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THE INDENTURED GENERATION:
BANKRUPTCY AND STUDENT LOAN DEBT
By Daniel A. Austin
Associate Professor, Northeastern University School of Law
INTRODUCTION
A generation of Americans has borrowed heavily for their education, and hundreds of
thousands of them are deeply in debt. Some 37 million Americans owe a total of approximately
$1 trillion dollars in student loans. 1 They constitute an Indentured Generation as many of them
will be burdened with student loan debt for much of their lives. 2 Some will eventually pay their
loans, many will default, and others will receive loan modification or partial loan forgiveness.
By and large, their participation in the credit economy will be severely limited. Members of the
Indentured Generation who are in particularly dire circumstances will turn to bankruptcy for a
“fresh start.” But, with few exceptions, student loan debtors will not get relief through
bankruptcy. The relief that is provided for most debts under the United States Bankruptcy Code
(“Code”) is not available for student loan debt. Because of this, education debt servitude will
last a lifetime for tens of thousands of Indentured Generation.
Some experts warn of a “student loan bubble,” 3 while others downplay the potential of a
mortgage-loan style meltdown. 4 Nonetheless, the numbers associated with education debt are
1

Student loan debt surpasses $1 trillion, USA Today, October 19, 2011, at 1.
The concept of student borrowers becoming an indentured class is not new. Rep. William D. Ford (D.Mich) may
have first coined the term during the passage of the 1965 Higher Education Act: “We are producing a class of
indentured servants who must work to free themselves from the bondage of educational debts. How will the next
generation afford a home or car if their disposable income is committed to paying off student loans?” (Cited in
Janet Lorin Indentured Students Rise As Loans Corrode College Ticket, Bloomberg.com, July 9, 2012, available at
http://www.bloomberg.com/news/2012-07-09/indentured-students-rise-as-loans-corrode-college-ticket.html.
(accessed July 12, 2012)). In 1989, Senator Claiborne Pell, Chairman of the Labor and Human Resources
Subcommittee on Education, Arts, and Humanities, warned that students who completed college with large debts
were at risk of becoming a “new class of indentured servants.” (Cited in Catherine M. Millett, How Undergraduate
Loan Debt Affects Application and Enrollment in Graduate or First Professional School, Journal of Higher
Education, Vol. 74, No. 4 (Jul. – Aug., 2003) at 386-427, available at http://www.jstor.org/stable/3648243 (accessed
on January 16, 2012)).
3
See, e.g., Student Loan Debt Crises Survey, National Association of Consumer Bankruptcy Attorneys, February 7,
2012, available at http://www.nacba.org/Legislative/StudentLoanDebt.aspx (accessed April 19, 2012). The report
notes that 81% of consumer bankruptcy attorneys say that clients with student loan debt have increased noticeably
within the past four years, and that the effective lack of bankruptcy discharge for these debts prevents debtors from
obtaining a financial fresh start. See also, Daniel Wagner, CFPB: Private Student Loans Parallel Subprime Mortgage
Lending, Huffpost, July 20, 2012 available at http://www.huffingtonpost.com/2012/07/20/cfpb-private-studentloans-subprime-mortgage_n_1688771.html (accessed August 17, 2012). The article states that private student loan
lenders gave loans without regard to whether students could pay, then bundled and resold the loans. Of course, the
federal government also makes loans for education without regard to whether the borrower can repay.
4
See, e.g., Morgan Housel, Student Loan Bubble: Not as Bad as it Looks, The Motley Fool, June 1, 2012, available
at http://www.dailyfinance.com/2012/06/01/student-loan-bubble-not-as-bad-as-it-looks/ (accessed July 9, 2012) .
The article states that from 2000 to 2010, that average debt per borrower at public college bachelor’s degree
recipients increased only 1.1% above inflation, and 2.2% above inflation at private nonprofit colleges. In contrast,
mortgage debt during the housing bubble increased at 10% above the rate of inflation. See also, Tami Luhby, There
is no student loan ‘crises.’ CNN Money, March 30, 2012, available at
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staggering. Thirty-seven million Americans--some 19.9% of American households—owe
student loans. 5 The average debt load for a four-year college graduate in the class of 2010 was
more than $25,250. 6 Students in graduate school borrow much more, averaging over $43,500 7
and individual loan debt exceeding $150,000 is not uncommon. 8 Many middle-aged and senior
citizens also have student loan debt, in addition to parents and relatives who have co-signed
student loans. 9 As of 2012, less than 40% of student loan debt was in repayment status
according to the original terms, and a recent study finds that approximately 21% of current
student loans are delinquent or in default. 10
Compounding the problem is that new graduates are entering one of the worst job
markets in decades. The unemployment rate in 2009 for college graduates was 8.7%, but by
2010 it was at 9.1%. 11 Unable to find jobs, unprecedented numbers of young people are moving
in with parents, postponing marriage and children, working unpaid, temporary, or part-time jobs,
and taking similar steps that would have been unthinkable for prior generations. As a result of
financial stress, student loan debtors experience high levels of personal depression, family
dysfunction, and adverse health effects, and are delaying or forgoing marriage, children, and
major purchases. 12
While federal repayment and loan forgiveness programs can help some borrowers, for
many debtors these measures fall far short of addressing the crushing burden of student loan
debt. But there is an effective means to address the problem. Consumer bankruptcy under the
Code adjudicates millions of dollars of debt each day. 13 But the Code excludes education loans
from discharge unless the debtor proves that paying the debt would result in “undue hardship.” 14
http://money.cnn.com/2012/03/30/news/economy/student-loans/index.htm (accessed March 30, 2012). The article
asserts that most student loan debt is manageable, and that only 10% of borrowers have more than $45,000 in loans.
5
Meta Brown, et al, “Grading Student Loans,” http://libertystreeteconomics.newyorkfed.org/2012/03/gradingstudent-loans.html/ (July 9, 2012). A chart showing the increase in households with education loan debt is in
Federal Reserve Bank 2010 Survey of Consumer Finances (SCF) Chartbook, p. 1082, available at
http://www.federalreserve.gov/econresdata/scf/files/2010_SCF_Chartbook.pdf.
http://www.federalreserve.gov/econresdata/scf/files/2010_SCF_Chartbook.pdf
6
Student Debt and the Class of 2010, The Institute for College Access & Success, November 3, 2011, available at
http://projectonstudentdebt.org/pub_view.php?idx=791 (accessed August 17, 2012).
7
Annamarie Andriotis, Grad School: Higher Degrees of Debt, Wall Street Journal, May 16, 2012, available at
http://online.wsj.com/article/SB70001424052702304192704577406652556893064.html (accessed August 17,
2012).
8
For example, medical students graduating in 2011 had average debt of $162,000. AAMC Medical Student
Education: Costs, Debt, and Loan Repayment, October 2011, available at
https://www.aamc.org/download/152968/data/debtfactcard.pdf (accessed August 17, 2012). Law school grads the
same year averaged $100,584, with some schools as high as $165,000. Sam Favate, Law Students, How Much Debt
Do You Want? Wall Street Journal, March 23, 2012, available at http://blogs.wsj.com/law/2012/03/23/law-studentshow-much-debt-do-you-want/ (accessed on August 17, 2012).
9
See infra notes 40-43 and accompanying text.
10
Brown, supra note 5. This does not include loans that have already been charged off.
11
Student Loan Project, Student Loan Debt and the Class of 2010, The Institute for College Access & Success,
November 2011 at 1, available at http://projectonstudentdebt.org/files/pub/classof2010.pdf (accessed July 20, 2012).
12
See infra notes 411-418 and accompanying text.
13
Over 1.4 million consumer bankruptcy cases were filed in FY 2011.
http://www.uscourts.gov/News/NewsView/11-11-07/Bankruptcy_Filings_Down_in_Fiscal_Year_2011.aspx
(accessed August 17, 2012).
14
11 U.S.C. §523(a)(8).
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The purpose of this policy is to prevent students from fraudulently obtaining student loans and
then speedily discharging them upon graduation, as well as to ensure that there is a pool of funds
for access to higher education. 15 Consequently, courts have found that “undue hardship” is a
very strict standard for which few debtors qualify. 16
Consumer bankruptcy can serve an important role in addressing the problem of student
loan debt, while at the same time remaining true to the purposes behind the no-discharge policy.
The Bankruptcy Code should be amended to allow a student loan to be revalued to the actual fair
market value of the loan. The fair market value would be nondischargeable, and the remaining
balance of the loan would dischargeable as general unsecured debt. This ensures that debtors
who can pay their student loans will do so, and it will help alleviate some of the misery of the
Indentured Generation.
The article will proceed as follows: Part I introduces the “Indentured Generation,”
including an overview of the student loan industry, repayment and forgiveness programs, current
repayment and default trends, and profiles of individual debtors. Part II looks at how student
loan debt is treated in bankruptcy, including the various tests developed by courts to determine
“undue hardship.” Part III considers the economic and social implications of a student loan
indentured class. Part IV offers a partial solution to the student loan crises by amending the
Code to allow education loan debt to be modified to its fair market value, with the remainder
treated as dischargeable debt.
I. THE INDENTURED GENERATION
A. Mortgaging the Future: Education Cost and Education Debt
Since 1990, the cost of education has mushroomed far in excess of the cost of living. In
1990-91, the cost of tuition, room, and board at an average four-year public college was $8,403,
and $21,218 for a private four-year college. 17 As of 2000-01, this increased to $10,609 for a
public college, and $26,795 for a private one. 18 By 2011-12, these numbers were $17,131 and
$38,589, respectively. 19 For another perspective, in January 2000 the cost of education and the
consumer price index were both at 100. As of July 2012, CPI stood at 135, while the cost of
education had increased to 196. 20 The cost of a college education has risen by three times the

