col-
lege grads dropped at roughly the same rate
that enrollment grew, and taxpayer funding
per student was markedly increasing, It’s a
finding that suggests serious credential in-
flation and lirtle overall bolstering of hu-
man capital.

Noncompleters

In addition to major underemployment
among college grads and strong evidence
of credential inflation, it is necessary to ex-
plore the possibility that taxpayer subsidies
for higher education fuel noncompletion
of studies. It is possible that some students
might enter college because aid makes it less
expensive than it otherwise would be but do
not finish because they lack the necessary
ability or drive to do so. In other words, aid
could have the unintended effect of encour-
aging people to tackle something that they
might not be prepared to handle.

Once again, this is not easy to determine.
For one thing, we do not know whether peo-
ple who entered college and did not com-
plete it would have done so in the absence of
aid. In addition, we do not have much long-
term data to draw on to correlate greater

16

taxpayer funding and complerion rates.
Moreaver, what little longitudinal data we
do have is only for first-time, full-time post-
secondary students. Yet again, the data are
only suggestive, not conclusive.

To the extent the information we have
tells us anything of value, it is overall very
discouraging, although it may be improving
slightly. According to the Digest of Education
Statistics, the percentage of bachelor’s degree
seekers who complete their degrees within
four years is very low. The trend starts with
students who began their studies in 1996
and remains low through the cohort that
started in 2002. Only 33.7 percent of the
1996 cohort completed their degrees within
four years, rising to only 36.4 percent for the
2002 group. There are similar trends for six-
year grad rates: only $5.4 percent of 1996
starters had finished within six years, as had
only 57.3 percent of 2001 starters. The abso-
lute graduation rates were very poor, though
at least the trajectory was slightly upward.”’

Things are worse for two-year programs,
with slightly downward trends. Only 29.3
percent of students who started two-year
programs in 1999 had finished within three
years. Among 2005 starters, only 27.5 per-
cent had finished within three years.

What does this tell us? In an absolure
senise, very small percentages of first-time,
full-time students are completing their pro-
grams, even well beyond the rime it is sup-
posed to rake them. The long-term trends
are more mixed, but still disturbing, with
four-year completion rates rising slightly
while two-year rates dipped. At best, then, the
trends are a wash—improving a bir for four-
year programs, worsening for two-year—and
the absolure performance is dismal.

Of course, whether or not this massive
noncompletion problem is attributable to
student aid is impossible to prove. Bur it
does show that, with almost two-thirds of
college students receiving some sort of aid,
lots of students are getting taxpayer dol-
lars and not completing their studies. Many
people who are, apparently, not prepared for
college are entering it and are paying for the



experience at least partially with taxpayer
funds.

‘The Big, Clear Problem: Price Inflation

The presumption behind many of the
taxpayer-funded programs for colleges and,
especially, students, is that the money will
make higher educarion more affordable
and, hence, boost enrollment and human
capital, But underlying this is the assump-
tion that colleges will nor raise their prices
and caprure student aid, use direct subsidies
to buy items of questionable educational
value such as new recreation centers, or hire
more administrators, instead of using the
funds vo keep prices down. That assumnption
is demonstrably incorrect.

There is significant debare about wheth-
er student aid drives college price increases,
though as we’ll see, arguments against the
possibility are weak. There is no question,
however, that colleges and universities have
been raising their prices at a very brisk pace
in recent decades, and that those increases
have largely nullified aid increases. A 2003
report from the U.S. House Subcommittee
on 21st Century Competitiveness captured
the problem nicely:

There is no question that the federal
contribution to student aid programs
has been significant, and has increased
much more quickly than the rate of
inflation in order to keep pace with
college costs. However, college costs
have risen dramarically over the past
three decades, and even the immense
federal contribution has struggled to
keep pace with skyrocketing tuition
increases.?

Some basic numbers tell the tale. Accord-
ing to the College Board, real average tuition
and fees at public four-year colleges rose by
about $3,500 between 1980 and 2010, and by
about $17,800 at private four-year schools.
Meanwhile, total aid per student, which
comes primarily through government, rose
by $8,165, likely roughly equaling the aver-
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age tuition increase when weighted by en-
rollment in public and private schools.?®
Indeed, adjusting aid for enrollment and
average prices in three higher education
sectors berween the 1986-87 and 2006-07
school years reveals that “sticker prices”
rose roughly 68 percent, but after-aid prices
inflated only about 29 percent.* And note
that aid is higher for students at the most
expensive colleges and universities because,
while prices a student faces vary from insti-
cution to institurion, the student’s “expect-
ed family contribution”-basically, whar the
federal government determines a student is
able to pay—stays fixed, which means that
government-provided aid makes up more of
the difference at the higher-priced schools.

Cleatly price increases swallow a lot of
aid. But does aid fuel those increases? Unfor-
tunately, many of the studies on this ques-
tion are plagued by the use of short time-
frames that mighr only capture one trough
of a business cycle, or difficulties accounting
for che fact that a student’s aid eligibility au-
tomatically rises anytime prices increase.’!
But ultimately those problems, coupled
with the reality that human beings will typi-
cally strive to maximize benefits for them-
selves, makes it almost impossible not to
conclude that increasing aid enables colleg-
es to raise prices, which schools do because
they always believe they have need for even
greater revenue. College presidents atrest to
this reality. Former Harvard president Derek
Bok summed up the problem: “Universities
share one characteristic with compulsive
gamblers and exiled royalty: there is pever
enough money to satisfy cheir desires.”> Ie’s
a more colorful way, essentially, of framing
“Bowen’s Law,” named after economist and
multiple-college president Howard Bowen,
which essentially stares that “colleges raise
all the money they can, and spend all the
money they can raise.”®® There is also, criti-
cally, research that does indeed find that in-
creasing aid fuels rising prices, but the find-
ings are fragmented by type of aid program,
school, and so forch.*

Admitredly, there is no incontrovertible
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proof that taxpayer-funded aid drives ram-
pant college price inflation. Given the major
obstacles in the way of obraining such proof,
it is unlikely it can ever be attained. Howev-
er, the logical and corroborated expectation
that colleges will grab ever-increasing funds,
and the strong empirical evidence that some
types of colleges do indeed raise prices to
capture at least some types of aid, strongly
suggest that schools raise prices because
government aid makes more money avail-
able to them.

A Net Loss

What does all this tell us about the effect
of raxpayer funding on higher education?
At the very least, it suggests that massive
increases in total funding coming through
taxpayer-based programs have had consider-
able negative consequences. On balance the
indicators we have suggest that, while the
huge funding boosts might have produced
more students and degrees, the average de-
gree holder is likely becoming less well ed-
ucated. Moreover, it is very difficult not o
conclude that increasing aid has in large
part enabled schools to raise their prices
rather make college more affordable. Final-
ly, existing evidence suggests that credential
inflation is at work, with many bachelor’s
degrees representing little by way of new,
necessary skills or knowledge attained in
college, and that advanced degrees are now
alone in accompanying rising wages. In light
of all this, it seemns likely that taxpayer fund-
ing of higher education has been a net loss
and should be greatly decreased, if not com-
pletely phased out.

Withdrawing federal intervention is, first
of all, a legal issue. There is no constitution-
al justification for a continued federal pres-
ence outside of programs such as ROTC,
which serves the legitimate function of sup-
plying officers for the armed forces, Other-
wise, Washingron has no constitutional au-
thority to be involved in higher education:
such authority is not among the federal
government’s specifically enumerated—and
only—powers. Even if federal college pro-

grams worked, the Constitution would have
to be amended to allow them to conrinue.

But government intervention in higher
education does not appear to work at any
level, for all the reasons cited above. The re-
ality seems to be that on net, government
funding--federal, state, and local—of higher
education is counterproductive. Indeed, at
the state level researchers have found that
greater state expenditures on higher educa-
tion lead to lower rates of economic growth,
other things being equal3® The likely rea-
son? Taking money from taxpayers and
giving it to students and schools excracts
money from more efficient users—people
who know their needs best and earned the
money—and delivers it to less efficient users
for whom the money is unearned.

Given this—and with the critical under-
standing that federal involvenent is uncon-
stitutional and should thus be completely
eliminated—from an economic standpoint
Congress at a minimum should eliminate
foans for anyone other than truly low-
income students—a designation perhaps
pegged at the poverty rate—and should turn
federal grant programs into loans. The goal
of higher education, generally, is to increase
one’s eatning porential, so there is no justi-
fication for giving away money from taxpay-
ers—many of whom did not go to college—in
order for someone else to get a degree and
become wealthier, Moreover, ensuring that
aid recipients ultimately bear the costs of
their education would be a considerable de-
rerrent against unprepared or unmotivated
individuals enrolling in college. And, of
course, private entities—both for-profit and
charitable—could and would provide assis-
tance to promising students as they already
do, despite the huge crowding-out presence
of taxpayer funds.

At the state level, subsidies to schools
should be phased out, requiring institutions
to survive and chrive by satisfying custom-
ers. At a minimum, state subsidies should be
greatly reduced and “voucherized,” connect-
ing money to students, not schools. Schools
should have to provide what paying custom-



ers want, not what educators can lobby for.

Does this mean public colleges would be
defunded? No.

For one thing, colleges already get tens of
billions of dollars annually in philanthropic
support. There is every reason to believe that
thar funding would greatly increase if gov-
ernment were to stop footing much of the
hill. Moreover, public colleges—especially
large research universities—have big compet-
itive advantages over most private schools
because the research universities have very
large campuses and extremely diverse and
expensive facilities. That would make them
natural first choices for people wanting to
finance all sorts of research. And all levels of
government could conrinue to fund univer-
sity-based research, but it should be research
that (1) serves legitimate government pur-
poses, which for the federal government is
only research enabling it to better execute its
specific, enumerated powers, (2) cannot be
done more effectively and efficiently by the
private sector, and (3} does not substantially
detract from schools’ teaching missions.

The ultimate goal should not be to tear
down the Ivory Tower. It should be to make
higher education much more efficient
and effective, and do so without creating
net harm tw sociery. Eliminating massive,
forced, third-party funding of higher educa-
tion is the key to doing that. Unfortunacely,
the tendency in public policy is to look sim-
plistically ar the loss of public funding rach-
er than consider the potentially huge gains
from changing the current system: college
would have to become cheaper and more ef-
ficient as subsidies were eliminated; poten-
tial students would have to be more discern-
ing when deciding whether and where to go
to college; credentials would have their value
restored; and, most importantly, taxpayers
would find hundreds of additional dollars in
their pockets each year to apply ro the priori-
ties in their lives, whether that's food, hous-
ing, education, or investing for the future.
And, ultimately, doing thar would produce
a much more efficient outcome for society
as a whole.
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Conclusion

Taxpayer funding for higher education
has ballooned over the last quarter century,
but there is little evidence it has done net
good. It has probably helped to produce
more college enrollees, but it has almost
certainly also underwritten poor academic
results, rampant price inflation, and consid-
erable college inefficiencies, and has taken
increasing amounts of money from individ-
ual taxpayers that they would have applied
to more important and effective endeavors.
That makes the ulrimate conclusion precty
clear: taxpayers have been paying far too
much for higher education over the last,
roughly quarter century, and getting far too
licele for it
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Unbearable Burden?
Living and Paying Student Loans as a First-Year Teacher
by Neal McCluskey

Executive

It is widely believed that starting public
school teacher salaries are too low, and student
Toan burdens are 0o high. IF true, we could be
facing a situation in which recent college gradu-
ates cannot afford to go into teaching because
they will be unable o repay their college debrs.
Public policies are already being formulated on
the basis of that conclusion,

Unfortunarely, che only major analysis of
ceacher salaries and student debt published to
daceis based largely on borrowers’ subjective feel-
ings about debt manageability. Likewise, more
traditional methods of determining how much
debr s too much offer little help because theyare
based primarily on general risks of default pre-
dicted by debe-to-income ratios rather than the
ability of specific borrowers to handle their debts
and other expenses,

To provide legislarors with a more objective
basis for policymaking, this paper assesses first-

Summary

year teachers' ability to pay back college loans giv-
en their actual salaries and expenses. This method
eliminates both the subjectivity of determining
debr burdens on the basis of debrors’ feelings, and
the imprecision of using correlations berween
debt-to-income ratios and overall default rates.

