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STUDENT LOANS: ​

THE NECESSARY EVIL
By David E. Stoffer, Educational Consultant

Former U.S. Senator Everett McKinley Dirkson, once said, "A billion here and a billion there, and pretty soon it adds up to real money." Though this statement was made in jest, many of today's college students believe that such an arrogant attitude is being exhibited today by college financial aid offices when it comes to their student loans.
FEDERAL & STATE REDUCTION

The truth is that an economic squeeze is being placed on colleges and universities through reduced federal and state aid to education. Scholarships and grants, known collectively as gift aid, once were the answer to this problem. However, inflation is squeezing gift aid dry and is being replaced by increasing student indebtedness. Couple this with a decline in college freshman enroll​ment and you have serious economic concerns on the part of higher education.

To prove the point, in 1980, 30 percent of student financial aid recipients received the Pell Grant, 15 percent received College Work‑Study and 9 percent the Supplemental Educational Opportunity Grant, all these programs were federal financial aid programs. In the early '90s, while college costs were increasing, these federal programs were reduced to 15 percent Pell, 8 percent Work‑Study, and 4 percent SEOG. One prestigious eastern college reported that 41 cents of every tuition dollar they receive goes back into their financial aid budget to compensate for their loss of federal and state dollars. This inflating expenditure affects negatively faculty salaries, maintenance and other necessary expenditures. Obviously all of these factors are needed to maintain the function of the institution.
THE RECENT HISTORY OF FINANCIAL AID

In the late '70s the federal government went into a spending mode that has had no equal in our history. It increased federal student financial aid in bountiful proportions. Lucrative government assistance was present and the extremely high inflation rate of that time caused little concern. The colleges and universities throughout the country felt secure with the ample funding. This government assistance kept college financial aid relatively stable.

Enter the `80s and the austere taxpayer movement. Led by California's Proposition 13, the taxpayer revolt made education one of its targets. Shrewdly using the media, these movements and their loyal supporters began to attack the "greedy colleges" and "frivolous students" who were receiving financial aid. Students, on spring break in Florida, were interviewed by the media about their student loans and financial aid. The result was that the government, both federal and state, was able to accomplish its goal. They pleased the members of the taxpayer movements by reducing financial support for education. Amazingly this was the same support they had enthusiastically given higher education only a few years before. This college tuition spiral, as college cost inflation came to be known, forced schools to raise tuition at extremely high rates to compensate for the loss of federal and state dollars. Many of these proceeds had to be placed back into student financial aid to replace lost government revenue.

NOW WHO IS NEEDY?

During the same period, the definition of who has financial need changed from not only the disadvantaged, but to families who are considered middle to upper middle income families. College costs were 
out of hand and steps to remedy the 

situation were necessary. The primary solution was to increase the student and parent indebtedness.

Yes, family income is going up slower than the college tuition spiral, however colleges believe they, can no longer foot the tremendous need for financial aid gift dollars. Higher education averaged a 6 percent yearly increase in the five years previous to 1994 when inflation hovered around one percent. Colleges and universities are experiencing financial difficulties throughout the United States. Colleges are looking for ways to reduce the tremendous economic burden that financial aid is placing on them.

Is Accepting a Student Loan a Wise Proposition?

The word loan carries a negative connotation in our ' society, particularly since the Income Tax Reform Act of 1986 eliminated the interest deduction for consumer debt. In the late seventies a person was actually better off borrowing to make purchases as high inflation allowed a person to pay back the debt with inflated dollars and the interest was tax deductible. The Internal Revenue Service considered student loans consumer debt. A tax break was not given for incurred interest. Recently Congress reinstituted the deduction for student loans in certain instances.

The problem with college loans, to the average parent, is one of semantics. These loans will he paid back with inflated dollars and no interest will accrue until the first payment comes due. Many families decline the Stafford Loan portion of their child’s financial aid award because they hear the word loan. They don't investigate the loan's features any further.