15

See infra notes 217-223 and accompanying text.
See infra notes 243-306 and accompanying text.
17
National Center for Education Statistics, Fast Facts, available at http://nces.ed.gov/fastfacts/display.asp?id=76,
accessed on February 28, 2012.
18
Id.
19
Standard & Poor’s, Student Loan ABS Trends, Outlook and Panel Discussions, June 19, 2012 at 11 available at
http://www.standardandpoors.com/spf/upload/Events_US/US_SF_Event_61912slides.pdf (accessed July 20, 2012).
The source of this data is The College Board, Trends in College Pricing 2011.
20
S & P Student Loan ABS Trends, supra note 19 at 11. The data is from Bureau of Labor Statistics. See also,
Department of Education, Student Loans Overview , Fiscal Year 2013 Budget Request, at R-18, available at
http://www2.ed.gov/about/overview/budget/budget13/justifications/r-loansoverview.pdf (accessed July 11, 2012).
For the period 2000-01 to 2010-11 (in constant 2011 dollars) private 4-year college increased by 27%, and public 4year college increased by 49%.
16
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cost of inflation since 1983. 21 Overall, the cost of higher education in America is among the
highest in the world. 22
To keep pace with skyrocketing education costs, students have been borrowing in ever
greater numbers. In 1990 students that year took out $11.7 billion in loans to fund their
educations. 23 By 2000-01, total education loan debt had risen to $43,453,000,000. 24 As of the
first-quarter 2012, federal student loan debt stood at approximately $904 billion with private
loans adding another $150 billion, surpassing both consumer credit card debt ($679 billion) and
auto loan debt ($737 billion). 25 Students borrowed $103.9 billion in 2010-11 alone. 26 As of
2011, borrowing for education at non-profit schools averaged 42% of the cost of an education, 27
while the borrowing rate at 2-year for-profit schools may be as high as 98%. 28 The Department
of Education expects new federally guaranteed student loans in 2013 to total $154.4 billion. 29
The fastest growth is for students at for-profit schools, even though students at these schools
have a lower graduation rate, higher debt, and higher tendency to default on loans. 30
The percentage of students borrowing for education has also expanded dramatically. In
1989-1900, students graduating from public four-year colleges averaged $8,200 in debt, while
average debt at private colleges was $10,600. 31 In 1999-2000 the amounts increased to $15,100
and $16,500, respectively. 32 But over the decade 2000-02 through 2010-11, federal loans per
full-time undergraduate student shot up at an average rate of 5% a year after adjusting for
inflation, for a total increase of 57% for the decade. 33 As of 2010, 54% of students at public
four-year colleges had borrowed for education, with an average debt of $22,000. 34 Of students
earning bachelor’s degrees at private non-profit institutions, about 66% had borrowed for their
education, and the typical debt load was $28,100. 35 Averaging all four-year non-profit schools,
21

The college-cost calamity, The Economist, August 4, 2012, p. 57.
The indebted ones, The Economist, October 29, 2011, p. 16.
23
United States General Accounting Office, Report to the Secretary of Education, Federal Student Aid: Timely
Performance Plans and Reports Would Help Guide and Assess Achievement of Default Management Goals (GAO03-348, February 2003).
24
The College Board Trends in Student Aid 2011, p. 10, available at http://trends.collegeboard.org/student_aid/
(accessed August 17, 2012).
25
Standard & Poor’s, “Student Loan ABS Trends, Outlook and Panel Discussions, p. 5 (June 19, 2012), available at
http://www.standardandpoors.com/spf/upload/Events_US/US_SF_Event_61912slides.pdf (accessed July 20, 2012).
The source of this data was FRBNY Consumer Credit Panel/Equifax. See also, Meta Brown, et al, “Grading
Student Loans,” http://libertystreeteconomics.newyorkfed.org/2012/03/grading-student-loans.html/ (July 9, 2012)
for third quarter 2011 data; “Student loan debt surpasses $1 trillion,” USA Today. October 19, 2011, p.1.
26
Trends in Student Aid 2011, supra note 24 at 10.
27
Id. at 17.
28
Student Loans Overview, supra note 20, at R-18.
29
Id. at R-17.
30
US Student Loan ABS Issuance Is Ticking Up, But the Future Is Uncertain Say Conference Speakers, S & P
Ratings Direct, June 26, 2012, p. 2 , available at
http://www.standardandpoors.com/spf/upload/Events_US/US_SF_Event_619abs10.pdf (accessed July 20, 2012).
31
Heather Boushey, The Debt Explosion Among College Graduates, Center for Economic and Policy Research,
March 2003, p. 2, available at http://nces.ed.gov/pubsearch/getpubcats.asp?sid=013 (accessed August 17, 2012).
32
Id.
33
Trends in Student Aid, supra note 24, at 3, 4;
34
Id. at 4.
35
Id. at 4
22
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the mean debt per student in 2010 was $25,250. 36 A typical undergraduate student received
$4,907 in federal loans in 2010-11, while the average graduate student received $16,423 in
federal loans during the same period. 37 For graduates obtaining professional degrees, the
borrowing rate was much higher, with some 79% having obtained loans for school as of 20072008. 38 The plight of law school graduates, with an average debt load of $98,500 at graduation
in 2010, has been well-noted in the press. 39 And none of the numbers cited here include private
loans, which are more difficult to track.
It is not just younger people who go into debt for education. In recent years, education
borrowing by people ages 35 to 49 has also grown rapidly. 40 In addition, parents are incurring
debt to cover college costs for their children. In 1992-93, 5.6% of parents took out loans for
their children’s education. By 2010, that number had risen to 17%. 41 Loans to parents for their
children’s college education account for approximately $100 billion, or about 10% of the
estimated $1 trillion in education debt. 42 And many older people remain saddled with debt from
their own college years. One study finds that people aged 60 and older hold $36 billion in
student loan debt, of which some 10% is delinquent. 43
Borrowing rates are different for-profit programs than at public and private institutions. 44
For example, as of 2009, only 15% students who started post-secondary studies at a four-year
for-profit institution had earned a degree. And of those graduates, two-thirds had debt over
$28,000. 45 In contrast, for dependent students who started at a public four-year institution, 64%
had earned a bachelor’s degree, but only 14% of them borrowed more than $28,000. 46 In 2008,
students at proprietary schools studying for an associate’s degree had median federal debt of
approximately $14,045, compared to median debt level of $7,125 for students at private, not-for36

Student Debt Project, Student Debt and the Class of 2010, The Institute for College Access & Success, News
Release, November 3, 2011, available at http://projectonstudentdebt.org/pub_view.php?idx=791 (accessed July 20,
2012).
37
Trends in Student Aid, supra note 24 at 3.
38
Jennie Woo, The Expansion of Private Loans in Postsecondary Education, National Center for Education
Statistics, October 2011, p. 13, available at http://nces.ed.gov/pubs2012/2012184.pdf (accessed July 20, 2012).
39
Lincoln Caplan, An Existential Crises for Law Schools, New York Times, July 14, 2012, available at
http://www.nytimes.com/2012/07/15/opinion/sunday/an-existential-crisis-for-lawschools.html?src=recg&pagewanted=print (accessed July 19, 2012).
40
Mitch Lipka, Middle-aged borrowers piling on student debt, Reuters, December 27, 2011, available at
http://www.reuters.com/article/2011/12/27/us-studentdebt-middleage-idUSTRE7BQ0T620111227 (accessed July
19, 2012).
41
Janet Lorin, Parents Snared in $100 Billion College Debt Trap Risk Retirement, Bloomberg, February 2, 2012,
available at http://bloomberg.com/news/2012-02-02/parents-snared-in-100-billion-u-s-college-debt-trap-riskingretirement.html (accessed July 19, 2012).
42
Id.
43
Karen Datko, Over 60 and still paying student loans, MSN Money, April 5, 2012, available at
http://money.msn.com/saving-money-tips/post.aspx?post=d921ed1b-2cda-4cdf-8289-9b6ec2ccc309&_blg=35
(accessed May 14, 2012).
44
The New York Times maintains an interactive chart of average costs and average student debt based upon the
university at http://www.nytimes.com/interactive/2012/05/13/business/student-debt-at-colleges-anduniversities.html?ref=business. All cost data on the chart is provided by the respective schools, and many schools
do not participate.
45
Trends in Student Aid, supra note 24 at 18.
46
Id. at 18.
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profit schools. 47 Similarly, students seeking a bachelor’s degree at proprietary four-year schools
had median debt of $23,874, more than double the debt level of $11,580 for students at private
non-profit schools, and five times the debt of $4,968 for students at public schools. 48
Student loan debt is clearly concentrated in young adults. As of the third-quarter 2011,
the total number of people in the U.S. with student loan debt was approximately 37 million. 49 Of
people under the age of thirty, 40.1% have student loan debt, while among people between the
ages of thirty and thirty-nine, 25.1% have student loan debt. 50 In contrast, only 7.4% of people
over forty have student loan debt. 51 Overall, $580 billion of the $870 billion federal student loan
balance is owed by people under the age of forty.
B. The Student Loan Industry
The student loan industry is a massive, profit-making enterprise. With loan assets of $1
trillion, and lending in 2013 exceeding $150 billion, the student loan business eclipses almost
any private industry in annual sales. 52
1. Federal Loan Programs
Federal funding for student loans began as a response to the Cold War and the launch of
the Soviet Sputnik satellite in 1957. 53 Subsequent expansion included grants and loans to assist
medical and health program students, the Guaranteed Student Loan Program (GLS) (1965), 54
Higher Education Amendments of 1972 (1972) to provide grants and loans for junior colleges,
trade schools, and career colleges, 55 the Middle Assistance Act (1978) offering education grants
and loans to middle-class families, 56 and the Parent Loans for Undergraduate Students Program
(1981) which allowed families of all income levels to obtain loans for dependent students, albeit
at higher interest rates. The GSL program was revised in 1988 to become the Federal Stafford
Loan Program. 57 Its primary purpose was to provide low-cost loans guaranteed by the U.S.
government. In 2007, the College Cost Reduction and Access Act 58 increased Pell grant amount,
reduced interest rates on subsidized student loans, and capped loan repayment at 15% of
discretionary income. One of the basic policies of federal education grant and loan programs is
to make college accessible regardless of economic background. 59
47