The findings presented here reveal that first-
year teachers in even the least affordable of the
16 districts examined can easily afford to pay
back cheir debrs, Indeed, with just some basic
economizing, a first-year teacher could not only
pay back average debr, but could handle debr lev-
els nearly chree times the naional average. This
does not mean that current teacher salaries or
student debr burdens are “right”--only markets
can determine that—bur it does mean that there
is no need for policymakers to intervene in eicher
teacher pay ot student aid to assure that college
graduates can afford to become public school
teachers.

Neal McCluskey is associate director of the Cato Institute’s Center or Educational Freedons and autbor of Feds in
the Classroorn: How Big Government Cotrupts, Cripples, and Compromises American Education. He

blogs at Cato-at-Liberty.org,
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Introductdon

There is a widespread belief thar public
school teachers are underpaid. Many people
also feel thar college debt loads are becoming
unbearable. Put these assumptions together,
and they make a career in teaching seem like
fiscal suicide—a prescription for a life of sac-
rifice, penury, and ramen noodles.

Fear of this scenario becoming realicy—as
well as new graduates finding it difficult to
enter othet public service fields—has prompt-
ed significant policy rhetoric and political
action in recent years. The Stare Public Interest
Research Groups, an organization that in
higher education advocates for increased stu-
dent aid, called artention ro the potential
problem in 2006 with its teport Paying Back,
Not Giving Back: Student Debt’s Negative Impact on
Public Service Career Opportunities, which exam-
ines the impact of debt on prospective teach-
ers and social workers." In 2007, Congress
enacted the College Cost Reduction and
Access Act, which among other things forgives
Federal Direct Loans to people in “public ser-
vice jobs”—including public school teachers—
after 10 years of contnual public service and
unimissed paymems.2 In May 2008, Rep. Joe
Baca (D-CA) introduced the Teacher Edu-
cation Assistance Creating Hope for our
Future Act, which would forgive up to $25,000
in federal student loans to any teacher who
completes five years of service” The newly
reauthorized Higher Education Act directs the
U.S. Secrerary of Education and the Office of
Management and Budger to study the impact
of student loan debt on graduates entering
public-service careers, and includes loan for-
giveness for some teachers and others em-
ployed in areas of “national need” Finaly,
President-elect Barack Obama has proposed
creating “Teacher Service Scholarships” for
educarors working in “high-need” fields or
schools.

This paper tests assertions about unman-
ageable teacher debt by examining whether a
firstyear teacher with only a bachelor’s degree
and no prior teaching experience would have

serious difficalty living on his salary while
making average college loan payments.

Almost as important as what this paper
does, it should be noted, is whar it does not
do: identify how much a first-year teacher
should get paid or how much debr a college
student should graduate with. These are
among the biggest and most contentious
debates in both K-12 and higher educarion,
but what constitures a “fair” debr burden or
salary are inherently subjective questdons
that empirical testing cannot answer.

This does not mean that the findings pre-
sented here are unrelated to fairess. In most
sectors of American life the market determines
fair wages and loan terms by balancing the
desires and preferences of employers and
lenders with the desires and abilities of
employees and borrowers. Through millions
of individual, volunrtary agreements, lenders,
borrowers, employers and employees arrive at
borrowing and wage levels acceptable to all
parties. These are cruly fair terms because they
are imposed on no one against their will.

In contrast to this, current student loan lev-
els and terms, as well as teachers’ salaries, are
generally determined by political forces, not
voluntary agreements, and revolve around
what one party can impose on the other
through government, This is why arriving at
the truth about teacher salaries and loan bur-
dens is so important: in the absence of mar-
kets, it is often the most compelling pofitical
case that carries the day, and all parties spin
reality to their advantage. When it comes to
salaries and college debr, teachers and stu-
dents have an interest in convincing policy-
makers that they are struggling, and that only
more government assistanice can help them. In
contrast, budget-conscious policymakers and
taxpayers have an incentive to portray stu-
dents and teachers as flush with cash in order
keep spending down. We have to get past this
spin. To make the political process work as
well as possible, we have to use real debt and
expense numbers to determine whether
teacher salaries are too low and student debt
burdens too high for first-year teachers to
make ends meet.



Teacher Pay in Brief

In order to put the question of student
Joan affordability in context and assess the
degree to which teachers can supplement
their public school income, it is necessary to
understand how they are paid. For the most
part, public school teachers’ salaries are fixed
on ladders ser at the district level, usually, but
not always, through collective bargaining
between the school board and district’s
school-employee union. Steps on the salary
ladder are ordinarily based on a teachers
experience and education level; a teacher who
has taught for 10 years and has a master’s
degree will earn more than a teacher with two
years of experience and a bachelor’s degree.
There are exceptions to this—some states and
districts are looking to differential pay to
areract teachers in shortage areas like mathe-
matics, science, and special education, or to
pay reachers on the basis of “merit’—bur the
norm is still the salary ladder.

Still more contentious than the structure
of teacher remuneration is the actual amount
that teachers ger paid, especially relative o
other professions. Quantifying reacher pay
sounds like it should be straightforward, buta
lot depends on how the money and time are
divvied up. Perhaps as a result of this, the pub-
lic appears to have a deflated sense of teachers’
salaries. According to a recent survey, respon-
dents underestimated the average public
school teacher salary in cheir state by about 30
percent, or $14,370.°

Using the most basic measure of payment—
annual wages—teacher pay is above the nation-
al average. According to the Bureau of Labor
Statistics’ Occupational Employment Statistics
survey, in May 2007 the mean annual wage for
all nonfarming occupations was $40,690.
Elementary and secondary school teachers, in
contrast, had mean wages over $50,000°

Of course, it is most informative to compare
teachers to people in lines of work with similar
requirements, and when looking stricdy ar
salaries, teachers do tend to earn less than oth-
er professionals. An analysis in Education Week's
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2008 Quality Counts compendium, which used
two years of dara from the U.S. Census Bureau’s
American Community Survey, revealed that on
average public school teachers eamed 88 cents
for every dollar earned by workers in sixteen
“comparable” occupations, including accoun-
tants, computer programmers, and occupa-
tional therapists. The authors report thay, using
their methodology, public school teachers
earned a median salary of $44,690 while mem-
bers of the other professions earned a median
salary of $50,784.

Though overall salary data are useful, espe-
cially for understanding teachers® basic pay,
many researchers argue that it is not a full por-
trayal of teachers’ monetary compensation, in
farge part because it fails to account for actual
time worked. Wich school calendars featuring
many built-in breaks—including roughly two-
and-a-half months in the summer—and
school days averaging around only 6.5 hours
in length, it is reasonable to suspect that teach-
ers work fewer hours for their salaries than
other professionals.

Recent analyses of Bureaw of Labor Statis-
tics data taken from the National Compen-
sation Survey confirm this suspicion. Looking
at 2001 data, economist Richard Vedder com-
pared teachers’ hourly earnings to those of
numerous other professionals and found that
teachers out-earned architects, mechanical
engineers, biological and life scientists, and
several other professionals. In 2000, the aver-
age hourly wage for a job defined as a “profes-
sional specialty” by the BLS was $27.49,
reports Vedder, while the average wage for ele-
mentary school teachers was $28.79, sec-
ondary school teachers $29.14, and special
education teachers $29.97° Using 2005 NCS
dara, the Manhattan Institute’s Jay Greene
and Marcus Winters examined hourly reacher
pay and arrived at similar findings. They dis-
covered that the average public school teacher
made $34.06 per-hour in 2005, 11 percent
more than the average professional specialty
and technical worker.”

These analyses, while making more of an
apples-to-apples comparison than simply
comparing annual salaries, are still not wholly

The average
public school
teacher made
$34.06 per hour,
11 percent more
than the average
professional
specialty and
technical worker.
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satisfactory, primarily because they may
undercount time worked by teachers and over-
count time worked by other professionals,
Sean P. Corcoran and Lawrence Mishel of the
Economic Policy Institute note, for instance,
that NCS dara count paid tme off such as
paid vacations and holidays as hours worked
for most professionals but not teachers, who
are typically paid for roughly a 180-day year
that does not include holidays and paid vaca-
tions. Greene and Winters did not adjust for
this according to Corcoran and Mishel, inflat-
ing nonteachers’ wages for hours actually
worked. A more accurare measure, they argue,
wauld calculate nonteachers’ hourly pay using
only days actually worked and excluding paid
vacation and holidays.”

Doing what Corcoran and Mishel suggest
still demonstrates much greater cornparability
between teacher and other professional pay
than is indicated by annual salaries alone.
Using OES data from May 2007, a compari-
son of average teacher salaries—including pri-
vate school teachers, who get paid nearly 40
percent less than public school reachers'—
and a few other professions included in the
Quality Counts dara bear this out. The lowest
average hourly earnings for non-special educa-
tion, nonvocational, elementary, middle, and
secondary school teachers accrue to elemen-
rary school teachers at $35.49, a figure derived
using 188 days (183 instructional and S in-ser-
vice), 7.5 hours per day, and a mean annual
wage reported by the OES of $50,040. In com-
parison, accountants and audirors, registered
nurses, insurance underwriters, and computer
programmers earn hourly wages of $3291,
$32.54, $31.31, and §37.51, respectively, fig-
ures determined by dividing the mean annual
wage for each job as reported by the OFS by
actual hours worked, or 240 days a year (52
weeks a year, five days a week, minus ten days
of paid vacation and ten paid holidays) for
eight hours a day.”* Only computer program-
mers made more per-hour than the lowest-
paid subset of teachers.

One last objection to hourly-earning com-
parisons is that teachers work many more
hours than are reflected in official time spent

at school. They grade papers, plan lessons, call
parents, often after school and on weekends.
“Six or seven hours is the ‘contracted’ work-
day, but unlike in other professions, the expec-
tation for teachers is thac much required work
will take place at home, at night and on week-
ends,” explains a “Myths and Facts” page on
the website of the National Education
Association. “For teachers, the day isn’t over
when the dismissal bell rings.”®

It is crue that teachers often work at home,
but a recent BLS study suggests that even dur-
ing months when they are teaching, educators
work less time than other professionals.
According fo the study, in which participants
logged how much work they did each day and
where they did it, reachers worked on average
18 fewer minutes per day than other profes-
sionals. And that included only days when the
subjects worked—summer and other vacation
days were not included in the average.™

The longest period during which teachers
are not working for their salary, of course, is
during the summer, when they often pursue
addidional employment. Critically, ne porensial
income from summer employment is included in
this analysis of first-year teacher compensation, but
many teachers do eamn income by turoring,
managing pools, working at summer camps,
house painting, freelance writing, and a vari-
ety of other jobs. According to the National
Educarion Association, 45 percent of public
school teachers worked during the summer of
2000." Moreover, according to the BLS,
roughly half of all teachers do not work past
400 p.m. on any given day, providing addi-
tional time that could be used for a second
job. And there is evidence that teachers do use
time this way: the BLS reports that while 12
percent of other professionals had second
jobs while working in their primary occupa-
tion, 17 percent of teachers had second jobs
during periods when they were teaching.

Debates over teacher compensation will cer-
tainly continue, but two important things are
clear for our purposes. The first is that teachers
get paid roughly on par with other comparable
professionals on an hourly basis and have
much more time in a year to eamn money



beyond their salaries. This makes it politically
difficult to justify higher pay for teachers even
if their annual compensaton is too low to
afford average student debt because, on an
hourly basis, they would have to be paid in
excess of comparable professionals. The sec-
ond reality, however, militates against this first
concern by making it clear that teachers have
plenty of dme to significantly supplement
cheir income. This last point is especially
imporrant to keep in mind when considering
the amalysis presented later in this report,
which, because it does not include any poten-
tal income beyond a teacher’s basic salary,
almost certainly underestimates a firstyear teacher’s
total anwual income.

Student Loans in Brief

There is o question that the “sticker price”
of higher education—the published cost of
tuition, fees, room and board—has gone up
markedly over the last couple of decades.
According to data from the College Board, the
average inflation-adjusted cose of tuition, fees,
and room and board at four-year private col-
leges grew 70 percent berween 1987-88 and
2007-08, from $19,000 o $32,307. Over the
same period, the cost at a fouryear public
institution rose 78 percent, from $7,631 to
$13,589."

