An Income Contingent Student Loan Tax Credit

The financial rewards from a college education are high, but they are also highly variable.  A graduate’s choice of career, the current state of the economy, location, and luck all play a role in determining earnings.  Moreover, as college enrollments have risen and other state obligations have grown, state governments have had difficulty maintaining low tuition for those attending public institutions.  College borrowing has risen and families need additional help managing their debt burdens.

Other countries – Australia, New Zealand, and the United Kingdom – have designed higher education loan systems to help families manage the risk involved in educational loans.  They explicitly limit repayments to a percentage of income, ranging between 6 percent and 10 percent.  
Similar protections could be created in the United States, by providing a tax credit to those devoting a large share of their income to student loan payments.  If applied to principal and interest, this would effectively cap repayments at a reasonable proportion of income, without requiring borrowers to extend their repayment indefinitely.    
Here is how one version of the tax credit could work:

· Borrowers would continue to make payments on their loans just as they do now.  There would be no need to create a new loan origination and repayment structure.
· At the end of the year, lenders would report the total principal and interest payments to the borrower and to the IRS.  (Lenders already report student loan interest payments to the IRS.)

· To the extent that the borrower’s total loan payments for the year exceed 10 percent of income (above a protected amount, $10,000 in this example), the borrower would receive a refundable tax credit.  The formula is:  

Tax Credit = Loan Payments  - 10% of (Income - $10,000)  

· The maximum payment a borrower can claim in any single year is the amount it would cost to pay off the loan, including interest, over a 10 year amortization period. 
· Borrowers are eligible for the credit only if they or their spouse is working.  
· Borrowers would continue to be able to take advantage of existing deferral, forbearance and extended repayment options.  

This approach would provide potential borrowers and their parents the assurance that student loan payments would not exceed a reasonable proportion of income after college.  At the same time, it would allow the loan programs to continue to operate as they do today.  The difference would be that borrowers could, if they choose, receive some help to completely pay off their loans in 10 years while committing less than 10 percent of their income to their loan payments.

A preliminary estimate indicates that a refundable tax credit designed as described above would reduce tax revenue by $7.3 billion when fully utilized.  That is less than the cost of the current higher education tax credits and deductions.  The tax credit could be made less or more expensive by adjusting the percentage of income, changing the amount of protected income, applying it to graduate and professional loans in addition to undergraduate debt, adjusting the assumed length of amortization of the debt, or applying it to interest only rather than both principal and interest.
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