Department of Education Fiscal Year 2013 Request, supra note 20 at R-22.
Id.
49
Brown, supra note 5.
50
Id.
51
Id.
52
Department of Education Fiscal Year 2013 Request, supra note 20 at R-3. New loans will be $121 billion,
consolidations will be $28 billion, and private loans (15% of all student loans) will constitute the rest.
53
Gareth Marples, The History of Student Loans—Financial Aid for Economic Competition, available at
http://thehistoryof.net/history-of-student-loans-html (accessed on February 2, 2012)
54
Higher Education Act of 1965. Pub. L. No. 89-329. Section 430(a), 79 Stat. 1219 (1965).
55
Pub. L. 92-318.
56
Middle Income Student Assistance Act, Pub. L. No. 95-566, 02 Stat. 2402 (1978).
57
20 U.S.C. §1071-87-4.
58
College Cost Reduction and Access Act, Pub. L. No. 110-83, 121 Stat. 784 (2007).
59
Roger Roots, The Student Loan Debt Crises: A Lesson in Unintended Consequences, 29 Sw. U. L. Rev. 501, 524
(2000) (“Far from the egalitarian results contemplated by the original proponents of the guaranteed student loan
48
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Through 1993, private banks made student loans under the Stafford program, and the
Department of Education would subsidize loans and reimburse banks if borrowers defaulted.
The Stafford program was modified in 1993 with the creation of the Federal Family Education
Loan Program (FFELP) 60 and the William D. Ford Federal Direct Loan program. FFELP
continued the policy of students obtaining federally guaranteed loans through banks. However
under the Ford loan program, students borrowed funds directly from participating schools, which
received funds from the Department of Education. From 1993 to 2010, applicants for a Stafford
loan could get their loans through either the Ford program or FFELP. Approximately 80% of all
federal student loans were made through FFELP. Lenders under FFELP made loans without
regard to the student’s creditworthiness. 61 The federal government guaranteed the loan against
default. 62 Today, federal loans constitute about 75% of all education loans, and 93% of all new
loans made in 2010-2011. 63
To entice private lenders to make loans to students, FFELP lenders were promised a
guaranteed rate of return called the “special allowance rate.” The special allowance rate was
based upon an average of 3-month commercial paper rates, plus certain factors for loans in
repayment or in deferment or grace. 64 This was in addition to the federal loan guarantee if the
borrower defaulted.
A major restructuring of student loans took place in 2010 with the enactment of the
Health Care and Education Reconciliation Act. 65 That act contains the Student Aid and Fiscal
Responsibility Act (“SAFRA”). 66 A key provision of SAFRA is to remove private banks as
middlemen in the student loan process, which is intended to save the cost of subsidies and
guarantees paid to banks, and then redirect that savings to need-based grants. 67 Loans are now
made directly to students through the U.S. Department of Education, ending the FFELP program.
For loans made before 2010, lenders receive the higher of the special allowance rate or the
student interest rate set by the government for new student loans. 68 If the student rate is lower
than the special allowance rate, the government makes up the difference. In the event that the
student rate is higher, the lender pays the difference to the government. 69

program, the final effect of the program has been the growth, rather than the reduction, of socio-economic disparity
between races, classes, and ethnic groups”).
60
34 CFR 682.100 et seq.
61
20 U.S.C. §1078(c)(2)(F)(2000); 34 C.R.F. 682.404(h)(1)(2005).
62
20 U.S.C. §1071 (2000).
63
Private Student Loans, Consumer Financial Protection Bureau, July 20, 2012, p. 9, available at
http://files.consumerfinance.gov/f/201207_cfpb_Reports_Private-Student-Loans.pdf (accessed July 19, 2012).
64
Department of Education Fiscal Year 2013 Budget Request, supra note 20 at R-8, R-9. While the specific rate
could change for some loans, interest was capped at 8.25% for Stafford and Consolidation loans, and 9% for PLUS
loans. Id.
65
Health Care and Education Reconciliation Act of 2010, Pub. L. No. 111-152, 124 Stat. 1029 (2010).
66
Student Aid and Fiscal Responsibility Act of 2009, H.R. 3221, 111th Cong. (2009).
67
Under SAFRA, the role of private banks will be to service loans. Health Care and Education Reconciliation Act of
2010, Pub. L. No. 111-152, 2201-05, 124 Stat. 1029, 1074-75 (2010).
68
Department of Education Fiscal year 2013 Budget Request, supra note 20 at R-8.
69
Id. at R-8, R-9.
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Currently, the federal government originates four types of loans: Subsidized Stafford,
Unsubsidized Stafford, PLUS and Consolidation loans. The Subsidized Stafford loan offers the
lowest interest rate, presently at 3.4%. 70 Borrowers must meet a financial needs test based on
family income, and after July 1, 2012 graduate and professional students were no longer eligible
for these loans. 71 The three other types of loans are available to borrowers at any income level. 72
Previously, the government paid the interest on the loan during the time the student was in
college, as well as a six-month grace period following graduation, and for any deferment periods.
However, as of July 1, 2012 students are charged interest immediately following graduation. 73
Unsubsidized Stafford loans are made without regard to financial need. The interest rate
was fixed at 6.8% for loans made after July 1, 2006, and the government does not pay any of the
interest. 74 Students can defer payment of interest while in school, but accrued interest will be
capitalized at the start of repayment. 75 PLUS Loans (Parents Plus) are available to parents with
dependant undergraduate, graduate, and professional degree students. Interest is 7.9% and
accrues immediately upon disbursement of the loan. 76 Plus Loan applicants may not have any
adverse credit history. 77 Consolidation Loans are available for borrowers with existing loans in
order to combine the loans and extend payment schedules and terms based on their total existing
loans. 78 The interest on a Consolidation Loan is based upon the weighted average of all loans
being consolidated, rounded up to the nearest 1/8 of 1%. 79
Subsidized and Unsubsidized Stafford Loan amounts are capped as follows:

Dependant Undergraduates
First-Year Student
Second-Year Student
Third-Year Student
Independent
Undergraduates
First-Year Student
Second-Year Student
Third-Year Student

Annual Limits
Stafford
$3,500
$4,500
$5,500

Annual Limits
Total (Stafford &
Unsubsidized Stafford)
$5,500
$6,500
$7,500

$3,500
$4,500
$5,500

$9,500
$10,500
$12,500

70
Id. at R-4. This rate was part of a phased reduction in rates from 6.8% in 2007 to 3.4% from July 1, 2011 to July
1, 2012. The rate was scheduled to revert to 6.8%, but a last-minute agreement to extend that 3.4% rate for one
year was reached in Congress shortly before on the rate increase was to take effect. Reuters, No more grace period
on student-loan interest, Chicago Tribune, June 28, 2012, available at
http://www.chicagotribune.com/business/breaking/chi-no-more-grace-period-on-student-loans20120628,0,4384922.story (accessed July 10, 2012).
71
Department of Education, Fiscal Year 2013 Budget Request, supra note 20 at R4-R6.
72
Id. at R-4.
73
Reuters, supra note 70.
74
Department of Education Fiscal Year 2013 Budget Request, supra note 20 at R-6.
75
Id.
76
Id.
77
Id. at R-6.
78
Id.
79
Id.
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Graduate Students
Dependant Undergraduates
Independent
Undergraduates
Graduate Students

$8,500
Aggregate Limits
$23,000
$23,000

$20,500
Aggregate Limits
$31,000
$57,500

$65,500

$138,500

Source: Department of Education, Student Loans Overview, Fiscal Year 2013 Budget Request at
R-7
Education lending is an income-producing endeavor for the federal government. Profit is
made on the spread between the government’s borrowing rate, presently around 1%, and the
subsidized lending rate, currently at 3.4% for the lowest rate Subsidized Stafford loan and
increasing with other types of loans. 80 This is in addition to the origination fee of 1%. 81 The
Department of Education anticipates that federal subsidized student loan activity (including new
loans and consolidation of existing loans) will generate $38.9 billion in revenue for the
government in 2012, and approximately $36.8 billion in 2013. 82 The federal government expects
to earn 20.08% on each dollar of loans originated in 2013. 83
2.

Non-federal Student Loans

In addition to federal education loans, private lenders also loan money to students. About
2.9 million students currently have private loans. 84 Private loans peaked at $22 billion in 20072008, but dropped to $6 billion in 2010-2011 due to increased caps on federal loans and tighter
lending standards. 85 Currently, private loans constitute approximately 14% of total student
borrowing. 86 The total of private loans is $150 billion. 87
A student might take out a non-federal loan if he has reached the annual or aggregate
federal loan cap. Unlike federal loans, most of these are priced according to credit-worthiness
standards, and there is no cap on interest rates. 88 Interest rates on private loans are usually much
higher than federal loans, 89 with some as high as 15% or more. 90 Many private loans include
80
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Id. at R-2. The Congressional Budget Office estimates that 2012 loans and consolidations will generate $37
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2012 Table 1, available at
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July 9, 2012).
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http://www.bloomberg.com/news/print/2012-06-05/students-pay-slm-9-25-on-exploitive-loans-for-college.html
(accessed June 6, 2012).
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Standard & Poor’s, supra note 19 at 7. The source of this data is The College Board, Trends in Student Aid 2011.
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http://money.cnn.com/2012/07/20/pf/college/private-student-loan-debt-cfpb/ (accessed July 20, 2012).
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NACBA Report, supra note 3 at 4.
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Lorin, supra note 84.
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adjustable interest rates without caps that can be adjusted without notice. 91 There are no loan
limits, but there also no deferments, income-contingent repayment, or any of the other relief
available in federal loan programs. Private loans are considered riskier than federally guaranteed
loans, yet more than half of student borrowers fail to max out government loans before incurring
private loans. 92 Overall, student lending is a highly profitable business. 93
The largest private lender is Student Loan Marketing Association (Sallie Mae).
Established in 1972, Sallie Mae is financed by borrowing money, then relending to students at a
higher rate. 94 Student Loan Asset Backed Securities (“SLABS”) were invented by Sallie Mae in
the early 1990s. These are securitized portfolios of student loans, similar to Fannie Mae
securities backed by home mortgages. The assets behind the securities are the loans themselves.
In 1990 there were $75.6 million Sallie Mae securities in circulation, in 2010 annual trading was
$250 billion. 95 Up to 30% of student debt is securitized. 96
Private lenders have been accused of offering schools incentives such as paid trips for
financial aid officials and guests to conferences in vacation spots, gifts awarded through raffles,
“set-asides” (loans for international students and those with poor credit), and even cash payments
directly to schools in order to encourage schools to steer students to a lender’s loan programs. 97
Reform measures subsequently curbed some, but not all of these abuses. 98
3. Student loans and higher education costs: cause, effect, and cause again
Some commentators assert that the broad availability of education credit has itself fueled
the increase in education costs. Known as the “Bennett Hypothesis,” it postulates that increases
in education credit creates more students with funds to go to college, so schools raise tuition in
order to capture the increase in federal money. 99 It was first articulated by William Bennett,
Education Secretary under Ronald Reagan, who wrote in a 1987 op-ed piece, “[i]ncreases in
financial aid in recent years have enabled colleges and universities to raise their tuitions,
90
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April 19, 2012).
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Id.
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Jonathan D. Glater, Offering Perks, Lenders Court Colleges’ Favor, New York Times, October 24, 2006,
available at http://www.nytimes.com/2006/10/24/education/24loans.html?_r=1&pagewanted=print (accessed July
27, 2012); Kelly Field, The Selling of Student Loans, Chronicle of Higher Education, June 1, 2007 at A15, available
at http://chronicle.com/article/The-Selling-of-Student-Loans/12437/ (accessed July 27, 2012).
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confident that the Federal Government loan subsidies would help cushion the increase.” 100 As
colleges charge more, school loan credits must increase in order to keep pace with education
costs, and the cycle repeats. 101 Higher tuition and loans to pay them have spurred building
booms at universities across the U.S. 102 and allowed programs that utilize federal loan funds to
charge far more than programs that do not. 103 Proponents of the Bennett Hypothesis assert that
the upward trend in education costs will not be contained as long as low-cost student loans are
available. 104