So, how have students been able to afford
these significant price increases? A good bit of
the answer is financial aid, much of which
comes through student loans. College Board
data show that berween 1986-87 and 2006-07,
the average inflation-adjusted aid per full-time-
equivalent student (which includes undergradu-
ate and graduate students) rose 139 percent,
from $3,967 to $9,499. This was split almost
equally between grant aid {which students don’
have to pay back) and federal loans (which they
doy, though tax benefits started to creep into the
equation in 1998-99. Between 1986-87 and
2006-07, infladorvadjusted grant aid per full-
tme-equivalent student rose 131 percent, from
$2,014 ro $4,648, and federal loan aid rose 138
percent, from $1,826 to $4,3377
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1n addition to these aid sources, students
have increasingly taken out private loans
which are not backed with taxpayer dolars
and often don’t carry the generous interest
rates and repayment terms that federal back-
ing makes possible. The College Board does-
n't provide a per-pupil breakdown of private
borrowing, but reports that in the 2006-07
academic year $17.1 billion was borrowed
from private lenders.”® On the flip side, many
students don’t borrow any money to attend
college; about one-third of four-year college
students graduate debr-free.””

The concern among students, parents,
politicians, and student advocacy groups is that
loan amounts are becoming increasingly
unbearable. According to the Project on Stu-
dent Debt, between 1993 and 2004 the average
amount owed by seniors who graduated with
debt rose 58 percent after adjusting for infla-
tlon, going from $12,152 w0 $19,200, an appre-
clable rate of increase that many people fear will
only grow if tuition continues to skyrocket®®
This concemn is especially acute for students
intending to go into what many consider low-

_paying careers, and i’s what prompted the

State PIRGs ro publish Paying Back, Not Giving
Back: Student Debt’s Negative Impact on Public
Service Career Opportunities, a report examining
the impact of debt on students planning to go
into teaching or social work,

Paying Back, Not Giving Back asserts that giv-
en “high debt levels, the congressional fixed
6.8 percent interest rate for federal loans, and
low starting salaties . . . 23 percent of public
four-year college students graduate with too
much debt to manageably repay their loans as
a starting teacher,” as do 38 percent of private-
school graduates.® The solutions provided in
the report are a bit vague, bur can essentially
be summarized as: (1) increase need-based
grant aid; (2) put caps on the amount of debt
that students have to pay back and the length
of time they can be saddled with debs; (3) reg-
ulate private loans more strictly, including
their interest rates and terms; and (4) provide
financtal incentives (presumably federal) for
state governments and colleges ro keep tuition
costs low?

Adjusted for
inflation, college
aid has risen
139 percent over
the past 20 years.
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While these measures may sound reason-
able, they are likely to do more harm than
good. Expanding aid either by increasing
grants, making it easier to discharge debrs, or
both, will continue to drive the third-party-
payer problem that has been inflating tuition
prices. Essentially, the more money obtained
through taxpayers (the third parties in the
student-school transaction) that students
and their families can use to pay for college,
the less sensitive students are to price increas-
es, the more they demand, and the more
schools charge without imposing any addi-
tional “pain” on students.

The College Board data cited earlier sug-
gest that this is happening: while real, enroll-
ment-weighted, tuirion, fee, and room-and-
board costs for private and public four-year
schools have risen around 75 percent over the
last two decades, aid per student has grown
almost 140 percent. Applying average aid per
full-time equivalent student to public and
private four-year college costs and adjusting
to make aid amounts proportionate to the
difference between public and privare school
costs {aid data are currently available only as
an average for all students, but aid generally
rises as costs rise), one can approximate the
degree to which aid makes students less sen-
sitive to increasing prices.

While the real “sticker price” rose 70 per-
cent over the last two decades for privare col-
leges, going from $19,000 to $32,307, the
after-aid costs rose only 42 percent, moving
from $12,335 to $17,489. At public schools, a
78 percent sticker price increase—$7,631 to
$13,589—felt more like a 48 percent boost
from $4,933 to $7,320.% OFf course, students
are sensitive to loans even when they are
heavily subsidized, so not all aid makes st~
dencs completely numb to real price increas-
es. On the other hand, lowerthan-market
interest races make them less sensitive than
market rates, and with federally subsidized
Stafford loans, the government pays the
interest while students are in school and for
six months after chey graduace.

What would be the likely effects of requir-
ing private lenders to offer lower interest rates

and/or more generous repayment terms? Both
options are dangerous due to the phenome-
non already discussed: the cheaper the fund-
ing, the less the constraint on students” ability
and willingness ro pay, and the more schools
can charge. In this regard private loans per-
form more of a public service than federal
loans because they give a greater imperus to
keep prices down. There is also a serious ques-
ton of fairness when government puts its
thumb on the lending scale. True balance is
struck when borrower and lender find terms
that are mutually agreeable, not when govern-
ment privileges one party over the other.
Finally, proposals to have Washington
offer schools incentives to keep tuition down
are not as simple as they sound. One possible
approach would involve revoking aid fo stu-
dents at instirutions that raise tuition faster
than a pre-approved rate, bur this would
require expensive, in-depth monitoring, and
would prevent many schools from raising
tuition when necessary to expand or improve
their product. The other approach, which ap-
pears in a mild form in the most recent Higher
Education Act reauthorization, would penal-
ize states by withholding access to some feder-
al money if they did not hold funding to pub-
lic universities at or above average levels for
previous years. Such a move ties the hands of
state legislators who are atcernipring ro balance
budgets, and it hurts state taxpayers who may
have other priorities than higher education.
Difficult tradeoffs confront any effort to
deal with increasing student loan burdens,
whether the tack is to increase access to aid or
coax schools to curb prices. With these poten-
dally painful tradeoffs in mind, it is important
to know for cerrain whether student debr is
cruly so burdensome that it seriously threatens
graduaces’ ability to go into fields like teaching,

Prevailing
“Unmanageable Burden”
Calculations

With teachers’ remuneration appearing
low relative to comparable professionals—that



is, if one doesr’'t account for the additional
time teachers have available for other employ-
ment-and with college graduates” debt bur-
den growing, some people believe that many
new teachers will find their student debts
unmanageable. But does reality bear this our?
To answer the question, we need first to know
what is meant when debt is called “unman-
ageable.”

In general, guidelines for how much debtis
too much vary widely and depend a grear deal
on individual financial circumstances and tol-
erances for risk. A general rule of thumb
according to many financial advisors is to nev-
er let one’s debt-to-income ratio éxceed 36 per-
cent.™ Just for student loans, the general rule
is to not let debt exceed between around 8 and
15 percent of one’s income.” The rationale is
that higher debt-to-income ratios significant-
ly increase the risk that borrowers will default
on their loans.

In determining how many teachers face
overly burdensome debt, the State PIRGs used
an index created by economists Sandy Baum
and Saul Schwartz intended to identify unman-
ageable debt as perceived by borrowers, not what
lenders identify as debt levels that dangerously
increase the chance of default. In the currently
available version of Baum and Schwartz's
paper, they use 20 percent of income beyond
150 percent of the poverty line as their ceiling
for annual payments.”® So, for instance, Baum
and Schwartz note that 150 percent of the
poverty line for a single person was $14,700 ac
the dme they were writing, If a new teacher were
to make $20,000, using Baum and Schwartz’s
index her “manageable” annual debt payment
would be $1,060, or 20 percent of the difference
between her total income and 150-percent of
poverty. The State PIRGs, it should be noted,
report having used a version of Baum and
Schwartz’s index that used 20 percent of
income beyond half of the median pre-tax
income for a single American—nort 150 percent
of the poverty line—rendering their results a bic
different from what would have been yielded
using the currently available version of Baum
and Schwartz’s papen” Half of median pre-tax
income was $18,771.
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In keeping with their goal of assessing debt
burden from the borrower’s perspective, Baum
and Schwartz’s determination of the debt max-
imum is informed by--but not systematically
based on—several considerations. Among
them are the improved earnings generated by
having a bachelor’s degree rather than just a
high school diploma; financial-need analyses
that place college costs in context with other
financial demands; and analyses showing that
borrowers’ perceptions of how burdensome
their loans are increase as their ratios of loan
payments to pre-tax income rise”®

The State PIRGs used Baum and Schwares
index to calculate percentages of new graduates
of public and private four-year colleges in each
state who would have had unmanageable debt
had they taken teaching jobs in the state. First,
they adjusted the $18,771 half-of-median pre-
tax income baseline up or down according to
state-by-state median income differences. Next,
they subtracted those adjusted baselines from
average starting teacher salaries in each stare
and muldplied the remainders by 20 percent,
yielding “manageable” annual loan repayment
maximums. They then divided those annual
maximurns by 12 to get monthly maximum
payments and calculated the debe level that
would generare such payments for a 10-year
loan with a 6.8 percent interest rate, the stan-
dard rate for subsidized Stafford loans. (The
standard subsidized Stafford interest rate has
since dropped and will continue to do so each
year before resetting to 68 percent for the
2012~13 school year.) Finally, the State PIRGs
calculated what percentage of new graduates
from public and private fouryear institutions
in each state had debr levels thar generated
monthly payments beyond the maximum, and
identified those as the percentage of new grad-
uates whose debt was too high to manageona
firse-year teacher’s salary. For public school
graduates, New Hampshire had the highest
debt problem, with 54 percent of recent grads
facing debt levels too large to handle on an aver-
age first-year teacher’s salary, while Georgia was
Towest at 12 percent.

The State PIRGs’ analysis offers a bleak
picture for first-year teachers, bur it suffers

People believe
that many new
teachers will
find their
student debts
unmanageable.
Does reality bear
this out?



Whether or not
teachers say they
feel burdened is
of secondary
concern to
whether or not
they can actually
pay their debts.
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serious problems and policymakers should
not base decisions on it

First, Baum and Schwartz's burden index—
on which the State PIRGs based their calcula-
tons—is highly subjective, based in part on bor-
rowers’ selfreported feelings. Baum and
Schwartz acknowledge this problem in their
papet, noting that “deriving one set of bench-
marks from the dacta reported here clearly
requires a subjective judgment”™ Second, the
State PIRGs use the median debt level for all new
college graduates—not just prospective teach-
ers—to caleulate how manageable debt would be
on a first-year teacher’s salary. But many stu-
dents no doubt consider costs and expected
earnings when choosing colleges, and pick less
expensive schools when their expected earnings
are lower. Education majors’ average debr Jevel
supports this: according o a 2005 US. Depart-
ment of Education report, among students who
borrowed for college and received their bache-
lors degrees in the 1999-2000 school year (the
latest wich available data), education majors bor-
rowed $1,300 less than the overall average.™

The final and most important problem
with the State PIRGs” methodology—and the
underlying Baum and Schwarez analysis—is
thar it dances around reality, estimating bur-
dens based on borrowers reported percep-
tons, not the actual expenses first-year teachers are
likely to face. Itis important to know how teach-
ers feel about their debe burdens, especially if
they pass those feelings on to potential teach-
ers and discourage them from entering the
profession. But what teachers report may be
exaggerated, and whether or not they say they
feel burdened is at best of secondary concern
to whether or not they can actually pay their
debts while maintaining a reasonable quality
of life. Answering that primary question is the
goal of our analysis.

Assessing Loan
Manageability by Assessing
Teacher Costs

Given average student deb, actual salaries,
and expenses they are likely to face, can first-

year reachers afford to pay back their loans?
To answer that question, this paper examines
a geographic and demographic cross-section
of distriets around the country. It uses the fol-
lowing 16 districts, abour which more infor-
mation is available in Appendix A:

* Allendale County Schools, South Caro-
lina

* Baldwin Comumunity Schools, Michi-
gan

® Bartle Creek-Ida Grove Community
School District, fowa

® Calipatria Unified School Diserice, Cali-
fornia

* Clay County Public Schools, Kentucky

¢ Coahormna County School District, Mis-
sissippi

* Dallas Independent School District,
Texas

* Denver Public Schools, Colorado

* Duval County Public Schools, Florida

* Madison School District #321, Idaho

* Memphis City Schools, Tennessee

® New York City Public Schools, New
York

*® Pembroke School District, New Hamp-
shire

® Phoenix Union High School District,
Arizona

® Santa Marja Independent School Dis-
trict, Texas

* Seartle Public Schools, Washingron

Overall, rhe districts range in physical loca-
tion from the west to east coasts, are in areas
with median household incomes ranging
from $20,364 to $54,297 and include rural
and urban districts. It is not a randomly
selected sample, but rather one specifically
chosen to maximize the diversity of the set-
tings examined. For each of these districts,
this paper reports 2007-08 salary informa-
tion for a first-year teacher with a bachelor’s
degree and no previous experience, and esti-
mates the costs of both necessary expenses
such as debt repayment and rent, and discre-
tionary expenses such as a cable television
subscriptions and clothing purchases.