The student may refuse the college loan portion of his financial aid award and accept only the gift money if he chooses. I submit. Why should they? The reason is, parents worry about saddling their children with debt as they graduate and are starting their professional lives. As admirable as this motive is, this can be a costly proposition and is poor financial planning.

Many people do not understand that there are good loans and bad loans. For example a home mortgage is a good loan in that the asset's (home) value is an appreciating asset. It also gives you tax deductions on the interest paid and taxes paid. An automobile loan is a bad loan in that it is an investment in a depreciating asset. The Stafford Loan is a good loan because it is an investment in an income-producing asset, your child's college education.

The prudent parent will accept the entire subsidized Stafford Loan and leave their assets alone while the student is attending college. Six months after their child's college graduation, on the day the first payment is due for the graduate, they will make a one lump‑sum repayment of the principle. This can be done from an existing asset if the parent has any, or even from tax deductible home equity. This can be a great college graduation gift. No interest has accrued as the governme6t has paid the interest on the loan during the student's college years. There is no prepayment penalty.

The unsubsidized loan exercises the option of paying interest on a monthly basis. This will keep the principle from growing to an exorbitant amount over a four‑to‑five‑year period. By using this strategy the parent can attain the use of over $17,000 for college costs and pay only a small interest charge. The pay back of the loan becomes the student's obligation after they leave college.

THE DIRECT LOAN

The new Direct Loan Program, however, is changing that and should be in full swing by the turn of the century. For the present Stafford Loans, a "go‑between," called a guarantee agency, insures the loans from bankruptcy, default, death or disability. This agency replaces the security required for most extended loans. There will be no loan origination fee on the Direct Loan Program.

This loan will be sent electronically to the student's college escrow account. Post‑college repayment will be handled through payroll deduction to the Internal Revenue Service. This program, presently in its infancy, is being used during the 1994‑95 academic year in only 5 percent of our colleges and universities. It is scheduled to increase to 40 percent by the 1995‑96 academic year and to 60 percent of the colleges by 1998.

The program's supporters like the Direct Loan Program because:

· They believe that the banks and financial institutions should not profit from parents' and students' need for college loans to attend higher education.

· The taxpayers are subsidizing banks and financial institutions by paying them a special allowance if rates go too high.

· The present student loan programs are confusing and constantly changing.

· The loan default rate is too high. This program is designed too eliminate this problem.

The program's opponents dislike the Direct Loan Program because:

· They believe we are taking college loans out of the hands of professionals and giving the 
responsibility to educators, the Department of Education.

· They believe the Department of Education is not prepared or experienced enough to handle 
financial matters concerning college loans.

· They believe that the Internal Revenue Service has enough to do without taking on student loan Collection. That is not IRS’s intended function.

The Direct Loan Program was one of the Clinton Administration's pets. They closely supervised the program to appease the detractors. 

THE STAFFORD AND PERKINS LOANS ARE PREPAYMENT PLANS 

Actually student loans are misnamed. When you think about it they are actually not loans. They are deferred payment plans based upon the student's future earnings. Where can you find a loan where the principle does not have to be repaid for four‑and‑a‑half years? In addition, the lender pays the interest during that time.

Parents and students should realize that subsidized student loans, as the subsidized Stafford and Perkins Loans are, most likely, the best loans their child will receive in their lifetime. Let us examine why:

· There is no credit check and the government guarantees the loan's repayment if the student can't pay.

· The interest rate is soft. The rate is a modified variable has an interest cap of 9 percent. The current rate is below 7 percent.

· The government pays the interest on the principle during the student's undergraduate years.

· Interest doesn't begin to accrue until the repayment period begins.

· The student receives the use of the principle installment payments without having to make a payment for six months after the student leaves school.

· The student may borrow for a fifth or ensuing year providing the maximum loan amount permitted for the undergraduate years does not exceed $23,000.

· There is no prepayment penalty. The principle may he paid in full anytime before the first payment becomes due and no interest accrues for the student.

· The repayment terms are soft. The federal government revealed three plans for student loan repayment in January 1995.