C. Repayment and Forgiveness of Student Loans
Stafford loans allow for a grace period of 6 months after graduation, or if the student
leaves the program or drops below part-time. Upon expiration of the grace period, it’s time to
repay. 105 There are different modes for doing so.
The Standard Repayment program requires a fixed amount per month of at least $50, and
allows up to ten years to repay a loan. 106 This gives the shortest repayment period but the
highest monthly amount. Students with federal loans in excess of $30,000 may qualify for
Extended Repayment. This allows up to 25 years for repayment, with the option of either fixed
or graduated repayment. Fixed repayment is same amount each month, while graduated
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commentator has colorfully opined: “Colleges ‘suddenly saw the government as this giant wobbling teat just waiting
to be sucked, and started a spastic race towards Who Cold Charge the Most Ludicrous Tuition For Four Years…”
Ian William, The Indentured Class: Student Loans Are Robbing Us of Our Future, The Providence Phoenix, Sept.
20, 1996, at 8.
101
Katharina Ley and Jussi Keppo, The Credits that count: How credit growth and financial aid affect college
tuition and fees, unpublished manuscript, March 3, 2012 at 20-21. Electronic copy available at
http://ssrn.com/abstracts=1766549. The authors conclude that increased loan funds and grants allow schools to
charge more, which in turn feeds demand for additional loans and aid.
102
Janet Lorin, Indentured Students Rise As Loans Corrode College Ticket, Bloomberg, July 9, 2012, available at
http://www.bloomberg.com/news/2012-07-09/indentured-students-rise-as-loans-corrode-college-ticket.html
(accessed July 20, 2012). The article asserts that as borrowing for college soared in the 2000s, universities began a
multi-billion dollars building boom. Concurrently, the debt of some 500 colleges and universities rated by Moody’s
Investor Services rose from $91 billion in 2002 to $211 billion by 2011.
103
Kix, supra note 99. The article mentions that according to one study, tuition at for-profit schools that offer
federal loans is 75% more than expensive that schools with no federal loans.
http://www.standardandpoors.com/spf/upload/Events_US/US_SF_Event_619abs10.pdf;
104
See, e.g., Andrew Gillen, Introducing Bennett Hypothesis 2.0, February 2012, available at
http://centerforcollegeaffordability.org/uploads/Introducing_Bennett_Hypothesis_2.pdf (accessed August 1, 2012).
Gillen purports to draw a clear line between federal education loan credits and increased college tuition, and asserts
that the only way to avoid increases in education costs is to limit education loans to only students with demonstrable
financial need. Id. at 7, 15. See also, Howard, supra note 94 at 505 (“As long as student loans are made without
any analysis of ability to repay, more and more money will flood the system and inflate the prices”).
105
There are a number of online calculators to determine monthly payments on a loan. The Department of
Education calculator for federally guaranteed loans is at http://www.direct.ed.gov/calc.html.
106
See Repayment Plans, Department of Education, available at http://www.direct.ed.gov/RepayCalc/dlindex2.html
(accessed April 19, 2012) (discussing repayment options).

11

repayment starts lower, but increases in amount every two years. 107 Repayment may take up to
ten years, and no single payment will ever be more than three times any other payment. 108
For students struggling to meet any of the above repayment options, there is the Income
Contingent Repayment program. This is only available for loans made under the Federal Direct
Loan Program, so a Parent Plus loan is not eligible. 109 Each year, the monthly payment amount
is calculated based on adjusted gross income (AGI) (including spouse’s income if the borrower is
married), family size, and total amount of Direct Loans. 110 A set formula determines the amount
of the monthly payment, but it is not more than 20% of the debtor’s monthly “discretionary
income,” which is calculated based on AGI minus poverty levels for the debtor’s state of
residence and family size, divided by 12. 111 If the payments are not large enough to cover the
accumulated interest on the loan, the interest is capitalized once a year. However, capitalization
of the interest will not exceed 10% of the original amount owed when the debtor entered
repayment. Interest will continue to accrue thereafter, but will not be capitalized. 112 The
maximum payment time is 25 years, and then the unpaid portion is forgiven. 113 Any time spent
in deferment or forbearance does not count towards the 25 years. 114 And, any amount that is
forgiven can potentially be treated taxable income to the debtor. 115
Another option is Income-Based Repayment (IBR). A debtor is eligible for IBR if she
would have to pay more under a standard ten-year repayment plan than under the IBR
formula. 116 The required payment is 1/12 of the annual payment, and the annual payment is 15%
of the borrower’s discretionary income, as defined by the borrower’s adjusted gross income
(AGI), minus 150% of the federal poverty level for a family that is the size of the borrower’s
family. 117 For example, a single borrower with no dependents, debt of $123,000 at 6.8%, and
annual income of $50,000 would pay $421 per month, rather than $1,417 per month on a tenyear repayment plan. 118 However, a borrower with two dependants making less than the poverty
line of $27,795 will not have to make any payments. Interest continues to accrue, but after 25
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years, the entire remaining balance is forgiven. 119 Borrowers working in public service jobs may
be eligible for loan forgiveness after 10 years, with certain limitations. 120
All Stafford, PLUS, and Consolidation Loans made under the Direct Loan or FFELP are
eligible for repayment under IBR, except for loans in default, parent PLUS loans (PLUS loans
that were made to parent borrowers) or Consolidation Loans that repaid Parent Plus Loans. 121
For borrowing that begins in 2014, payments are capped at 10% of income, and the loan balance
will be forgiven after 20 years. 122 As with income contingent repayment, the amount that is
forgiven is potentially taxable as income. 123 Borrowers in IBR must submit annual
documentation of their continued eligibility for the program and meet other requirements. 124
There is a special Public Service Loan Forgiveness program for Stafford loans. 125 This
allows a debtor to teach for five consecutive years in schools that serve low-income families and
receive up to $17,500 in loan forgiveness on FFELP and/or Direct Loan program loans. 126 In
addition, some debtors may apply for a FFELP Disability Discharge. To qualify for the
discharge, a physician must certify that the borrower is unable to engage in any substantial
gainful activity by reason of a medically determinable physical or mental impairment that (1) can
be expected to result in death; (2) has lasted for a continuous period of not less than 60 months;
or (3) can be expected to last for a continuous period of not less than 60 months. 127
There are several specialized loan forgiveness programs, such as the Veterinary Medicine
Loan Repayment Program (VMLRP), which provides for partial loan forgiveness if a veterinary
medicine graduate serves in a designated shortage situation. 128 There are loan repayment
programs for law graduates who enter into public or low-income service. 129 In addition, military
branches have loan repayment programs. The U.S. Army offers up to $65,000 in qualified loan
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repayment for enlistees, as does the U.S. Navy, while the Air Force offers up to $10,000. 130
Only federal loans are eligible, the loan cannot be in default, and the request must be made at the
time of enlistment or re-enlistment. 131
Federal student loans are not subject to any statute of limitations.132 Private and nonfederal loans are subject to regular statute of limitations. 133 A student loan obligation ends if the
borrower dies, and her estate is not liable for any balance owed. 134 However, the situation may
be different if there is a cosigner. The federal government forgives all education debts if the
borrower dies and does not hold the cosigner liable. 135 Private student loan lenders are not
required to forgive the co-signer, and while some may do so, other lenders demand payment
even if the student borrower has died. 136
D.

