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The share of the U.S. population with a college degree is growing. So is the share
of degree holders who took out federal student loans. Newer repayment options
allow borrowers to adjust their payments based on their income. More education
on available options may help borrowers navigate the system and choose the
repayment plan that works best for them.

The educational attainment of the U.S. population has increased significantly. A quarter of
those aged 25 and older had a bachelor's degree 20 years ago. That number now exceeds a
third.X The growth in attainment has been accompanied by an increase in borrowing to
finance higher education: Nearly 62 percent of those who completed their bachelor's
degrees in the 2015-2016 academic year took out federal student loans, compared to less
than 53 percent in the 1999-2000 academic year.2 And these numbers don't include
borrowers who failed to get degrees, leaving them with the costs of borrowing but without
the benefits.

At present, student loans in the U.S. are not dischargeable in bankruptcy. That is, they must
be repaid unless borrowers demonstrate "undue hardship." Nonetheless, in 2019, 11
percent of student loan debt was 90+ days delinquent or in default. The effective
delinquency rate is likely higher, as a portion of the outstanding loans are in grace periods,
deferment or forbearance.2

In this Economic Brief, we describe the relationship between earnings and student loan
borrowing and repayment. We then discuss repayment options currently available, focusing
on plans that base the amount repaid each month on the borrower's income.

Student Loan Borrowing and Repayment Patterns across Income Groups
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The Survey of Consumer Finances (SCF) — a triennial, nationally representative survey of
U.S. families carried out by the Federal Reserve Board — includes information on student
loans held by families.2 In 1989, less than 10 percent of families surveyed by the SCF had a
student loan on their balance sheet. By 2019, the share had increased to 21 percent. While
most families with a student loan had only one, 30 percent had two or more loans.2

Not surprisingly, student loans are more common among younger families (those with
heads of household between 18 and 39 years old): Around 40 percent held at least one
student loan in 2019. However, a non-trivial share of families carry student loan balances
well into middle age, sometimes simultaneously carrying balances on loans taken out for
their own education and for their children's.2

In general, higher income households borrow more than lower income ones. (See Figure 1
below.)

Figure 1: How Much Do Households Borrow for College?
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Families that earned over $100,000 originally borrowed in excess of $66,000. However, their
remaining balances are comparable to those of families that earned less. This in part
reflects life cycle effects, as families typically earn more as they age and are also further
along in paying down their debts. However, it also reflects repayment challenges: Over 40
percent of the lowest earning families were not making payments on their student loans,
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compared to only 6 percent of the highest earners.Z (See Figure 2 below.) Nonrepayment is
noteworthy given that only limited options exist for the discharge or forgiveness of student
loan debt.

Figure 2: How Do Households Pay Back Their Student Loans?
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Student Loan Repayment Options

When borrowers enter repayment of federal student loans, they can choose from several
repayment options.2 The standard repayment plan is a 10-year, fixed payment plan. If
borrowers do not select another repayment option, they will be automatically enrolled in
the standard plan. Graduated and extended repayment plan options are also available for
eligible borrowers.

In addition to these traditional plans, there are four income-driven repayment (IDR) plan
options that allow eligible borrowers to adjust monthly payments in response to changes in
their discretionary income.2 For some of the IDR plans, the required monthly payment is
capped at the amount a borrower would need to pay under the standard repayment plan.


javascript: void(0);
javascript: void(0);

For all the IDR plans, there is no penalty for paying more than the required amount. As
such, these plans can potentially provide borrowers with the ability to adjust payments if
their earnings turn out to be different (higher or lower) than expected. If a borrower on an
IDR plan has not repaid their loan balance at the end of the repayment period (either 20 or
25 years), their outstanding balance will be forgiven.12 However, it should be noted that the
total amount repaid over the life of the loan may be higher under IDR plans than under the
standard plan, and borrowers may be required to pay taxes on any amount forgiven.

Why Aren't IDR Plans Used More?

According to a Congressional Budget Office report, enrollment in IDR plans grew
significantly from 10 percent of borrowers in 2010 to 27 percent of borrowers in 201711
The percentage of loan balances being repaid through IDR plans increased even more, from
12 percent to 45 percent, over the same period.