When examining the findings of this
analysis, there are several importane points to
keep in mind:

1. The teacher’s income used here is only
her base teaching salary. As mentioned
earlier, teachers have a grear deal of dme
away from teaching during which they
can, and often do, work other jobs that
provide supplemental income. In addi-
tion, teachers often assume extra duties
in their districes for which they get paid
beyond their base salary, such as coaching
teams, advising student groups, or help-
ing to write curricula. Since no addirion-
al income 1s incorporated in this analysis,
it almost certainly underestimates, pevhaps
significantly, the average first-year teacher’s
actual income.

2.No efforts were made to economize
on expenses. The costs used for numer-
ous goods and services are based on read-
ily available offers and prices, and no spe-
cial effort ro find “deals” was made. In
addition, housing is calculated for a sin-
gle renter in an average-cost apartment,
whereas recent graduares, regardless of
profession, often have roommates in
below-average apartments. This means it
is very likely that a thrifty teacher could
get the items used here for significantly
less than the cost given.

3. No special deductions or affordability
programs were considered. Some perks
teachers ger include housing assistance
from their districts and educator-specific
discounts from companies such as Barnes
and Noble, Apple Computers, Ann
Taylor, and others®! In addition, teachers
and other taxpayers are often eligible fora
vartety of credits and deductions on their
taxes. None of these or other potential
savings were used in this analysis to caleu-
late reachers’ likely expenses.

4. This is not a nationally representa-
tive sample. While a serious effort was
made to analyze a diverse set of dis-
tricts, the sample was small and not
randomly selecred. Resources did not
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permit collection of a large, nationally
representative sample, but it would be
valuable to collect such a sample to ver-
ify the conclusions of this study on a
truly national scale.

What were the specific conditions under
which the calculations in this paper were
made? More fine-grained details concerning
the districts used and expenses allied can be
found in the appendices—and even more
explicit data than that are available upon
request—but it is important to understand a
few major derails up front.

The salary information is based on a 12-
month breakdown-—even if a teacher could
opt to get paid on, say, a 10-month schedule—
of annual salaries as reported by districes fora
first-year teacher with a bachelor’s degree and
no experience. The monthly loan payment is
based on a total loan of $20,011. It is derived
from the most recent estirmate of average loan
burden for new college graduates as calculated
by the Project on Student Debr adjusted for
inflation, and the smaller average debt burden
borne by education rnajors;32 Finally, expenses
include

* average inflation-adjusted rents for the
district and surrounding areas;

® food consumption adhering to the US.
Department of Agriculrare’s “liberal”
food plan plus $32 monthly for eating
out, the total of which was then adjusted
for regional cost differences;

¢ medical and dental insurance costs
borne by teachers;

* union dues, where applicable;

® costs to fill a 2000 Toyora Corolla with
gasoline on a weekly basis;

® auto insurance costs for the Corolla;

® a car loan payment at a 7.43 percent
interest rate and 60-month rerm;

* clothing purchases and laundry costs;

* miscellaneous costs that could include
start-up furniture, housewares, and oth-
er new housing needs;

* telephone, internet, and relevision costs;

* federal and stare (where applicable) taxes.

Teachers have

a great deal of
time away from
teaching during
which they can
work other jobs.



New college
graduates who
become public

school teachers
can easily manage
average college

debt.
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Appendix B presents the primary results for
this income-expense analysis, and makes clear
that while there was certainly variation in
affordability, in none of the districts would a
first-year teacher with average student debe be
unable to live comforrably. Noc only could a
firse-year teacher afford all of his staples like
housing, food, and monthly student loan pay-
ments, he could afford to purchase numerous
miscellaneous iterns, some of which he would
likely already have, including dinnerware and
furniture, Indeed, with the exception of
Pernbroke, New Hampshire, pro-rated over 12
months he could afford all those things with
over $100 remaining at the end of each month.
In Dallas, he would have $900 remaining at the
end of each month.

In addition to overall affordability, the
average debt-to-income ratio for the sample
was 8 percent, with a high of 11 percent in Ida
Grove, lowa, and a low of 6 percent in Dallas
and New York Ciry. These results are well with-
in the safe range of the debt estimates com-
monly accepted as manageable.

Clearly, first-year teachers in these districts
could afford to live with security and relative
comfort while making the monthly payments
on average student debt. Another iraportant
question to answer, however, is what the maxi-
mum amount of debt is that a first-year teacher
could afford Knowing this would indicate
how much students could spend on college
and still manageably become public school
teachers.

If we cut a bit of the most accessible “fat”
from the consumption estimated in the pri-
mary analysis—those things that are nice to
have but are not necessary for survival—we can
getan idea. We calculare this not on a district-
by-district basis, but based on the case of
Pembroke, New Hampshire, the least afford-
able of the districts examined.

Splitting rent with a reommate on a stll
median-rent apartment in Merrimack County,
New Hampshire, would immediately save $344
a month™™ Dropping down from what the
USDA considers a “liberal” expenditure on
food 1o one that's “moderate™-but still keep-
ing $32 a month for restaurants—would save

an additional $61. Finally, getdng rid of the
teacher’s landline relephone service, which
would not be a big inconvenience as long as she
keeps her cellular phone, as is increasingly
common, saves $36 a month. Just making
those changes would give the reacher an addi-
tional $441 to spend servicing her debt each
month, which, added to the current monthly
debr payment of $230, could cover monthly
payments on a total debt of more than
$58,000, an amount that approaches triple the
narional, inflaton-adjusted debt average of
$21,450 based on Project on Student Debr esti-
mates.

Anitemized estimation of both basic, teach-
ing-salary-only income and likely expenses
reveals that a firseyear public school teacher
could easily manage average student debt. The
debt-to-income ratios are typically considered
manageable by standard estimates, and teach-
ers can afford numerous necessities and
amenities almost always with $100 or more per
month left over. In addition, when the maxi-
mum debt one could handle after making a
few, fairly painless cuts is calculated, it is clear
that no public policies need to be irnplemented
either to raise teacher salaries or make college
cheaper in order for teachers. to be able ro
afford both their profession and student loans.
This does not mean that teacher pay or college
costs are currently “right” or “fair”~those are
things only free markers can determine—but it
does indicate that new college graduates who
become public school teachers can easily man-
age average college debt.

Conclusion

Whether teachers are underpaid or over-
paid, and whether student debt burdens are
too great, are subjective questions that can-
not be answered through ernpirical analysis.
What can be determined empirically, howev-
er, s whether teachers with varying student-
debt levels can afford to service their debt
and pay for the necessities of life on a firse-
year public-school teacher’s salary. Based on
detailed analysis of the costs first-year teach-
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ers are likely to face in demographically and
economically diverse school districts around
the country, the answer appears to be that
they can afford average college debr, and well
beyond average debt if they are willing to do
some moderate economizing. Performing
this same analysis on a larger, random sam-
ple of districts would be necessary to ensure
narionally representative results, but com-
pared to the subjective estimates typically
used to identify “unmanageable” debt, the
present analysis allows one to draw a more
reliable conclusion: for a new graduate with
no previous teaching experience, average stu-
dent debt can be safely managed on a public
school teacher’s salary in widely varying dis-
tricts around the country.

Appendix A:
District Profiles

Note that for all categories, the most recent
available U.S. Census figures were used. Popula-
ton figures come from US. Census Bureau,
“Population Finder.” Household income figures
and poverty rates were taken from US. Census
Bureau, “State and County Quick Facts”
Income figures were adjusted to 2007 dollars
using the Gross Domestic Product Deflarion
Calculator at hetp://costjsc.nasa.gov/inflate
GDPhuml. This was done in order to make
income figures coincide with the year for which
reacher salaries and affordability were calcular-
ed. Also, for noncounty and nonurban districts
the median household income for the county,
rather than the district, was used because the
prices and other economic conditions teachers
would face would be more affected by the medi-
an income for the entre county.

Allendale County Schools

Location: Allendale County, South Carolina

Area Served: Entire County

Classification: Rural

Population Served, 2007: 10,475

Median Household Income, 2004: $21,527
Adjusted to 2007: $22,491

Percent Below Poverty Line, 2004: 32.1

11

Baldwin Community Schools

Location: Baldwin Village, Michigan

Area Served: Baldwin Village and surrounding
cornmunities

Classification: Rural

Population Served, 2007: 1,182*

Median Household Income, Lake County,
2004: $27,868

Adjusted to 2007: $29,116

Percent Below Poverty Line, Lake County,

2004: 19.7

Battle Creek~Ida Grove Community
School District
Location: Battle Creek and Ida Grove, Iowa
Area Served: Bartle Creek and Ida Grove
Classification: Rural
Population Served, 2007: 2,740
Median Household Income, Ida County,
2004: $40,421
Adjusted to 2007: $42,232
Percent Below Poverty Line, Ida County, 2004:
9.4

Calipatria Unified School District
Location: City of Calipatria, California
Area Served: City of Calipatria
Classification: Rural
Population Served, 2007: 7,638
Median Household Income, Imperial County,
2004: 333,674
Adjusted to 2007: $35,183
Percent Below Poverty Line, Imperial County,
2004: 18.5

Clay County Public Schools

Location: Clay County, Kentucky

Area Served: Enrire County

Classification: Rural

Population Served, 2007: 23,730

Median Household Income, 2004: $19,491
Adjusted to 2007: $20,364

Percent Below Poverty Line, 2004: 34.3

Coahoma County School District
Locarion: Coahoma County, Mississippi
Area Served: Entire County
Classification: Rural

Population Served, 2007: 27,543
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Median Household Income, 2004: $23,560
Adjusted to 2007; $24,615
Percent Below Poverty Line, 2004: 30.6 |

Dallas Independent School District

Location: Dallas, Texas

Area Served: City of Dallas and surrounding
communities

Classification; Urban

Population Served, 2007: 1,240,499

Median Household Income, 2004: $41,645

Adjusted to 2007: $43,511
Percent Below Poverty Line, 2004: 16.2

Denver Public Scheols

Locartion: Denver, Colorado

Area Served: City and County of Denver

Classification: Urban

Population Served, 2007: 588,349

Median Household Income, 2004: $41,767
Adjusted to 2007: $43,638

Percent Below Poverty Line, 2004: 15.2

Duval County Public Schools

Location: Duval County, Florida

Area Served: Enrire County

Classification: Urban

Population Served, 2007: 849,159

Median Household Income, 2004: $41,736
Adjusted to 2007: $43,606

Percent Below Poverty Line, 2004: 11.7

Madison School District #321

Location: Madison County, Idaho

Area Served: Entire County

Classification: Rural

Popularion Served, 2007: 36,647

Median Household Income, 2004 $32,569
Adjusted ro 2007: $34,028

Percent Below Poverty Line, 2004: 15.6

Memphis City Schools

Location: Memphis, Tennessee

Area Served: City of Memphis

Classification: Urban

Population Served, 2007: 674,028

Median Household Income, 1999: $32,285
Adjusted to 2007 $36,902

Percent Below Poverty Line, 1999: 20.6

New York City Public Schools

Location: New York, New York

Area Served: New York City

Classification: Urban

Population Served, 2007: 8,724,527

Median Household Income, 1999: $38,293
Adjusted ro 2007: $43,769

Percent Below Poverty Line, 1999: 21.2

Pembroke School District

Location: Pembroke, New Hampshire

Area Served: Pembroke, but the high school

also serves three other towns

Classification: Rural

Population Served (Pembroke only), 2007:
7,353

Median Household Income, Merrimack Coun-
ty, 2004: $51,969

Adjusted to 2007: $54,297
Percent Below Poverty Line, 2004: 6.3

Phoenix Union High School District

Location: Phoenix, Arizona

Area Served: City of Phoenix

Classification: Urban

Population Served, 2007: 1,552,259

Median Household Income, 1999: $41,207
Adjusted to 2007: $47,100

Percent Below Poverty Line, 1999: 15.8

Santa Maria Independent School District

Location: Santa Maria, Texas

Area Served: Santa Maria and Bluetown-
Iglesia Antigua

Classification: Rural

Population Served, 2000: 1,538

Median Household Income, Cameron Coun-
ty, 2004: $26,719

Adjusted to 2007: $27,916
Percent Below Poverty Line, 2004: 29.4

Seattle Public Schools

Location: Seattle, Washington

Area Served: City of Seattle

Classification: Urban

Population Served, 2007: 594,210

Median Household Income, 1999: §45,736
Adjusted to 2007: 352,276

Percent Below Poverty Line, 1999: 11.8
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Sources

This section lists all data sources except for the specific bundles of goods used to estimate
clothing, start-up/misc,, and telephone (landline)/internet/television costs. That information
is available upon request.