Debt and Desperation In The Indentured Generation

1. People You May Know
There is no shortage of wrenching accounts from people struggling under mountains of
student loan debt. There are any number of online sites where commentators and student debtors
chronicle their experiences. 137 Undoubtedly the poster-child for crushing student loan debt is a
family practitioner in Columbus, Ohio, whose $250,000 in loans for medical school eventually
mushroomed to $550,000 after deferments for her residency, missed payments with late fees, and
compounding interest. 138 A more typical situation is a student who borrowed $79,000 in loans to
130
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study interior design at a for-profit college. 139 By graduation, her debt had grown to over
$100,000. She could not find a job in her field and obtained several forbearances, incurring
additional interest and fees. She eventually landed a job in a different field and after making
timely payments for five years, she still owes $98,000. When the loans are paid in 25 years, she
will have paid $211,000. She figures that for now she cannot afford to study for a business
degree, start her own business, own a house, or have children. 140 Below are profiles of four
student loan debtors who were interviewed for this article. 141
1. Debtor 1
Debtor 1 is in her mid-30s and has dual degrees in music education and music therapy
from a private non-profit music school, which she attended over 14 semesters from 2003 to
2008. With tuition costs of $10,000 per semester, living costs of $13,000 per year, and fees,
insurance, instruments, a computer, and other items required by the school, she borrowed
$202,600, including $138,500 in private loans and $64,000 in state and federal loans. Debtor 1
had no music training before she enrolled, and no audition was required. Admissions personnel
assured her she could readily find contract work in music therapy at $60 per hour, but no such
jobs have ever materialized. And, she cannot work in music education because she cannot afford
to perform the four-months of unpaid internship plus purchase the six credits that state licensing
would require. Unable to find work in her field after graduation, Debtor 1 is employed as a
switchboard operator for a large company where she makes $29,800 per year. After taxes and
modest living expenses, she has $124 per month for debt service. For years following
graduation, she struggled to make loan payments and worked with her lenders to restructure
payments. Finally, after going into default on her private loans and with judgments looming, she
filed Chapter 13 bankruptcy in 2011. As of the petition date, with interest the debt had
mushroomed to $248,600. During her bankruptcy she will not be making regular loan payments,
so interest on the debt will continue to accumulate.
When asked about how she could have allowed so much debt to accumulate, Debtor 1 has
several answers. First, coming from a blue-collar background, she knew essentially nothing
about finances, making a living, and paying back debt. Higher education was perceived as the
key to a meaningful career and lifetime earning potential. It did not occur to her to consider the
amount of debt she was accumulating until she was several years into her program, and by then,
with so much invested, it was unthinkable not to continue. Second, borrowing, especially from
private sources, was absurdly easy. Two loan sources, Citibank and TERI, supplied all of her
private loans, and it took only ten minutes online per semester to borrow anywhere from $10 to
$20 thousand. She was not even required to provide her real signature. One lender required a
parent to co-sign each loan, but after obtaining an initial electronic signature from her father, the
lender did nothing to verify that the parent had, in fact, agreed to co-sign subsequent loans. It
was only after Debtor 1defaulted that the father who had electronically co-signed one loan
learned about the other loans for which he was obligated. Tragically, her father has not
communicated with her since that time.
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Debtor 1 compartmentalizes the fact that she owes so much, and while she imagines that
she will one day be out of debt, there seems to be no feasible way this will ever happen. In the
meantime, she has friends, a pet, and a very modest social life. She does not own a home or a
car, nor does she have credit cards. She does not expect her situation to change to any time in
the foreseeable future.
2. Debtor 2
Debtor 2 is in her mid-30s and has three children under the age of 15. Her annual income
of $30,700 comes from social security disability, child support, and food stamps, and is well
below the state minimum where she lives. Her rental payment of $550 a month is half the IRS
average for a family of four in her area, and all her other allowable expenses (food, clothing,
medical, utilities, etc.) are at or below the IRS guidelines. Nevertheless, Debtor 2’s allowed
expenses of $2,565 per month exceed her monthly income by $2.00. Additionally, two of her
children have special medical conditions that require frequent hospitalization, and Debtor 2 must
care for them around the clock.
Debtor 2 enrolled in a medical training program, but was unable to complete it because of
parenting demands. Unfortunately, she borrowed $17,200 in student loans when she was in the
program. With expenses in excess of her social security income, Debtor 2 is unable to pay any
of her debt. When she filed for bankruptcy, she also filed an adversary proceeding to have the
student loan debt discharged. The creditor answered the complaint and started discovery,
including a deposition and interrogatories and requests for production of documents. Among the
information requested were documents regarding her medical condition and that of her children.
Debtor 2 could not afford the cost to copy all the records, and through her lawyer, offered to
provide authorization for the creditor to obtain its own copies. At the conclusion of her
deposition, counsel for the creditor told Debtor 2’s attorney that as it appeared that she was
disabled and unable to pay the debt, he would recommend that his client agree to the discharge
and therefore it was not necessary for Debtor 2 to provide any documents or even to proceed
with administrative remedies such as income contingent repayment. However, the creditor later
refused to agree to the discharge, in part because Debtor 2 had failed to provide documents to
establish her medical condition. Ultimately, Debtor 2 entered into an income based repayment
program. Based on her income, her payments are $0, so the result is might seem the same as
discharge of the debt. However, under IBR, Debtor 2 must provide extensive medical and
financial information to prove her condition each year. For her it would have been far easier and
less stressful for her if the creditor had agreed to the discharge.
3. Debtor 3
Debtor 3 is in her late 40s and lives in a modest condominium in a Midwestern city. She
received a BFA degree at a prestigious university in 1989, for which she incurred a loan for
$11,000 from the Department of Education. In addition, she used credit cards to supplement
college costs, and, as she says, “to have a bit of fun during the summers.” Debtor 3’s first job
after college was working in a diner, but eventually she found work in electronic printing. Still,
the salary was low and she did not make many payments on her loan. Financially strapped with
student loans and credit card debt, Debtor 3 filed a pro se bankruptcy in 1990. She received a
16

discharge in 1991. Debtor 3 says that the standard discharge order was confusing, so she wrote
to the judge to confirm that all claims on the list of creditors had been discharged. He returned a
handwritten response at the bottom of her letter that said simply “your case was granted,” which
she took to mean in the debts had been discharged.
Following the bankruptcy, and assuming that her student loan debt had been discharged,
and Debtor 3 made no further payments. She even got all references to the loan removed from
her credit report, which to her confirmed that the debt was discharged. Nevertheless, student
loan collectors continued to call and send collection letters. Sometimes Debtor 3 responded with
snarky letters of her own, but she continued to assume that the debt had been discharged.
However, in 1998 the Department of Education levied on her tax return, and it has continued to
do so ever since. A collection agency began pursuing her in earnest starting in 2006, eventually
garnishing her wages. For a time, the Department of Education granted her requests for a
hardship deferral, but after two years refused to allow any further deferment. Along the way,
Debtor 3 studied for and received an MFA in the hopes that it would improve her career
prospects. That resulted in an additional $5,000 student loan owed to a private lender, but the
new degree did not enhance her career prospects.
In recent years Debtor 3 has taught part-time and worked in a variety of temporary jobs,
but has been unable to find permanent work. She earns sporadic income from process serving,
selling art, and even paid medical testing. Debtor 3 has also used credit cards to purchase basic
necessities. When her unemployment benefits ran out in 2011, Debtor 3 filed a second pro se
Chapter 7. By that time, her federal student loan debt had grown to $25,000, and she still owed
$2,000 in private student debt. She filed a pro se adversary proceeding against both lenders
seeking discharge for undue hardship under the Brunner criteria. The private lender did not
respond, so the court granted default judgment. This is not a surprising, given that the cost of
retaining counsel and responding to the complaint would cost more than the amount owed. But
the Department of Education has respond to Debtor 3’s complaint, discovery is on-going.
4.

Debtor 4

Debtor 4 is a recent law school graduate. Unlike the other debtors profiled above, he has
not filed bankruptcy and does not anticipate doing so. But his story is typical of tens of
thousands of recent law grads, 142 so it is worthwhile presenting it here. Debtor 4 had no
undergraduate student debt and worked at a steady job in business making $50,000 per year for
five years before starting law school. He was not dissatisfied with that income, but was bored
and felt his upside prospects were limited, so he decided to attend law school. To pay for law
school, Debtor 4 incurred between $189,000 and $191,000 in debt (he is not certain of the exact
amount). He received two loans each year during law school: a Grad Plus loan of $40,000 per
year that went directly to the law school, and a Stafford loan of $21,000 per year, which covered
his living and other expenses. The amount of his debt is so large that it feels amorphous and
almost unreal. He currently has a deferment, but Debtor 4 calculates that when it runs out his
142
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payments will be $1,200 to $1,500 per month. Right now, however, he is just worried about
paying rent and other basic expenses. Despite solid grades in law school, works two temporary
legal jobs netting $2,000 per month. Debtor 4 will take a permanent position wherever he can
get it. When asked if he is glad he went to law school, Debtor 4 says yes, but that he is “one of
the few who is.” Notwithstanding his financial worries, Debtor 4 enjoys legal studies and law
work, and is confident that his training and abilities portend a bright future.
2. The Logic and Illogic of College Education
The debtors described above may have been imprudent in incurring their student loans,
but each did so with the expectation that an education would enable them to earn a living.
Investment in education is prudent if the borrower can utilize that education to make sufficient
income to pay off the debt within a reasonable period. But this depends upon two assumptions.
First, the amount of debt is proportionate to the income that can reasonably be expected in the
career for which the student has trained. Second, that there will be sufficient employment
opportunities after graduation. Increasingly, these assumptions are not valid for many student
borrowers.
The first assumption, that the amount of education debt is proportional to expected
income, is undermined by the skyrocketing cost of education in recent years. Increases in tuition,
fees, and other expenses of higher education have outstripped inflation in every other major
sector of the economy, such as energy, food, healthcare, and even housing during the time when
housing itself was experiencing a bubble. 143 The cost of tuition alone has ballooned from 23%
of median annual earnings in 2001 to 38% in 2010. 144 To illustrate the difficulty of managing
student loan debt, let’s assume a four-year college graduate named Joan gets a job in Dallas with
a salary of $41,701, which was the prototypical average salary for 2011 graduates. 145
Fortunately, Texas has no state income tax, so Joan’s tax home pay after federal taxes (but with
no other deductions such as retirement, health insurance, etc.) is $34,377.15 per year 146 or
$2,864.75 per month. Average apartment rent outside the expensive Dallas City Center is $679
per month, but Joan is frugal and takes the cheapest place she can find at $595 per month. 147
Using standard cost of living percentages, Joan will pay $2,975 per month for housing, food,
transportation and other expenses. 148 Ouch! Joan is already in trouble because her monthly
living expenses exceed her monthly-take home pay. Somehow she gets by for awhile, but after
six months her student loan repayment kicks in. If Joan has $27,000 in student loan debt (the
national average for a 4-year college graduate) and wants to use the standard repayment plan, she
143

Is student loan, education bubble next? Boston Globe, November 6, 2011, available at
http://articles.boston.com/2011-11-06/news/30367269_1_student-loan-federal-stafford-bubble (accessed on
November 10, 2011).
144
The Economist, The college-cost calamity, August 4, 2012, p.57.
145
National Association of Colleges and Employers Salary Survey (Winter 2012) at 3, available at
http://www.naceweb.org/uploadedFiles/NACEWeb/Research/Salary_Survey/Reports/SS_January_exsummary_4we
b.pdf (accessed August 17, 2012).
146
Payroll Guru, Texas Payroll Check Calculator, available at
http://www.payrolltexas.com/PayrollCheckCalculator.aspx (accessed August 17, 2012).
147
Information regarding standard cost of living in the Dallas area is from Numbeo.com, available at
http://www.numbeo.com/cost-of-living/city_result.jsp?country=United+States&city=Dallas%2C+TX (accessed
August 18, 2012).
148
Id.