The difference between the percentage of borrowers choosing IDR plans and the
percentage of loan balances being repaid through IDR plans indicates that the borrowers
opting for IDR plans have relatively high loan balances. Some of that difference can be
explained by graduate borrowers (who tend to have higher student loan balances) being
more likely to opt into IDR plans than undergraduate borrowers. As of 2017, only 24
percent of undergraduate borrowers had opted into IDR plans compared to 39 percent of
graduate borrowers, and 56 percent of graduate loan balances were being repaid through
IDR plans compared to 34 percent of undergraduate loan balances.

In addition, IDR plans are most popular among middle-income households, as seen in
Figure 2. The fact that there isn't greater take-up of IDR plans amongst the lowest income
households is somewhat surprising given that their monthly payments could be lower or
even zero under IDR plans.

Data indicate that borrowers in IDR plans are much less likely to default on their loans than
borrowers in standard fixed-payment plans. A Congressional Budget Office analysis shows
that, in 2017, the cumulative default rate of undergraduate borrowers who began
repayment in 2012 was over 30 percent for those on standard plans compared to less than
20 percent for borrowers on IDR plans.12 The same pattern holds for graduate borrowers,
although their default rates are much lower on both plans than default rates for
undergraduate borrowers. If IDR plans appear to provide greater protection against default,
why do we not see more borrowers switching to these plans?

The current repayment system in the U.S. rests on the idea that borrowers will optimally
choose a repayment plan based on their unique circumstances. But calculating costs and
benefits of different plans — and doing so under uncertainty — is undoubtedly difficult.
Borrowers could benefit from straightforward information and tools to help them evaluate
their choices.



A noteworthy deterrent to enrollment in IDR plans could be the tendency of borrowers to
stick with the plan in which they are initially enrolled. A recent experiment found that
changing the default plan to an IDR plan leads to a significant decline in using the standard
plan: a near 30 percentage point decline.12 The researchers further find that, when adding
earnings information to help borrowers grasp the distribution of college graduates' labor
market outcomes, it amplified the effect of changing the default option to an IDR plan. The
combination of these factors reduced take-up of the standard plan by nearly 46 percentage
points.

Lessons from Other Countries

It's also possible that loan features and administrative burdens deter eligible borrowers
from enrolling in IDR plans. Other countries have widely adopted income-based repayment
for student loans. For example, Australia and England both have universal income-
contingent loan (ICL) systems in which loan repayments for all borrowers are based on
income.

While direct comparison is difficult because borrowers in those countries are automatically
enrolled in ICL plans (unlike in the U.S. where they have a choice), there may be features
that make these plans more attractive. For example, loan payments in Australia and
England are based on a borrower's current income, unlike in the U.S. where they are based
on the borrower's previous income (that is, income they last reported). This may dampen
the protection that IDR provides against income fluctuations, given that labor market
outcomes can change quickly.

Furthermore, student loan repayment in Australia and England is linked administratively to
tax collection. Payments are automatically adjusted to changes in income and withheld by
employers or otherwise collected by tax authorities. By contrast, borrowers in the U.S. must
take action to recertify their income annually for an IDR plan. This administrative burden
may limit continued uptake of IDR plans for eligible borrowers.

Conclusion

Several reforms to student loans and repayment are currently being considered and
debated in the public domain. How the system changes remains to be seen and depends
on how policymakers view the relative importance of different goals, including:

e Protection against income fluctuations for borrowers
e Progressivity of loan repayment and forgiveness across the earnings spectrum
e The extent to which taxpayers subsidize student loan repayment



In particular, if the goal is to reduce delinquency and default, then educating borrowers and
reducing administrative burdens may be helpful. Such efforts could be especially critical in
the coming months as COVID-19 emergency relief for student loan borrowers is set to
expire on Sept. 30, at which time borrowers will be required to resume payments.

Sarah Gunn and Nick Haltom lead the Economic Education and Regional and Community
Analysis teams, respectively, and Urvi Neelakantan is a senior policy economist in the
Research Department at the Federal Reserve Bank of Richmond.
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