Monthly Salary. The annual salary for a first-year teacher with a bachelor’s degree and no
prior experience as reported by the district either on its website or in response to a direct query,
divided by 12. The figures are for the 2007-08 school year. The following are the links for
salary ladders available on the Web. For districts without websites listed here, salary data were
obtained by calling district offices.

Allendale County Schools: The 2007-08 salary schedule is unavailable on the district’s
website and was obtained through the business and finances deparcment. The 2008-09
salary schedule is available at www.acs.k12.sc.us/downloads/737FOEB386D0349E082
F8EAS4CS5551A45/Certified%20Salary%20Schedule%2008-09.pdf.

Baldwin Community Schools: The 2007-08 salary schedule is unavailable on the district’s
website and was obtained through the central business office. The 2005-06 salary sched-
ule and criteria for increases can be found in Appendix A-1 of the Master Agreement
between the Baldwin Community Schools and Baldwin Education Association, available at
www baldwin k12.mi.us/filesection/275/BEA_MasterAgreement_2005-2008_Final.pdf.

Battle Creek-Ida Grove Community School District: The 2007-08 salary schedule is
unavailable on the district’s website and was obtained through the business manager.

Calipatria Unified School District: The 2007-08 salary schedule is unavailable on the dis-
trice’s website and was obtained through the business manager.

Clay County Public Schools: The 2007-08 salary schedule is unavailable on the district’s
website and was obtained through the finance officer.

Coahoma County School District: The 2007-08 salary schedule is unavailable on the dis-
trict’s website and was obtained from the payroll clerk.

Dallas Independent School District: The 2007-08 salary schedule is no longer available on
the district’s website, from which it was obtained. The 2008-09 schedule is available in the

district’s “Salary Handbook” at www.dallasisd.org/employment/nas/SalaryHandbook.pdf.

Denver Public Schools: The 2007-08 salary schedule was found in the “Addendum to the
DPS/DCTA Agreement: September 1, 2007” available at hr.dpsk12.org/pay/pdf/2007%
20Salary%20Schedule%20Changes.pdf.

Duval County Public Schools: The 2007-08 salary schedule is no longer available on the
district’s website, from which it was obtained. The 2008-09 schedule is available at
www.duvalschools.org/static/wearedcps/employeeinfo/teacher_salary_schedule.asp.

Madison School District #321: The 2007-08 salary schedule is no longer available on the
district’s website, from which it was obtained. The 2008-09 schedule is available at
d321.k12id.us/main/. After reaching the main site click on the “District” tab and then
“Certified Salary Schedule.”
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Memphis City Schools: The 2007-08 salary scheduile is no longer available on the district’'s web-
site, from which it was obtained The 2008-09 schedule is available at www.mc sk12.net
/forms/10%20MONTH%20TEACHER%20SALARY%20SCHEDULE%20(24%20PAY).pdf.

New York City Public Schools: The 2007-08 salary schedule is no longer available on the
district’s website, from which it was obtained . The 2008-09 schedule is available at
schools.nyc.gov/NR/rdonlyres/72DE1FF1-EDFC-40D7-9D61-831014B39D1E/0/
7TeacherSalarySchedule.pdf.

Pembroke School District: The 200708 salary schedule is unavailable on the district’s
website and was obtained from the human resources coordinaror.

Phoenix Union High School District: The 2007--8 salary schedule is no longer available on
the district’s website, from which it was obtained . The 2008-09 schedule is available at
www.phxhs k12.az.us/education/scremp/a225b445549665bd3e9c3b8b5999e426/122046
4151/Teacher_salary_schedule_08-09.pdf.

Santa Maria Independent School District: The 2007-08 salary schedule is unavailable on
the district’s website and was obrained through the business office.

Seattle Public Schools: The 2007-08 salary schedule is no longer available on the district’s
website, from which it was obtained . The 2008-09 schedule was not posted at the time this
paper went to press but is scheduled to be available at huep://www.seardeschools.org
Jarea/hr/salxml.

Loan Payment. The monthly loan payment is derived from the most recent estimate of the
average loan burden for new college graduates of fouryear institutions as estimated by the
Project on Student Debt, Student Debt and the Class of 2006 Thar figure, $21,100, was then
adjusted for inflation to 2007, bringing it to $21,450, which was adjusted again to reflect the
smaller average debr burden borne by education majors. This was calculated using the
1999-2000 dara in the U.S. Department of Education’s Debt Burden: A Comparison of 1992-93 and
19992000 Bachelor’s Degree Recipients a Year After Graduating, and yielded a debt level of $20,011.%
Finally, the monthly payment was derived using FinAid.org’s loan calculator by using a 6.8 per-
cent interest rate and 10-year term.

Rent. For noncounty and nonurban districts this report uses median gross rents for the
county in which the district is located, rather than the district alone, because the housing stock
from which teachers would choose would likely extend beyond district boundaries. Rents used
were reported by the U.S. Census Bureau for 2000 and adjusted to 2007 dollars. “Gross rent” is
defined by the Census Bureau as “the amount of the contract rent plus the estimated average
monthly cost of utilities (electricity, gas, and warter and sewer) and fuels {oil, coal, kerosene,
wood, etc.) if these are paid for by the renter (or paid for the renter by someone else),”®

Food. The February 2008 monthly cost of the U.S. Department of Agriculrure’s Liberal
Food Plan for a male 19-50 years of age was used. The liberal plan s “a national standard for
a nutritious diet” that can be purchased at an expenditure level “in the top quartile of food
spending.”” In addition, $32 was added ro the monthly cost of $318 for the purchase of pre-
pared foods, and the resulting $350 allotment was adjusted for regional differences in food
prices as reported by the USDA.*’ Note that because only costs for males were used, this fig-
ure overstates actual costs, because the female costs for the Liberal Food Plan are 9 percent low-
er than the costs for males.
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Medical/Dental. The monthly cost borne by the teacher for medical and dental coverage as
reported by the district either on its website or in response to a direct query. Where multiple
plans are offered the least expensive one for the teacher was selected.

Allendale County Schools: 2007-08 medical and dental benefit information was obtained
through the business and finances department.

Baldwin Community Schools: 2007-08 medical and dental benefic information was
obtained through the cencral business office. The 2005-06 MESSA PAK-A plan informa-
tion and criteria for monthly charge increases can be found on page 29 of the Master
Agreement between the Baldwin Community Schools and Baldwin Education Association,
available at www.baldwin k12.mi.us/filesection/275/BEA_MasterAgreement_2005-
2008_Final pdf.

Bartle Creek-Ida Grove Community School District: 2007-08 medical and dental benefit
information was obrtained through the business manager.

Calipatria Unified School District: 2007-08 medical and denral benefit information was
obtained through the business manager. Medical and denral benefic costs to the teacher
were quoted as a single number, and were split in half for calculation purposes only.

Clay County Public Schools: 2007-08 medical and dental benefit information was
obtained through the finance officer.

Coahoma County School Districr: 2007-08 medical and dental benefit information was
obtained through the payroll clerk.

Dallas Independent School District: 2007-08 medical and dental benefit informarion is no
longer available on the district’s website, from which it was obtained. 2008-02 information
is available at www.disdatyourservice.org/SiteNavTemplateBaCostS.aspx. TRS ActiveCare
1 was used for medical and Dental HMO for dental.

Denver Public Schools: 2007-08 medical and dental benefit information is no longer avail-
able on the district’s website, from which it was obtained. 2008-09 is available at
hr.dpsk12.org/benefits/insurance/rates.sheml. Note thar teachers can ger medical and
dental coverage at no cost to themselves using the DPS Flex Plan, which is itemized at
hr.dpsk12.org/benefits/insurance/district_contriburion.shemi.

Duval County Public Schools: 2007-08 medical and dental benefit information is no
longer available on the district’s website, from which it was obtained. Information for
2008-09 is available at www.duvalschools.org/static/wearedcps/employeeinfo/employee
benefits/downloads/08-09%20Medical%20Plan%20C%20Communication.pdf. Dental
costs were obtained from the benefits department.

Madison School District #321: 2007-08 medical and denral benefit information was
obtained rhrough the payroll and benefits deparement.

Memphis City Schools: 200708 medical and dental benefit informartion is no longer avail-
able on the district’s website, from which it was obtained.. 2008-09 is available at secure.ben

17




161

ergy.com/ASPX/EE/ReviewPlanCosts.aspx. Dental costs are covered under the medical pre-
mium, and monthly charges were converted to 24 pay periods to reflect 12-month costs.

New York City Public Schools: 2007-08 medical and dental benefit information is unavail-
able. Medical information for 2008-09 is available at www.nyc.gov/html/olr/down
loads/pdf/healthb/emp_rates.pdf. Public school employees have the same insurance
options as all city employees, including several that require no payroll deduction. Dental
costs for United Federation of Teachers members are covered under the UFT/SIDS
Participating Dentist Program.

Pembroke School District: 2007-08 medical and dental benefit information was obtained
through the human resources coordinator. :

Phoenix Union High School District: 2007-08 medical and dental benefit information is
unavailable. Medical and dental information for 2008-09 is available on page 6 of the
“Phoenix Union High School District Benefirs Enrollment Guide” ar www.google.com/
search?hl=en&q=%22Phoenix+Union+High+School+District%22+%22Benefits+Enrollment+
Guide%22. The “Middle Option” medical and “Pre Paid Option- Toral Dental Administrators”
plans were used.

Santa Maria Independent School District: 2007-08 medical and dental benefit informa-
tion was obtained through the business office.

Seartle Public Schools: 2007-08 medical and dental benefit costs are available through the
www.seattleschools.org/area/hr/groupbenefits.xml website. Both medical and dental cov-
erage cost an individual reacher nothing after including the district’s monthly benefit con-
tribution. The 2007-08 district monthly contribution rate is unavailable on the district’s
website, but the 2008-09 rate can be obtained via the website just cired.

Union Dues. The monthly dues borne by the teacher where ir is necessary to be represent-
ed by a union. Agency fees, which are lesser charges nonunion members must pay to cover the
costs of collective bargaining in states where districts are required to negotiate with unions,
were not used. The figure includes local, state, and national affiliate dues where the teacher is
required to join all affiliates, as reported by districts in response to direct queries.

Allendale County Schools: no membership requirement.

Baldwin Community Schools: Baldwin Community Schools did not report union dues, so

the highest of all the districts—New York City’s—was used in its place in order to estimate

the highest likely costs to the teacher. The reported figure of $83 is not the reported dues.

Bartle Creek-Ida Grove Community School District: no membership requirement.

Calipatria Unified School District: 2007-08 union dues were obtained through the busi-
ness manager.

Clay County Public Schools: no membership requirement.

Coahoma County School District: no membership requirement.
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Dallas Independent School District: no membership requirement.

Denwver Public Schools: dues were calculated according to Article 1, Section 8, of the Denver
Classroom Teachers Association Bylaws, available at www.denverclassroom.org/By._
Laws htm#ARTICLEL For the 2007-08 school year, the step 8, BA salary was $39,820.

Duval County Public Schools: no membership requirement.
Madison School District #321: no membership requirement.
Memphis City Schools: no membership requirement.

New York City Public Schools: dues were calculated using “11/07-12/07” rates at www.uft.
org/member/money/tax/uft_dues/.

Pembroke School District: 2007-08 union dues were obtained through the human
resources coordinaror.

Phoenix Union High School District: no membership requirement.
Santa Matia Independent School District: no membership requirement.

Seattle Public Schools: dues data were received from the Seattle Education Association by
e-mail.

Transportation. The monthly cost to fill a 13.2-gallon Toyora Corolla fuel tank once a week
with regular unleaded gasoline. The price used is from April 1, 2008, as reported for each state
by the American Automobile Association.*' Where public transportation is available the mon-
ey could be used for that instead of driving.

Automobile Insurance. Estimated monthly cost for “recommended” insurance, paid in full,
for a 22-year-old male with no previous accidents driving a 2000 Toyota Corolla as estimated
for each state on Progressive.com.

Car Loan Payment. Estimated monthly cost to pay off a 2000 Toyota Corolla CE in good
condition, valued at $5,335 by the Kelley Blue Book, with a $1,000 down payment and a 60-
month loan at 7.43 percent interest.