18

will have to pay $310.72 per month. 149 How will she get by and keep up with her student loan
repayments? Joan is not sure, but somehow she will find a way. Fortunately, she has no
dependents or medical expenses, and she will probably get a raise after her first year. But many
borrowers do have dependants, medical expenses, insurance and payroll deductions, or won’t get
a raise. Some of them don’t even have jobs.
Despite Joan’s problems, the downside of not attending college may be worse. On
average, a person with a bachelor’s degree will earn one-third more over their lifetime than those
with only a high school diploma. 150 Median weekly earnings in 2011 for a person with a
bachelor’s degree was $1,053, compared to $768 for a person with an associate degree, and $638
for a person with only a high school diploma. 151 As of January 2012, the unemployment rate for
people with a bachelor’s degree or higher was approximately 4%, compared to 8% for people
with a high school degree and no college. 152 So, students may feel they have no choice but to
incur debt for post-secondary education. 153
The second assumption, that graduates can find a job in the field for which they have
studied, is also increasingly tenuous. It has long been true that post-graduate students working
on a master’s and doctoral degree in the humanities and social sciences take a significant risk
that they will be unable to find jobs once they obtain their degrees (which can take seven to ten
years of study and research). This is part of the culture of graduate education in these fields.
But there are increasingly fewer jobs for graduates in such formerly reliable areas as
business, accounting, law, and education. 154 Don’t want to go to grad school? The slowest job

149

This is calculated using the Department of Education online loan repayment calculator, available at
http://www2.ed.gov/offices/OSFAP/DirectLoan/RepayCalc/dlentry1.html.
150
Jennifer Cheeseman Day and Eric C. Newberger, The Big Payoff: Educational Attainment and Synthetic
Estimates of Work-Life Earnings, United States Census Bureau at 3, available at
http://www.census.gov/prod/2002pubs/p23-210.pdf. Average weekly earnings for less than high school diploma is
$545, high school graduate is $626, and some college no degree is $699. Average unemployment rate for 20- to 24year olds with just high school education was 20.4% in 2010. Id. at 1. See also, Derek Thompson, The Incredible
Shrinking Work Force, The Atlantic, December 8, 2011, available at
http://www.theatlantic.com/business/archive/2011/12/the-incredible-shrinking-work-force/249688/ (accessed July
19, 2012).
.
151
S & P Student Loan ABS Trends, supra note 19 at 15. The data is from the Department of Labor, Bureau of
Labor Statistics, Current Population Survey.
152
Id. at 13. The data is from the Department of Labor, Bureau of Labor statistics.
153
“Paying for one’s education … is a toll imposed on workers in exchange for the possibility, not even the
certainty, of employment.” George Caffentzis, The student loan abolition movement in the united states, in
Generation of Debt: The university in default and the undoing of campus life, Reclamation Journal,
August/September 2011 at 39, available at http://libcom.org/library/generation-debt-university-default-undoingcampus-life (accessed July 20, 2012).
154
See, e.g., Steven Greenhouse, Jobs Few, Grads Flock to Unpaid Internships, New York Times, May 5, 2012,
available at http://www.nytimes.com/2012/05/06/business/unpaid-internships-dont-alwaysdeliver.html?pagewanted=all (accessed May 6, 2012) (noting growth of unpaid internships as the only opportunity
for new college grads); Blake Ellis, Class of 2011 scores higher-paying jobs, CNN Money, January 12, 2012,
available at http://money.cnn.com/2012/01/12/pf/college/salaries/index.htm (accessed May 19, 2012) (the author
states that while engineering and computer science graduates have higher starting salaries, MBA and law degrees are
increasingly viewed as commodities).

19

growth is among people with a four-year college degree, but nothing else. 155 For newer
graduates age 24 or younger, the unemployment rate as of May 2012 was 7.6%, 156 just barely
above that of high school graduates. For new graduates who do get jobs, starting out in tough
economic times can often mean lower earnings over a lifetime since the average worker gets
70% of their pay raises during the first decade of employment. 157 That can translate into earning
10% less than those starting their careers during good economic times.
The twin components of high education debt and limited of career opportunities sentence
tens of thousands of young adults to lifelong financial servitude. They will find themselves
working for creditors from decades past and their personal choices will be highly constrained.

II. BANKRUPTCY AND STUDENT LOAN DEBT
A. The Purpose and Procedures of Consumer Bankruptcy
The purpose of consumer bankruptcy is to allow “the honest but unfortunate debtor” to
receive a fresh start and not be burdened for life with the financial consequences of misfortune or
bad choices. 158 A bankruptcy is commenced by filing a bankruptcy petition, 159 schedules of
assets, liabilities, income, expenses, and other information. 160 Once the petition is filed, any
action to collect or enforce a debt against the debtor is stayed. 161 All of the debtor’s assets
become “property of the estate” 162 and are thereafter are subject to court supervision and control
until the case is closed.
In Chapter 7 bankruptcy, a trustee is appointed to secure and sell the debtor’s non-exempt
assets 163 and to use the proceeds to pay claims of unsecured creditors. 164 Exemptions allow a
consumer debtor to retain personal property up to a certain value. 165 The debtor’s remaining
unsecured debt is discharged. 166 If a debtor is current on his or her secured obligations, such as a
mortgage or car payment, the debtor may retain the collateral 167 and continue making
payments. 168 However, if the debtor is in default, the creditor may obtain relief from stay and
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pursue whatever remedies are allowed under state law, such as foreclosure or a levy and sheriff
sale. 169 Some debts, such as domestic support orders, 170 debt incurred by fraud, 171 and certain
taxes 172 are not dischargeable. Although Chapter 7 is often referred to as “liquidation,” most
debtors retain some or all of their property through exemptions. 173
As with Chapter 7, a Chapter 13 bankruptcy is also commenced by filing a petition, along
with schedules of assets and liabilities. However, instead of receiving a prompt discharge, the
debtor must submit a “plan of reorganization” under which she devotes all of her monthly
“projected disposable income” to repay a percentage of unsecured debt over a period of three to
five years. 174 The debtor makes a single monthly payment to the Chapter 13 trustee, and the
trustee distributes the payment to creditors. The debtor must remain current on any payments for
secured collateral that debtor wants to retain. 175 A Chapter 13 trustee in each federal district
oversees Chapter 13 cases in the district. 176 The primary duty of a Chapter 13 trustee is to
receive monthly payments made by debtors, 177 and to distribute the proceeds to creditors as
provided under the plan. 178 Some Chapter 13 trustees allow debtors to pay secured or long-term
debts (debts with payments that extend beyond the duration of the plan) outside the plan.
In 2004, Congress enacted the Bankruptcy Abuse Prevention and Consumer Protection
Act (BAPCPA) 179 after decades of complaints by creditor interests it was too easy for consumers
to walk away from debt in bankruptcy. 180 BAPCPA’s controversial centerpiece is a complex
“means testing” formula used to determine whether the debtor may file a Chapter 7 or if she
must seek relief under Chapter 13. If the debtor’s gross income is above the forum state median,
then the debtor will be presumed to have abused the bankruptcy process if she files a Chapter 7
bankruptcy. 181 For Chapter 13 debtors, a formula similar to means testing is used to determine
the amount of the debtor’s “disposable income” that must be paid each month to fund the
Chapter 13 plan. 182 The test is done on Official Bankruptcy Form 22C, which requires the
debtor to enter income and expenses according to certain statutory formulae and allowances.
The resulting amount is the debtor’s “disposable income.” For many debtors, the disposable
income calculated on Form 22C is different from the debtor’s actual income.
As noted, a debtor must file schedules of liabilities. Secured debt is listed on Schedule D.
With certain exceptions, a security interest is not affected by bankruptcy, and secured creditors
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ultimately have recourse to their collateral. If the debtor intends to retain property subject to a
security interest, the debtor generally continues paying the creditor as per the security agreement.
As provided in § 523 of the Code, certain types of unsecured debt are classified as
“priority” unsecured debt and are not dischargeable in bankruptcy. These include debts such as
tax debt incurred in the two years immediately before filing, or tax debt for which returns were
never filed, 183 domestic support obligations, 184 and certain types of government fines and other
penalties. 185 These debts are listed on Schedule E and must be paid in full before any nonpriority unsecured claims may be paid.
For a typical consumer debtor, the majority of their unsecured debt is dischargeable in
bankruptcy. These types of debt are referred to as non-priority “general” unsecured debt, and are
filed on Schedule F. General unsecured debt is paid pro-rata so that each creditor receives the
same percentage of any distributions. There are certain types of debt that are listed on Schedule
F as non-priority that are potentially non-dischargeable, but only if the creditor objects to the
discharge, and after a hearing and determination by the court. 186 These include certain types of
fraud, 187 embezzlement, 188 larceny, 189 and willful injury to property. 190
B. Student Loan Debt and Bankruptcy
1. Statutory: Bankruptcy Code Provisions
The Bankruptcy Code took effect in 1978. Under its predecessor, the Bankruptcy Act, 191
student loans were not treated differently from any other dischargeable debt until the passage of
the Education Amendments Act of 1976. 192 Section 439A of the Act prohibited discharge of
student loans in bankruptcy for the first five years of loan repayment unless the debtor could
establish “undue hardship.” The 1978 Code continued the five-year bar to discharge of student
debt. In 1990 the student loan discharge exception was extended to seven-years. 193 In 1998, the
Code was amended to provide that federally-guaranteed student loans could not be discharged at
all unless the debtor could prove undue hardship. 194 However, starting in 2005 under BAPCPA,
the discharge exception was extended to include all education loans, including loans with no
federal guaranty. 195
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At present, § 523(a)(8) of the Code provides that a Chapter 7 bankruptcy discharge does
not discharge an individual debtor from any debt—
(8) unless excepting such debt from discharge under this paragraph would
impose an undue hardship on the debtor and the debtor’s dependents, for—
(A)(i) an educational benefit overpayment or loan made, insured, or
guaranteed by a governmental unit, or made under any program funded in
whole or in part by a governmental unit or nonprofit institution; or
(ii) an obligation to repay funds received as an educational benefit,
scholarship, or stipend; or
(B) any other educational loan that is a qualified education loan, as defined in
section 221(d)(1) of the Internal Revenue Code of 1986, incurred by a debtor
who is an individual; 196
In Chapter 13 bankruptcy, § 1328(a)(2) provides that a discharge does not discharge a
debt “of the kind specified in … (8)… of section 523(a).” 197 Accordingly, education loan debt is
not dischargeable in a Chapter 13 case without the same undue hardship showing as in a Chapter
7 case. 198 Co-signers and co-guarantors on a student loan are also subject to § 523(a)(8). 199
Congress did not define “undue hardship,” so courts have had to determine what it means
in this context. A threshold question is whether the debt in question is even subject to the rule.
Section 523(a)(8) specifies four types of loans: (1) loans made, insured, or guaranteed by a
governmental unit; (2) loans made or funded in whole or in part by a governmental unit or
nonprofit institution; (3) loans received as an educational benefit, scholarship, or stipend, and (4)
any qualified educational loan, as defined in the Internal Revenue Code. 200
The lender has the initial burden to establish the existence of the debt and that it falls
within one of the four categories of nondischargeable debt. 201 Courts determine the educational
nature the loan based on the “substance of the transaction creating the obligation.” 202 The
“substance of the transaction test” looks to the stated purpose for which the loan was obtained,
and not how the proceeds were actually used. 203 Thus, a court does not ask whether a computer
purchased with loan money was used for schoolwork or personal use, but instead, “need only ask
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whether the lender’s agreement with the borrower was predicated on the borrower being a
student who needed financial support to get through school.” 204
Loans that are federally guaranteed such as Stafford Loans or Federal Direct Loans are
clearly nondischargeable under §523(a)(8)(A)(i), as are loans from state agencies and non-profit
organizations, 205 as well as educational benefit overpayments, such a Pell grant or GI benefits
overpayment. 206 Obligations to repay an educational benefit, such as a grant to finance training
in return for agreement to work in a designated sector upon graduation are also
nondischargeable. 207
Most private education loans are nondischargeable under §523(a)(8)(B). Also
nondischargeable are certain higher education loans as defined under § 221(d)(1) of the IRS
Code. Section 221(d) allows the taxpayer to claim a deduction in interest paid on an education
loan if the loan meets the criteria of IRC §221(d)(1). That section defines a “qualified education
loan” as a loan incurred by the taxpayer “solely to pay qualified higher education expenses”
which are incurred on behalf of the taxpayer, spouse or dependant for “education furnished
during a period during which the recipient was an eligible student.” 208 This in turn raises four
additional definitions. First, “qualified higher education expenses” is defined as “the cost of
attendance…at an eligible educational institution…” 209 Second, an “eligible student” is a
student, inter alia, “carrying at least ½ the normal full-time work load for the course of study the
student is pursuing.” 210 Third, an “eligible educational institution” is a post-secondary school
authorized to participate in the U.S. Department of Education Student Loan program, which
includes almost any post-secondary school, but would not include unaccredited schools or
diploma mills.211 Finally, “cost of attendance” includes tuition, fees, books, equipment, room &
board, and miscellaneous personal expenses as determined by the specific school. 212
204
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Although the sweep of §523(a)(8)(B) is broad, it is not infinite. For example, while
§523(a)(8)(A) covers all loans for education (including secondary school), §523 (a)(8)(B) only
excludes loans for higher education from discharge. And even then, the debt must be incurred
“solely to pay qualified higher education expenses.” Mixed-use loans and credit card debt are
generally not considered qualified education loans. 213 Nevertheless, it is the purpose and not the
actual use of the funds that will govern if the loan is an education loan. 214
As for refinancing and education loan consolidation, as provided under IRC §221(d)(1), a
“qualified education loan” includes “indebtedness used to refinance indebtedness which qualifies
as a qualified education loan.” 215 On the other hand, tuition and other education debts that were
not incurred as loans are not covered by § 523(a)(8). Thus, debt owed to a university for unpaid
tuition, board or fees is dischargeable. 216
2. Policy: Reasons for Nondischargeability of student loan debt
There may be several explanations for the policy of nondischargeability of student debt.
One is that without the discharge exception, lenders would unwilling to lend to students with
little or no credit history. The discharge exception therefore makes it possible for lenders to
provide funds for education without regard to the creditworthiness of the borrower. Indeed,
student loan lenders may not refuse to lend to a prospective borrower on account of a prior
bankruptcy. 217 In theory, this should democratize education by making school loans available to