The two most common student loans are the Stafford and Perkins Loans. The initial repayment on these student loans differs. The Stafford begins six months and the Perkins begins nine months after the student leaves school. It is immaterial whether the student drops out or graduates. The present repayment plan calls for the graduate or ex‑student to make equal monthly payment over a 10‑year period. Created by Congress in January of this year, the revised payment plans are for new borrowers and‑present debtors who are refinancing present loans. The choices are as follows:

Extended repayment: Here the debtor chooses a repayment term that ranges from 12 to 30 years. The monthly payments are fixed. Obviously, the longer the term of the loan, the lower the payment will be. The interest payment, however, will increase the amount of interest the student will owe.

Graduated repayment: This plan offers smaller payments at the beginning that will increase methodically over the life of the loan. Graduates deeply in debt and/or offered low starting salaries will seriously consider this option in hopes their income eventually will grow with their higher payments down the road.

Income‑contingent repayment: In this option the borrower's payment will rise and lower in concert with their income. This is an excellent alternative for those who are planning to enter low-paying professions.

The Stafford Loan is the largest source of financial aid available to college students. All loans are increasing in proportion to higher education's rising costs. Stafford Loan funds, contrary to popular belief, come from private lenders not the federal government. Financial institutions such as banks, credit unions, as well as other sources, provide the funds. It is irrelevant who lends the money. The interest rate and terms of repayment are the same regardless.

USING COLLEGE DEBT TO YOUR ADVANTAGE

Knowing when and how much debt to take on to pay college costs are two of the more difficult decisions parents and their college‑bound children are asked to make. Since the passage of the Reauthorization Act of 1992, the student no longer is required to qualify for financial need to receive the Stafford Loan. The student needs to file only the Free Application for Federal Student Aid (FAFSA). Every student attending college at least half time may borrow from the Stafford Loan Program. That includes students of affluent families as well as independent students who do not qualify for financial aid. The question is whether the loan is ‑subsidized" [the government pays the interest while the student is in college or in deferment] or "unsubsidized" [where the student is for the interest during the period of college attendance or deferment]. The status is determined by the student's eligibility for student financial aid. It is possible for the student to have a Stafford Loan that is partially subsidized and partially unsubsidized.

I recommend that the family who accepts an unsubsidized loan exercise the option of paying the interest on a monthly basis. This will keep the principle from growing to an exorbitant amount over the four‑to‑five‑year period. By using this strategy, the parent can attain the use of over $17,000 for college costs and pay only a small interest charge. The pay back of the loan becomes the student's obligation after they leave college.

WHAT THE FUTURE WILL BRING

As the cost of higher education will continue to climb into the next century, additional families will be compelled to depend on the government and the colleges to help foot the bills for higher education. It is no longer shocking to expect the price tag for four years of education to surpass $100,000 at a private school. Less costly public institutions are not always the easy answer to this problem in that their fees are rising even faster than those are at private colleges and universities. Additionally, meeting graduation requirements at a public school in the traditional four‑year period can be difficult. The majority of public college and university students take more than four years to graduate.

Congress answered this cost concern by making major alterations in the formula so that home equity and student earnings were not taxed so severely in the financial aid formula. It also eased the guidelines for borrowing toward a college education. In this way both students and their families could more easily borrow from the federal student loan programs available for payment of higher education costs.

While these rules were being relaxed for federal programs, private schools forced to rely more and more on campus‑based aid modified the new financial aid formula to make it more difficult to qualify for campus‑based grants. These grants are the primary way private schools make up the difference between themselves and the less expensive public institutions. Private institutions do this in three ways:

· They include more assets (primarily home equity) in their determination of campus‑based financial aid eligibility.

· They look more critically at what figures into the determination of your adjusted gross income. For example, when a person has depreciation on the income tax return, that may lower the figure.

· They expect a minimum contribution from anywhere from $700 to $2,000 of income from a student’s summer work. If the student does not earn the minimal amount the parent will be expected to dig deeper.

Unfortunately all of this goes to creating a need for more loans to pay for the student's college education. Colleges and universities have little choice if they are to remain solvent. 