Clothing/Laundry. Estimated using packages of men’s and women’s wear that would pro-
vide a full business wardrobe for the teacher with a final cost pro-rated over twelve months.
The higher of the two packages—the men’s—came out to $831, or $69 per month, and was
then applied across the board. Added to this was a monthly approximation of laundry costs
for two wash loads and one hour of drying per week, plus $3.00 per month for detergent. The
final laundry cost was $31, which added to the pro-rated clothing costs totaled $100 per-
month. No costs for possible dry cleaning were included. Derailed lists of clothing in the pack-
ages and their prices are available upon request.

Telephone (Landline)/Internet/ Television. In most cases these services were purchased in a
“bundle” and the prices were either split three ways or according to the prices for specific bun-
dle components as indicated by the provider. In two cases, complete bundles were not avail-
able and the services would have to be purchased separately. These were in Allendale, South
Carolina, in which cable and internet access could be purchased as a bundle but landline rele-
phone service had to be purchased separately, and Battle Creek-Ida Grove, lowa, in which tele-
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phone and satellite television access could be purchased as a bundle but internet access had
to be purchased separately. The specifics of each plan are available upon request.

Telephone (Cell). The Verizon Wireless “Nationwide Basic” plan was used.

Stare-Up/Miscellaneous. Costs were estimated using a package of home furnishings,
kitchenware, and consumer electronics that a former student newly on his own might need,
though most recent graduates would be expected to already have some of the items included.
“The total cost was $845, which pro-rated over 12 months equaled roughly $70 per month, a
figure that was increased to $80 to cover irems possibly not accounted for in the sample pack-
age. Detailed lists of irems in the package and their prices are available upon request.

State Taxes. All state taxes, where applicable, were estimated on 2007 state income tax
forms using the reacher’s full salary as federal taxable income and withour taking any non-
standard credits or deductions. This was done for New York, but for New York City the local
income tax was also included.

Federal Taxes. All federal raxes were estimated using the Internal Revenue Service’s “2007
Federal Tax Rate Schedules.”*
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Executive Summary

Undérgraduate education is a highly profit
able business for nonprofit colleges and universi-
ties. They do not show profics on their books, buc
instead cake their profits in the form of spending
on some combinarion of research, graduate edu-
cation, low-demand majors, low faculty teaching
loads, excess compensation, and featherbedding,
The industry’s high profits come at the expense
of students and caxpayer.

To lower the cost of education, federal gov-
ernment policies should encourage competi-
tion. Regulations should not favor nonprofits
over for-profics. Further, the accreditation pro-
cess should be reformed so that any qualified
institution can easily enter the industry. The
financial-aid process should be redesigned to
remove che bargaining advantage that colleges
carrently hold over prospective students.

The higher-education industry is heavily sub-

sidized by the federal government. These sub-
sidies play a significant role in the high profic-
ability of the industry and represent a massive
transfer of wealth from the taxpayer ta the in-
dustry. This should change. Al tax credits and
teducri should be el d iatel
as should all direct subsidies. The federal loan
program should be restructured to eliminate
the government subsidy and ensure that any de-
serving student can graduate from college with-
out excessive debr, and eligibility for Pell grants
should be tightened significantly. The net result
of these changes would be greater efficiency and
annual savings of $50 to $60 billion. To the ex-
tent that the federal government continues o
play any role in higher education, irs goal should
be to ensure that all deserving students have ac.
cess o higher education, not to maintain high
industry profits.
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Comparing the
costs of educating
undergraduate
students to per-
pupil revenue,
nonprofit schools
have higher
“profit” margins
than for-profits.
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Introduction

As a result of rapid increases in the
amount of federal financial aid and
other federal student assistance pro-
grars going to for-profitschools, Tom
Harkin has launched a broad-based
oversight effort to better understand
how well for-profir schools, many of
which are highly profitable publicly
traded corporarions, are serving the
students atrending the schools and
the taxpayers who commit approxi-
mately $24 billion to the schools each
year.!

So reads the website of Sen. Tom Har-
kin (D-1A), chairman of the Senate Health,
Education, Labor, and Pensions Committee.
The senator’s interest in oversight of federal
student-assistance programs is laudable, but
should not be limited to for-profit colleges.
Federal aid to nonprofit colleges should also
be a marter of great concern. Indeed, tax-
payers’ annual commitment to nonprofit
schools is much higher than itis to for-profit
institutions.

So why are nonprofit institutions not get-
ting the same scrutiny as for-profit schools?
The inattention is perhaps unsurprising,
given that many of the for-profits are not
just profitable, they are highly profitable.
For example, Apollo Group, owners of the
University of Phoenix, reported a 30 percent
operating profit margin in the first quarter
of 20112 However, comparing the acrual
cost of educating undergraduare students te
per-pupil revenue, it appears that the “prof-
it” margins of nonprofit schools are in fact
higher than for-profit colleges,

Identifying Nonprofit
Profits
How can a nonprofit have profits? Sim-

ply pug, it happens when the revenue the
nonprofit derives from providing a service

exceeds the cost of providing that service.
This might seem obvious, but it is often as-
sumed that putatively “nonprofit” schools,
by virrue of their designation, never make a
profit from providing a particular service, In
addition, such schools never report that they
have realized profirs, even when the profies
happen to be large. Why? Because profits
are reported as expenses. Nonprofit schools
take their profirs from undergraduare edu-
cation (which is typically the main focus of
policymakers who are seeking greater afford-
ability, access, etc.) in the form of spending
on some combination of research, graduate
education, low-demand majors, low faculey
reaching loads, excess compensation, and
featherbedding.

Profits from undergraduare education are
of two types: economic rents and subsidies for
other missions. Economic rents are payments
made to college insiders rhat do not increase
college oucpurs. Excess compensation {e.g., a
small-college president making over $1 mil-
lion) and featherbedding (e.g., a 10:1 student
faculty ratio) are economic rents. Subsidy for
other missions is the spending on missions
that are unrelated to undergraduate educa-
tion bur are funded partially by revenue gen-
erated through undergrads, such as graduate
education and research. Unlike economic
rents, this spending does increase the colleges’
outpurs, and applying the term profits to it is
not making a value judgment as to whether it
is good for society and/or appropriate for the
school. Rather, the pointis that it is spending
beyond what is necessary to provide an un-
dergraduate student with a high-quality edu-
cation. It is spending coming, in part, from
undergraduates’ tuition payments that pro-
vides no benefits to undergraduate students.
From a public policy standpoint the high
profits earned by nonprofit colleges do not
Justify punitive regulation of the industry any
more than do the high profits earned by for-
profit colleges. Rather, as will be discussed in
depth, the federal public-policy problem is
thar various government actions benefit the
higher education industry at the expense of
the undergraduate student and the taxpayer.



The profligacy of nonprofit colleges is
well known. As long-time Harvard president
Derek Bok once quipped, “universities share
one characteristic with compulsive gamblers
and exiled royalty: there is never enough
money to satisfy their desires.”

Why do nonprofit colleges behave this
way? Thirty years ago, Howard R. Bowen, an
econormist and president of three different
colleges, proposed what is known in educa-
tion circles as Bowen’s Law.* It can be sum-
marized as “colleges raise all the money they
can, and spend all the money they can raise.”
Bowen’s Law is well-accepted by scholars of
higher educarion economics.®

But don’t colleges try their best to keep
costs low in order to keep ruition down? No!
As Bowen points out:

The question of what eught higher edu-
cation to cost—what is the minimal
amount needed to provide services of
acceptable quality—does not enter the
process except as it is imposed from
the cutside. The higher educational
systemn itself provides no guidance of a
kind that weighs costs and benefics in
terms of the public interest. The duty
of setring limics thus falls, by defauly,
upon those who provide the money,
mostly legislators and students and
their families.®

“This isn’t to say that most college insiders
necessarily realize they are spending exces-
sively. Rather, spending for just abour any-
thing is justifiable to them in the name of
reputation and the pursuit of knowledge.”
Further, the culture of academia tends to see
practical financial concerns as anathema to
the scholarly ideal.

Robert E. Martin, an economics profes-
sor with substantial experience as a faculey
member ac both a large state research univer-
sity and a small liberal arts college, recently
expanded on Bowen’s Law. He concluded:

... as the Bowen hypothesis suggésts,
higher education finance is a black
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hole that cannot be filled. The rela-
tionship between revenues and sub-
sequent costs has a dynamic feedback
effect. Higher education responds to
higher costs by raising tuition and fees
or initiating fundraising campaigns.
But because costs in higher education
are capped only by total revenues, there
is no incentive to minimize costs. The
costs go up in tandem with revenues.
The next year, the cycle begins again
because the higher costs mean that
the new programs must be financed
by additional revenues, There is thus
a never-ending spiral effect berween
revenues and cost.

As revenues increase, faculty, admin-
istrators, and board members extract
more surplus from the cash flows in
the form of higher costs and then use
those higher costs as justification for
more revenize. Imagine the consumer’s
response if for-profit firms argued they had
2o raise prices becanse the surplus that they
extracted during the last period (e, profit)
increased [italics added] ?

But why wouldn’t for-profit schools also
just do more~regardless of its value—as rev-
enues increased? Largely because their goal
is to maximize the return to investors, which
requires doing as efficiently as possible those
things that customers want and are willing

to pay for.

High Industry Profits

The profits of nonprofit colleges are not
readily visible from publicly reported finan-
cial data. Colleges directly report their rev-
enues, but not their real costs, so the prof-
its are invisible from a financial accounting
standpoint. To know profits, one needs to
know real costs.

Therte are two viable approaches to iden-
tifying real costs. One is to use a build-up
method to determine costs at a college that
utilized best practices to provide an under-

Higher education
finance is a black
hole that cannot
be filled.
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undergraduate
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based on tuition,
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endowments.

171

graduate education. This approach elimi-
nates both economic rents and other mis-
sion subsidies. The problem is that ivis based
on a hypothetical college.

One published study by this author has
used the build-up method for a hypothet-
cal college? It created a business model for
a hypothetical College of Entrepreneurship
and Leadership in Society (CELS) and then
determined its cost by developing a derailed
pro forma statement of operating costs. The
basic design premise was simple: maximize
value to the student, Determine whar pack-
age of benefits {primarily learning) and price
is attractive to them. If an activity has a high
cost but provides a substantial benefit, do i,
but do it as efficiently as possible. If an ac-
tivity adds significant cost but only minor
benefits, don’t do it, CELS was designed as
a high-quality residential college. It didn’t
cut any corners on spending, but ir did not
spend profits.

The CELS pro forma statement takes
a detailed look at the cost side of provid-
ing education. In 21 pages it presents indi-
vidual cost items down to the number of
clerical staff needed in the registrar’s office
and photocopying costs for class handours.
The biggest cost item, faculty salaries, was
determined by first creating a curriculum
for general education and nine broad ma-
jors, including business and engineering sci-
ence; second, by determining the number of
courses to be offered in a year, given the cur-
riculum and enrollment; and third, by deter-
mining the size anct makeup of faculty staff-
ing necessary to teach those courses. Faculty
salaries were at the national average for small
doctorate-granting  institutions. Minimal
use was made of adjunct faculty. Deprecia-
tion assumed a new campus in the Dallas,
Texas area with per-foot construction costs
20 percent higher than the regional average.

The College of Entreprencurship and
Leadership in Society’s operating costs were
$6,705 per pupil for a college with 3,200 stu-
dents. Because of some loss due to economies
of scale, costs went up to $9,200 per student
for a small college with 1,200 students. On

the other hand, a commuter college could re-
alize about $1,700 in savings by eliminating
student life activities, such as athletics, con-
certs, and student organizarions.

The second approach to idencifying real
costs is to use actual cost dara from real col-
leges. Publicly available data on college costs
do a poor job of allocating costs to various
missions. Costs for graduare instruction
are lumped in with undergraduate instruc-
tion, and many research costs are allocared
to instruction, not research. However, some
states perform internal studies that more
accurately allocate spending by mission for
their state-owned colleges, producing data
that do not lump costs of other missions in
with undergraduate instruction.

Florida, llinois, and Ohio make their ac-
tual cost data available in this manner in a re-
port published by the State Higher Education
Executive Officers (SHEEO).” Actual costs
for undergraduate education were $7,080 in
Florida, $11,040 in Ohio, and $7,980 in Iili-
nois. The drawback of the SHEEO study is
that iv does not eliminate economic rents tied
to undergraduare education.