(1) tuition and fees normally assessed a student carrying the same academic workload as
determined by the institution, and including costs for rental or purchase of any equipment,
materials, or supplies required of all students in the same course of study;
(2) an allowance for books, supplies, transportation, and miscellaneous personal expenses,
including a reasonable allowance for the documented rental or purchase of a personal computer,
for a student attending the institution on at least a half-time basis, as determined by the institution;
(3) an allowance (as determined by the institution) for room and board costs incurred by the
student which - (A) shall be an allowance determined by the institution for a student without
dependents residing at home with parents;
(B) for students without dependents residing in institutionally owned or operated housing, shall be
a standard allowance determined by the institution based on the amount normally assessed most of
its residents for room and board;
(C) for students who live in housing located on a military base or for which a basic allowance is
provided under section 403(b) of title 37, shall be an allowance based on the expenses reasonably
incurred by such students for board but not for room; and
(D) for all other students shall be an allowance based on the expenses reasonably incurred by such
students for room and board.
213
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students of all socio-economic backgrounds. However, presently 85% of all education loans are
federal loans, therefore, student lending is more of a political venture than a financial one.
A second argument is the need to ensure a pool of loan money for future students. This
rests on the logic that if education loans are readily dischargeable in bankruptcy, then borrowers
will have greater incentive to file for bankruptcy and more education loans will be discharged.
This, in turn, will deplete federal and private funds available for new student loans. 218 So, the
interest in ensuring the continued viability of the student loan program takes precedence. 219
A third concern is that student borrowers will abuse student loan programs by filing
bankruptcy after graduation, getting a discharge, and then enjoying a lifetime of income that
education provides, but without the expense of paying back the loans. 220 Such conduct would be
outright fraud if the student borrower planned to do so at the time he took out the loans. Or, it
might be “soft fraud” if the student did not overtly plan to discharge the loans after graduation,
but upon experiencing the difficulty of repaying, seeks for an easier way to deal with the debt
than years of repayment. 221 However, there is no evidence of significant deliberate or soft fraud
on the part of student loan borrowers. 222
Finally is the theory that students themselves have taken on the debt burden and therefore
should be responsible for repaying the debt. As one court stated,
The government is not twisting the arms of potential students. The decision of
whether or not to borrow for a college education lies with the individual; absent
an expression to the contrary, the government does not guarantee the student’s
future financial success. If the leveraged investment of an education does not
generate the return the borrower anticipated, the student, not the taxpayers, must
accept the consequences of the decision to borrow. 223
The last argument is that a debtor’s misfortune should not be borne creditors. However,
this argument could be made with respect to any debt, and if practiced consistently, would
effectively end consumer bankruptcy.

3. Procedural: Procedures for discharge of student loan debt
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Education loan debt must be listed by the debtor on Schedule F along with other general
unsecured debt. 224 In a Chapter 7 case, education loan claims receive the same distribution as
general unsecured debt. However, while general unsecured debt is discharged, student loan debt
is not. After the Chapter 7 case is closed, usually in four to six months, the debtor continues
making payments the creditor. 225 A typical Chapter 13 is quite different. Payments to general
unsecured creditors can extend for up to five years. If the debtor pays a monthly amount for
distribution to unsecured creditors, then education loan creditors may receive some money
during the plan, but unless the plan provides for 100% payment to unsecured creditors (which
seldom happens), then the education loan creditor will not be receiving full amount it is owed
each month, and principal and interest will accrue during the Chapter 13 bankruptcy. At the end
of the plan, while other unsecured debt is discharged, the student loan debt will have actually
increased during the time of the plan. Thus, debtors in Chapter 7 do much better in regards to
student loan payments because they will not have been in default for the 3 to 5 years. 226
In order to obtain discharge of a student debt, the debtor must file an “adversary
proceeding” in accordance with Federal Bankruptcy Rule 7001 et seq. An adversary proceeding
is litigation within the bankruptcy case. The debtor must serve a complaint and summons upon
the lender, 227 and the lender must answer the complaint within 30 days. 228 The case then
proceeds with pleadings, motions, and discovery similar to the Federal Rules of Civil Procedure.
At trial, the bankruptcy court must find that payment of the debt would impose an undue
hardship upon the debtor and/or dependants. 229 A Chapter 13 the debtor may bring the adversary
proceeding at any time during the case, and need not wait until all payments have been made. 230
A nuance to student loan discharge litigation is whether an adversary complaint to
discharge student loan debt may be brought after the court has entered the discharge order.
Section 350(b) allows the court sua sponte or on motion of a party to reopen a case for cause,
including to accord relief to the debtor. 231 The longer the time the case has been closed, the
greater the burden on the moving party to demonstrate sufficient cause to reopen the case. 232
Generally, courts have not allowed debtors to reopen a case to seek discharge of student loan
debt where the circumstances giving rise to undue hardship occurred after the case was closed. 233
For example, a debtor reopened her Chapter 7 case three years after date of the discharge in order
to seek discharge of her student loans retroactive to the petition date. 234 Her inability to pay the
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loans arose from injuries sustained in an accident after entry of the discharge order. 235 The court
ruled that the circumstances must arise before entry of the original discharge order “[b]ecause the
accident had no casual link to the misfortune prompting the debtor to seek bankruptcy relief in
the first instance….” 236
However, in a recent case, a debtor who received a Chapter 7 discharge filed to reopen
her case four years later in order to discharge student loan debt. 237 The creditor did not oppose
the motion and the issue before the court was whether the debtor’s post-discharge circumstances
could be considered in making an undue hardship determination. 238 The court held that postdischarge circumstances were relevant because the test for undue hardship requires the court to
predict the debtor’s future circumstances. 239 The court reasoned that it makes no sense for a
court to go back to the time before the case was closed to predict the debtor’s future
circumstances when it is has the present facts before it. 240
The fact that the debtor must prosecute an adversary proceeding to discharge student
debt discourages debtors from seeking discharge of their debt. By definition, debtors file
bankruptcy because they do not have enough money to meet their expenses. Discharge litigation
costs thousands of dollars, 241 which bankruptcy few debtors can afford irrespective of the merits
of their case.
4. Substantive: Education debt discharge in the courts
The term “undue hardship” is not defined in the Code. The inability to pay one’s debts
does not alone establish undue hardship, otherwise almost all bankruptcy debtors would meet the
standard. 242 Bankruptcy courts have devised different tests to determine whether a debtor’s
circumstances constitute undue hardship.
(i)