Based upon the CELS and SHEEO stud-
ies, the real cost of undergraduare educa-
tion could vary from $5,000 to $9,000 per
year, depending on nstitutional characteris-
tics.!! For simplicity of presentation, assume
$8,000 is the real cost of providing a quality
undergraduate college in a tesidential setting.

As iremized in Table 1, the average pri-
vate undergraduate college has net tuition
reveniues—sticker-price tuition and academic
fees minus tuition discounts (often called
institutional scholarships)—of $13,515 per
student per year, plus $7,292 per student per
year in donations and endowment income."?
Based on tuition revenues alone, the average
private undergraduate school makes abour
$5,500 per student. When donations and en-
dowment income are added, profits jump to
$12,800 per student. That's more than 3 60
percent net profit margin per student—dou-
ble the margin of for-profit Phoenix—and
that’s just the average. Many private scolleges
are much more profitable from tuition alone.



Table 1
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Private Bachelor’s Colleges, Average Annual Revenue per Student

Without donations (8) With donations ($)
Net Tuition 13,515 13,515
Donations/Endowments 0 7,292
Revenues 13,515 20,807
Costs 8,000 8,000
Profits 5,515 12,807

Source: The Delta Project on Postsecondary Education Costs, Produstivity, and Accountability. Figures are for a

private bachelor’s college in 2008,

Table 2

Public Research Universities, Average Annual Revenue per Student

Without subsidy ($) With subsidy (8)
Net Tuition 10,000 10,000
State Subsidy 0 9,000
Revenues 10,000 19,000
Costs 8,000 8,000
Profits 2,000 11,000

Public colleges are also highly profitable, as
illustrated in Table 2. Take a typical public re-
search university that charges in-state tuition
of $10,000 per student (see Table 3 for a list
of such schools and their prices) and receives
a state subsidy of $12,000 per studenc. The
difference between out-of-state and in-state
tuition is a good proxy for the subsidy for in-
state students.”® Assume that $3,000 of the
subsidy is earmarked for research and public
service, leaving $9,000 to subsidize undergrad-
uate education. The universicy has a 20 percent
margin simply from in-state tuition. Margins
jump to 58 percent when the state subsidy for
undergraduate education is included.

Undergraduate Education
as a Commercial Enterprise

Nonprofit colleges, whether private or

government owned, were otiginally designed
to provide an education to students funded
by a mix of commercial and donated fund-
ing. The commercial funding came in the
form of tuition paid by students for their ed-
ucation. The donations came in the form of
charitable giving and state subsidies. These
donations were used ro reduce the need for
commercial funding. In other words, the
donation benefited the student by reducing
tuition. This is how most nonprofits were
funded until the 1980s.

Over the last 30 years the amount of non-
tuition funding has increased substantially.
In 1980, states were the primary donors to
higher education through the subsidy they
provided to state-owned colleges. Stares have
continued to generously fund higher educa-
tion. While in some years there have been cuts
because of downrurms in state tax revenues,
historically the subsidy has gone back up as

Until the 1980s,
nonprofit
colleges used
their donations
to benefit the
students by
reducing tuition.
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Table 3

In-State Tuition and Fees, Public‘Research Universities, 1980 and 2010

University 2010($) 1980 (in 2010 $)
Pennsylvania State University 17,344 4,272
University of [inois—Urbana-Champaign 15,144 2,561
University of Michigan—Ann Arbor 14,168 3,822
University of California~Berkeley 12,461 1,994
University of Colorado at Boulder 11,960 2,590
University of Kansas 11,780 2,007
University of Virginia-Main Campus 10,906 2,712
University of Connecticut 10416 2,780
University of Kentucky 9,813 1,775
Texas A & M University 9,606 1,273
University of fowa 9,220 2,160
The University of Texas at Austin 8,930 1,176
Ohio State University-Main Campus 8,679 2,890
Indiana University—Bloomington 8,613 2,637
University of Wisconsin-Madison 8,310 2,619
University of California-Los Angeles 8,266 1,976
University of Maryland-College Park 8,053 2,301
University of Alabama 7,900 1,991
University of North Carolina~Chapel Hill 6,666 1,556
University of Florida 5,381 1,931
Sources: Tuition and fees for 1980 were taken from the 1 d F d ducation Data System {Ittp//

nces.ed. ipeds/d ) and

d to 2010 dollars using the Consumer Price Index. Tuition and fees for

2010 were taken from the universities’ own websites. Many colleges vary their tuition and fees based upon the
number of credit hours taken, course level, and subject matter. The figures shown assume that a student is taking 32
hours (16 per semester) of upper-division business courses.

the state’s financial position improved. In
fact, berween 1987 and 2009, per capita state
spending on higher education increased by
31 percent in real terms.™

At the same time, the federal government
radically increased funding for higher edu-
cation. From 2000 to 2010, annual student
lending went from $42 billion to $96 billion
and Pell grants increased from $9 billion to
$28 billion."” Congress also created federal
rax deductions and credits.' For example, in
2010, a married couple with an income un-
der $160,000 could receive a $2,500 credit for
their child’s college tuition. Total federal tax

benefits for higher education in 2009 rotaled
$18.2 billion.””

Given this large flow of government funds,
what have colleges done with their prices?
They have aggressively raised them. For exam-
ple, see the following table showing inflation-
adjusted, in-state tuition at several farge state-
owned research universities.

The funding model for higher educa-
tion has changed at both public and private
colleges. Today, tuition not only covers the
full cost of providing an undergraduate
education, it generates profits, Bven at stare-
subsidized colleges, most undergraduate



students now pay the full cost of their educa-
tion, with state subsidies going toward prof-
its—particularly subsidies of orher missions
such as graduate education and research.
Undergraduate education is clearly a profit-
generating commercial activity at nonprofic
colleges. A major driver of this appears to
be the federal government, which by greatly
increasing subsidies has allowed schools o
eamn increasingly larger profits.

Federal Policy Implications

The federal government has done noth-
ing to restrain price increases, but rather has
played a significant role in increased tuition
prices, higher overall school profits, and sig-
nificant transfers of wealth from students,
parents, and taxpayers to colleges.'® It has
also helped the industry gull naive citizens
into believing that college is always a good
investment, that price doesn’t matter when
deciding which college to artend, and thar
high student debt won't cause long-term eco-
normic hardship. This is in the face of a stag-
gering 35 percent underemployrment rate for
college graduates and high student-loan de-
fault rates.' The net impact of federal policy
is that college is less affordable for everyone,
including lower-income studencs.

In light of this, one can seriously ques-
tion why the federal government should be
involved in higher education at all. Even if
one ignores the constitutional argument
against a federal role,” the results of federal
involvernent are not supporttive of the wis-
dom of using top-down decisionmaking in
higher education. Rather than trying to cor-
rect federal policy, it might be best to sim-
ply eliminate the federal role?! However, if
there is to be a federal role, there are several
areas for improvement.

Don’t Discriminate against For-Profits
As suggested by Senator Harkin’s recent
hearings, many people within the govern-
ment want federal programs to favor non-
profit colleges over for-profir colleges, per-
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haps in part because for-profit schools are
forthright about wanting to make money
from their services to undergraduate stu-
dents. Yet nonprofit schools often extract
more profits from students and society than
do for-profit schools. If it is to be concerned
abour anyrhing in higher education, the fed-
eral government should be concerned abour
a college’s instructional quality and cost, not
its form of ownership.

Decrease Funding to the Industry

Rather than putting more money into
the industry, the federal government should
putinless and get the same ourpur. Less fed-
eral money would force higher college pro-
ductivity and, of course, lower government
spending. And, as the following discussion
of federal higher-education subsidies wilt il-
lustrate, ensuring that all qualified students,
regardless of their economic status, can geta
college education requires little in the way of
federal funding.

Direct Payments, Last year individual col-
leges received over $2.3 billion in direct pay-
ments from the federal government. By far,
the biggest recipient was Howard University.
Howard is a private university that has his-
rorically received 50 percent of its revenues
directly through the Department of Educa-
tion budget. This amounted to $206 million
for general support in 2010.22 While Howard
University receives more than $19,000 per
student directly from the government, it still
charges students $17,000 a year for tuition.”

Direct payments to most colleges are not
in the department budget. Instead, they come
through earmarks.?* With an average grant
of $500,000, most colleges receive much less
than Howard through regular appropriations.
However, many more colleges receive ear-
marks, which in rotal amounted to almost $2
billion in 2010. Many of these earmarks were
for research, but some were for education.

The Republican caucuses in both the
House and Senate have recently adopted rules
eliminating earmarking. Education-related
earmarks can be easily eliminated, as well as
other direct payments to colleges. The only

Rather than
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money into the
higher education
industry,

the federal
government
should put

in less.
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adverse impact will be on the profit margins
of colleges. Colleges justify many of their ear-
marks on the grounds that they are necessary
to provide an education.® However, colleges
already have revenues far in excess of educa-
tional costs, Colleges use these earmarks to
pay costs, but they do not reduce tuition ac-
cordingly. In effect, earmarks increase profits.
They aret’t justifiable, even if there were no
federal deficit. |

Loans. The current federal Joan programs
are not only costly to taxpayers, they can be
very harmful to borrowers. Take the case of
Kelli Space, a fizst-generation college student
from New Jersey who graduated from North-
eastern University with a BA in sociology and
almost $200,000 of student oans.?® The stu-
dent-loan programs encourage students like
Space to spend excessively on college with-
out paying serious attention to its costs and
benefits. Further, excessive borrowing can
put a student in a very poor financial situa-
tion after graduation. A student can struggle
all his life to pay off a loan for an overpriced
college degree, and unlike most consumer
deb, student loans are non-dischargeable in
bankruprey.

In the long run students would benefir
from reducing the amount of money they
can borrow from the government and cap-
ping the amount of student debt that is
non-dischargeable in bankruptcy. The goal
should not be to do away with a student’s
ability to borrow for reasonable college costs,
but rather to avoid excessive debt and costs.
Given this goal, how high should the cap be?
Let’s look at the question in two ways. First,
let’s consider what amount is repayable, and
second, what amount is needed.

The rule of thumb among financial coun-
selors is thar the total student debt should
not exceed the first year's earnings® At
that level, the graduate can live comfort-
ably and still repay debt. Some argue this is
overly conservative, since it assumes that the
debtot’s income will not rise beyond entry
level. Of course, earnings vary significantly
by individual and major—young engineering
graduates get paid a lot more than young so-

ciology graduates. So, let’s assume the maxi-
mum loan is set at $40,000. Would this be
enough money to finance a student’s college
education?

Take the extreme case of a student with
no savings and no family support. Ar a
minimum-wage job, the student needs o
work about 30 hours per week to live a mod-
est but comfortable student lifestyle (eg,
low-end shared dorm room, old car, basic
cell phone, no spring-break trips to Vail or
Cancun). With this amount of work, most
students should be able to graduate in four
years if they take a reduced per-semester load
bur go to school year round. So, students
do not need to borrow money for living ex-
penses. Particularly frugal students (e.g., the
ramen noodle diet and inexpensive student
housing), those with above-minimum-wage
jobs, or those living at home could actually
have excess from their earnings that could
be used to pay for tuition. Bur if the student
only made enough money to cover living
costs with none left over, she would need to
finance her tuition through a student loan.

In most states you can get a degree from
the public flagship university for $40,000 or
less in tuition. A student who instead com-
bines two years at a community college with
two years at a regional college might pay un-
der $20,000 rotal. So, even at today’s high
tuition levels, a student could comfortably
borrow enough to pay for college if there
were a $40,000 cap. In fact, students at low-
er-cost institutions could afford to borrow
all their cuition plus about $5,000 a year for
their living expenses.

Students in a few states, such as Pennsyl-
vania and [llinois, whose public colleges op-
erate with well-above-average prices, will have
some trouble fully financing tuition with a
$40,000 cap. That problem could be resolved
by those colleges reducing their prices to the
already high average price. However, even at
the extremely high prices these colleges cur-
rencly charge, staying under a $40,000 cap is
still possible if the student works full-time
and uses her earnings to pay both living
expenses and part of her ruition. For most



students, working full tme means going
to school part time. As a result, the time to
graduation might go up to 6 years for a fow-
income student in states with particularly
high-priced state colleges.

Private colleges will complain abour a
lower cap because it will make it harder for
low-income students to attend their colleges
instead of state schools. This is particularly
a problem for for-profic colleges thar heav-
ily serve low-income students. Srare colleges
are ar a major advantage in competing for
students because of state subsidies, which
enable them to price tuition lower. Private
colleges, both for-profit and nonprofir, cor-
rectly argue that this gives an unfair advan-
tage to the state colleges. The existence of the
subsidy means that public colleges, if they
desire, ean easily undercur a private college
on price. As a result, private colleges avoid
price competition wirth publics.

All students—not just low-income ones—
would benefit from a system where a stare
provided its subsidy to students attending any
in-state college, rather than requiring the stu-
dent to attend a state-owned college.”® This
would increase comperition between public
and private schools, leading to lower prices.
For instance, if a private nonprofit college
priced its tuition at cost, it would only need
to charge $8,000. If a state subsidy of $6,000
could be applied to private-college tuition,
then tuition net of the state subsidy would be
$2,000 a year. The public college would then
lose students to the private college unless it
lowered its own tuition to match. However,
the allocation of state education funds is a
state issue, not a federal issue.

No matter the state’s policy on subsidies,
a lower borrowing cap will be better for stu-
dents because it will direct them to institu-
rions they can afford and blunt the ability of
schools to raise prices. It will also be highly
beneficial for taxpayers, On federal loans, tax-
payers are stuck with the bill for any defaults.
According to the Congressional Budger OF
fice, the federal direct-loan program costs
taxpayers 12 percent of the amount lent.?
With the 2009-2010 direct Joans amounting
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to $97 billion, the cost to the taxpayer is close
to $12 billion.

Lowering the cap will reduce the cost of
the federal loan program since less money
will be lent. It will also lower the cost by im-
proving loan quality: low-balance loans have

lower default rates than high-balance loans. -

The cost of the loan pragram can also be
reduced by increasing interest rates. For ex-
ample, the Narional Commission on Fiscal
Responsibility and Reform recently recom-
mended eliminating the current subsidized
interest rate, but not the deferral of interest
payments, while a student is in college.®®
Going a step further, the CBO estimates
that the federal loan program would break
even if interest rates were increased by an av-
erage of 2 percent.®! On a $40,000 loan, this
means additional interest of $67 a month.
An increase in payments of this limited mag-
nitude wouldn’t make college much less ac-
cessible to low-income students, but would
save raxpayers $12 billion a year.

Pell Grants. In 1978, two million students
received Pell grants. This number doubled
by 1992, then remained flar untl 2000. In
2000, it began to grow rapidly, reaching six
million by 2008, and eight million in 2010.%2
This huge increase in the number of stu-
dents receiving Pell granes is not justifiable.
If our hypothetical student with no savings
and no outside support can borrow enough
money to pay for college, why does he need
a Pell grane, which is money he never has to
return to taxpayers? And if such a relative-
ly strapped student does not need a grant,
then who does? Perhaps those who cannot
work much and go to school, such as the
single parent without child support or the
physically disabled may need grants, but the
current eight million Pell recipients {or even
the two million from 1978) certainly do not.

Tax credits/tax deductions, If most low-in-
come students do not need a federal subsidy
ro attend college, upper-middle-class students
certainly do not. In addition, these credits do
not appear large enough ro have much influ-
ence on the behavior of the people receiving
the credit. They should be eliminated.

If most low-
income students
donotneeda
federal subsidy
to attend college,
upper-middle-
class students
certainly do not.
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Lower the Barriers to Entry

The federal government has anointed var-
ious private accrediting groups as the gate-
keepers for federal student aid. Since these
accrediting groups are run by their constinu-
ent colleges, there is potential for the mem-
ber colleges to engage in collusive behavior
o maximize profits at the expense of their
students. This can be seen in the current pro-
cess a college must go through to gain initial
accreditation.

The cutrent process makes it very dif-
ficult for new colleges to enter the marker,
thus limiting competition. The most fla-
grant example of this behavior is accrediting
agencies’ refusal to approve colleges because
they are organized as for-profits. The barriers
for a new nonprofitare also high, if not abso-
Jute. Gaining accreditation is a slow process
that has been known to take up to 10 years.?

This time frame is torally unreasonable.
Basically, all the new college needs to show
is that it has qualified faculty and man-
agement in place, written basic operating
procedures and academic policies, and is
adequately financed. A competent accred-
iting agency should be able to conduct an
in-depth analysis of these issues for a new
applicant in a matter of months, not years.

The current accreditation system has
many other problems in addition to iniral
accredication. Several solutions have been
proposed, including eliminaring mandatory
accrediration altogether>® Whether or not
any of chese global solutions is adopted, the
barrier-to-entry problem should be solved as
soon as possible. Within the existing system
this can be done by requiring that any fed-
erally recognized accrediting agency runs a
clean, open, and timely process for initial ac-
creditation.

Don’t Take the Colleges’ Side on Pricing

Many colleges, particularly private colleg-
es, haggle with students over tuition. They
set a high sticker price and then lower it
through institutional “scholarships,” which
are acrually individual price discounts. They
are allowed to coordinate their pricing pro-

cess with the federal scudent aid decision-
making process.’ In January of his senior
year in high school, the potential college stu-
dent seeking financial aid provides the De-
partment of Education with extensive infor-
mation about his family’s finances. Based on
this information, the department computes
the student’s Expected Family Contribution.
The EFC is the amount that the deparrment
has determined that the student and his
family are capable of paying for college. This
information is used by the department ro
determine eligibility for federal financial aid.

In addition to assessing a student’s eligi-
bility for federal aid, the department sends
a summary of the student’s family informa-
tion with the EFC to every college to which
the student has applied. The result is a sig-
nificant increase in the bargaining power
of the college over the potential student.
Many colleges try ro limit the amount of dis-
count to the college’s sticker price less the
applicant’s EFC. In other words, they try to
charge full sticker price if the student’s EFC
is higher than thar amount. Students may
be given the impression by colleges thar the
government has determined that this ap-
proach to pricing results in a fair price to
the student. In effect, however, the govern-
ment is giving its blessing to existing high
prices. Even more shocking is that the gov-
ernment provides the college with confiden-
tial financial informarion about the student
that the college can use to its benefitin price
negotiations. A used-car buyer is in a much
better bargaining position than a potental
student at many private colleges.

The department should immediately cease
sharing any student financial data with colleg-
es. This doesn’t just protect students who are
middle-income and above with high EFCs. As
the Center for College Affordability and Prof-
itability argues:

... by no longer giving the colleges stu-
dents’ financial information, one of
the vilest practices in higher education
will cease: “need-aware” admissions.
This practice deliberately restricts the



number of needy students admitred
by using the information provided by
the SARs [student-aid reports] when
deciding which applicants to accepr.
Poorer students who would be accept-
ed on merit are rejected because they
would require more aid. Many, includ-
ing us, view it as “deceitful and wound-
ing to reject a student without saying
that the reason was financial rather
than academic.” For many schools,
the alternative is “admit-deny,” where
students are admitted on a need-blind
basis,; but there is no guarantee that
enough aid will be available to enable
low-income students to attend. While
this 1s also unfortunate, at least it is
not deceitful, gives the student the
final choice, and frames the decision
in a familiar “can you afford to enroll
here?” rather than the deceitful “you’re
not good enough to enroll here "3

Conclusion

The higher-education indusery is highly
profirable, and the nonprofir sector, both
private and state-owned, has higher profir
margins than the for-profit sector. The in-
dusery’s high profits come ar the expense of
students, and federal policy has increased
industry profirs by driving up prices.

The higher-education industry receives
massive federal subsidy payments, both di--
rectly from the government and indirectly
through subsidies to students. These subsi-
dies play a significant role in the high profit-
ability of the industry and represent a mas-
sive transfer of wealth from the raxpayer to
the industry. This should change. All tax
credits and deductions should be eliminated
immediately, as should all direct subsidies.
The federal loan program should be restruc-
tured so as to eliminate the government sub-
sidy and ensure thar any deserving student
can graduate from college without exces-
sive debt. Eligibiliey for Pell grants should
be rightened significantly. The net result of
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these changes would be greater efficiency,
and annual savings of $50 to $60 billion.””
To the extent that the federal government
continues to play any role in higher educa-
tion, its goal should be to ensure that all de-
serving students have access ro higher educa-
tion—not, as it has been doing, to maximize
industry profics,
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The Education Finance Council (EFC) is the trade association representing nonprofit
and state agency student lenders. For decades, these entities have provided access to
higher education for thousands of students through the affordable option of a low
interest rate supplemental student loan. While interest rates for nonprofit supplemental
loan products vary, many are lower than the 7.9 percent rate charged under the
federally guaranteed Parental Loan for Undergraduate Students (PLUS) loan program.
By way of contrast, private loans offered by banks and other for-profit entities are
currently carrying interest rates as high as 21 percent.

EFC does not support the Fairness for Struggling Students Act, which does little to fix
the problems with increasing student debt. While we acknowledge these are
challenging fiscal times for individuals, the myopic focus on changing one small part of
the bankruptcy code to perhaps quell the short-term challenges of students with large
loan balances and few job prospects will not prevent the excessive student debt
problems from reoccurring.

Changing the status quo treatment of private student loans in bankruptcy, doesn’t
address the twin roots of excessive student debt: borrowing more than what is needed
and the skyrocketing tuitions. Wondering how a student loan will be treated in
bankruptcy should never drive decisions on how to finance higher education. The key
to managing student debt is an effective understanding of how much to borrow, not
eliminating responsibilities at the end of the process. For decades, nonprofit and state
agency student lenders have operated programs with the goal of preventing over-
borrowing. These programs, many of which are online portals that must be completed
before a borrower completes the application process, give students and parents real-
time information about how much is needed to borrow to meet the stated higher
education objective and how the decision of the amount borrowed will affect their
lifestyle after graduation.

Creating an easier pathway fo discharging private student loans will frustrate the
problem of over-borrowing. While there may be some debate about how many students
will rush to have their private student loans discharged at the first sign of fiscal
uncertainly, there is little argument that the ability fo easily wipe away debt will lead fo
more accumulation of it from the outset. Relaxing the current dischargeability rules will
fundamentally change the mindset of student borrowers and is directly in conflict with
programs designed to prevent over-borrowing.

The second cause of the explosion in student debt is the exponential rise in higher
education costs. According to the College Board, tuition rates are increasing at
anywhere from 3.2 percent at for-profit schools to 8.3 percent at public four-year
institutions. While the causes for these increases range from cuts to state aid to rising
capital cosis, they do not include having private student loans non-dischargable in
bankruptcy except under a showing of undue hardship. Congress would serve the
interests of students better by working collaboratively with the private sector to deat with



186

increases to college costs rather than taking a piecemeal approach to bankruptcy
reform.

The Fairness for Struggling Students Act's targeting of privately originated student loans
misses the mark by ignoring the source of most of the student debt. The student debt
problem lies squarely with loans originated by the federal government through the
William D. Ford Federal Direct Loan Program and PLUS. To understand the magnitude
of the probiem of only making some privately originated loans dischargeable, the
Department of Education’s Fiscal Year 2013 budget anticipates originating $121 billion
in loans whereas the total amount of privately issued student loans is estimated to only
be $7 billion for the same period.

The argument that federal government-issued loans should be exempt from the purview
of the Act is specious. The "incentives,” such as Income Based Repayment, used to
push students into these higher interest rate government products do little to alleviate
debt at the end of the day and actually exacerbate the problem.

Dischargeability will limit access to higher education by disrupting the market for lower
cost supplemental loan programs. It is well known that eliminating non-dischargeability
protection would force nonprofit and state agency lenders offering private loans to
adjust their offerings by raising borrower rates, elevating underwriting standards, or
both. This would reduce the higher education options available to many students.

Moreover, focusing on one facet of bankruptcy instead of engaging in a debate on full-
scale reform is bad public policy. The non-dischargability of private student loans dates
back to the enactment of the 1978 Bankruptcy Code, when loans made by nonprofit
institutions of higher education were made non-dischargeable uniess debtors could
prove that the loans would impose an undue hardship on them and their dependents
(see e.g, 11 U.S.C. 553(a)(8))." In 1984, the Bankruptcy Amendments and Federal
Judgeship Act extended this non-dischargeability to all nonprofit lenders.

The proper focus of a hearing on student debt should not be the Fairness for Struggling
Students Act; but rather a discussion on education about over-borrowing and ensuring
students and parents have continued access to the best financing options.
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