The Brunner Three-Part Test

The majority of courts have adopted the “Brunner test” to determine undue hardship.
The test is from the Second Circuit case of Brunner v. New York State Higher Educ. Servs.
Corp. 243 Brunner set forth a three-part test under which the debtor must prove:
(1) That the debtor cannot maintain, based on current income and expenses, a
“minimal” standard of living for herself and her dependents if forced to repay the
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loans; (2) that 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) that the debtor had made good faith efforts to repay the loan. 244
The Brunner prongs are conjunctive, so that judgment must be entered against the debtor
if he fails any one of the three requirements, even if any of the others are satisfied. 245 Most
jurisdictions have adopted the Brunner test, including the Third, 246 Fourth, 247 Fifth, 248 Sixth, 249
Seventh, 250 Ninth, 251 Tenth, 252 and Eleventh Circuits. 253
Brunner first prong:
The first prong of Brunner is that the debtor must prove that with his current income and
expenses, he cannot maintain a “minimal standard of living” if forced to repay student loans.
One factor in this determination is whether the debtor is maximizing his income and minimizing
expenses. 254 As part of maximizing income, the debtor must look for a job in any field, not just
the one for which the debtor trained or prefers. 255 In considering whether the debtor has
minimized expenses, courts look to whether the debtor is in “self imposed hardship” due to
unnecessary expenses – i.e., the extent to which the debtor’s inability to pay creditors is caused
by the debtor’s own spending on extraneous expenses. 256 Luxury spending or unreasonable
amounts spent on otherwise reasonable expenses (including food) may show that the debtor is
able to maintain a minimal standard of living even with loan payments. 257 The relevant date for
determining the minimal-standard-of-living element is the date of trial. 258
The Bankruptcy Code does not define what constitutes a “minimal standard of living.”
An oft-cited opinion, In re Ivory, 259 defines it as follows: (1) shelter (including heating and
244

Id., 831 at 396.
Fabrizio v. U.S. Dept. of Educ. Borrower Services (In re Fabrizio), 369 B.R. 238, 244 (Bankr. W.D. Pa. 2007).
246
Pa. Higher Educ. Assistance Agency v. Faish (In re Faish), 72 F. 3d 298, 306 (3d. Cir. 1995); cert denied, 518
U.S. 1009 (1996).
247
In re Frushour, 433 F. 3d 393 (4th Cir. 2005); United Student Educ. Res. Inst. (In re Ekenasi), 325 F. 3d 541, 546
th
(4 Cir. 2003).
248
U.S. Dept. of Educ. v. Gerhardt (In re Gerhardt), 348 F. 3d 89, 51 (5th Cir. 2003).
249
Oyler v. Educ. Credit Mgmt. Corp. (In re Oyler), 397 F. 3d 382, 385 (6th Cir. 2005).
250
In re Roberson, 999 F. 2d 1132 (7th Cir. 1993).
251
United Student Aid Funds, Inc., v. Pena (In re Pena), 155 F. 3d 1108, 1112 (9th Cir. 1998).
252
Educ. Credit Mgmt. Corp. v. Polleys, 356 F. 3d 1302, 1309 (10th Cir. 2004).
253
Hemar Ins. Corp. v. Cox (In re Cox), 338 F. 3d 1238, 1241 (11th Cir.), reh’g denied, 82 F. App.’x 220 (11th Cir.
2003), cert. denied, 541 U.S. 991 (2004).
254
Nixon v. Key Educ. Resources (In re Nixon), 453 B.R. 311, 327-328 (S.D. Ohio 2011).
255
Tirch v. Penn. Higher Educ. Assistance Agency (In re Tirch), 409 F. 3d 677, 681 (6th Cir. 2005) (“Tirch should
have sought employment in another field when the stress of clinical social work became debilitating”); In re Healey,
161 B.R. 389, 395 (E.D. Mich. 1993) (a debtor cannot ignore reasonable options in other fields in order to work in
one’s “field of dreams”).
256
Educational Management Corp. v. DeGroot, 339 B.R. 201, 208 (D. Ore. 2006). The court also found that as the
debtor had a three-bedroom house and no dependents, she should have taken on a roommate to share expenses. Id. at
210.
257
Mandala v. Educ. Credit Mgmt. Corp. (In re Mandala), 310 B.R. 213, 221-22 (Bankr. D. Kan. 2004) (holding
that debtors could maintain minimal standard of living if they adjusted expenses, including food expenses).
258
In re Nixon, supra, 453 B.R. at 326.
259
Ivory v. United States (In re Ivory), 269 B.R. 890 (Bankr. N.D. Ala. 2001).
245

29

cooling); (2) basic utilities such as electricity, water, natural gas, and telephones; (3) food and
personal hygiene products; (4) vehicles, along with insurance, gas, licenses, and maintenance; (5)
health insurance or money to pay for healthcare; (6) some amount of entertainment or diversion,
even if only a television or a pet. 260 While the Ivory list is often referenced by other courts, it
need not be applied mechanically:
Rather, in appropriate circumstances, the court must be prepared to depart from
the list based on its own experiences, common sense, knowledge of the
surrounding area and culture, and assessment of the reasonableness of what debtor
claims he or she needs. In addition, what is minimal can and probably should
change over time, e.g., with new technology driving down the cost of things that
might have previously been cost prohibitive. 261
Although “minimal standard of living” is not supposed to mean that the debtor live in
poverty, “it does mean that the debtor is expected to do some financial belt-tightening and forgo
amenities to which he may have become accustomed.” 262 But standards can change with time.
In recent years, courts have found that standard expenses for cell phones, cable and internet are
basic and reasonable expenses. 263
Brunner second prong
To meet the second prong of Brunner, the debtor most present “additional circumstances”
that show the state of affairs is likely to persist for a significant portion of the repayment period.
In essence, the debtor must demonstrate that “circumstances indicate a certainty of hopelessness,
not merely a present inability to fulfill financial commitment.” 264 This has been described as
“the heart of the Brunner test… and is difficult to prove because it requires the debtor to show
that she will be unable to repay her student loan debt in the future for reasons outside her
control.” 265
The debtor may try to show a variety of causes, such as illness, disability, lack of job
skills, or a large number of dependants. The most common type of additional circumstance
supporting undue hardship discharge appears to be medical-related issues, such as chronic
mental or physical ailments that interfere with the debtor’s ability to work and generate
income. 266 Depression caused by debt, without more, generally does not suffice. 267 Ultimately,
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however, “the most important factor in satisfying the second prong is that the additional
circumstances must be beyond the debtor’s control, not borne by free choice.” 268 A debtor’s
decision to become poor or to remain poor after bankruptcy while better earning options are
available indicates that the debtor’s circumstances are a result of his own decisions. 269 A debtor
who left a well-paying nursing career at age 45 to enter chiropractic school could not complain
that, at age 54, the profession did not provide enough income for her to repay her student loan
debts within her lifetime. 270 In another case, a debtor, an adjunct professor, refused to apply for
permanent work at other schools because she deemed them too far from her home, even though
the increased income would more than offset extra transportation costs. 271
But not all choices are necessarily free choice. Where a debtor discontinued her studies
twenty-five years previous in order to care for her infirm parents, the court characterized her
decision as a moral choice, not a choice to be poor:
[t]he Brunner test looks to the present and future, not to the distant past. The test
requires that the court determine whether present circumstances will continue for
a time into the future for reasons outside a debtor’s control. A moral choice that
some debtor made 24 or more years ago to forgo opportunities she then had to
improve herself, and thus to optimize her potential to earn enough money to repay
her student loan debt, is not relevant to a Brunner analysis. 272
In another case, a debtor incurred $200,000 of student loan debt for undergraduate and
medical school, but by the time of her bankruptcy petition, had became a full-time stay at home
mother with five young children, including two special needs children. 273 The debtor met the
second prong of Brunner. As the court stated, “[t]his is not a case in which a debtor willfully
chose to avoid payments that could have been made or was underemployed or unemployed for
no discernible reason. Caring for her five young children has become Walker’s full-time
occupation.” 274
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The distinguishing element in these cases is whether the debtor has options that could
increase income or decrease expenses. 275 Changing patterns of income to care for elderly parents
or raise children were found to not constitute free choice, whereas personal career changes or
preferences were. In addition, the time frame of the choice, i.e., a recent choice of the debtor or
one in the distant past, can also be a consideration. 276
Less frequently, the Brunner second prong can also be met where a debtor has been
unable to find employment despite sustained and diligent efforts. The standard is strict. In one
case, a pro se debtor had trained a paralegal, but for ten years had sought unsuccessfully to land
any type of a job. 277 The court, having the observed at trial the debtor’s demeanor, body
language and overall attitude, could not help but be moved: “[s]he has clearly been worn down
by the difficulties she has experienced, and it shows.” 278 The court then noted the exceptional
circumstances in which a debtor’s history of failure to secure employment might justify a finding
that the second prong of Brunner was met:
Rarely has the Court seen the kind of persistent search efforts in which the debtor
has engaged over the past decade. Never had the court seen such utter futility be
the result of a debtor’s job search efforts. This debtor is truly destitute and has
been in these straits for many years without respite. *** If the term “certainty of
hopelessness” is to ever have any application, it is in this case. 279
It is unclear the extent to which a debtor’s advanced age may constitute an “additional
circumstance” to satisfy the second prong of Brunner. In Brunner, the court held that no
additional circumstances exist where the debtor “is not disabled nor elderly.” 280 One court cited
the debtor’s age (early fifties) as limiting her earning capacity and thus her ability to afford loan
repayment. 281 However, other courts have held that people who take on education debt at an
older age do not suffer undue hardship because they owe debt into their retirement age, 282 even if
the debtor asserts he will be unable to pay the loan in their lifetime. 283
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Brunner third prong
The third prong of Brunner is whether the debtor has made good faith efforts to repay the
loan. As a starting point, failure by the debtor to make a payment does not of itself establish a
lack of good faith. 284 Rather, a debtor’s good faith is measured by his “efforts to obtain
employment, maximize income, and minimize expenses.” 285 So, where a debtor attempted
unsuccessfully find work while living with his mother, and while at the same time suffering from
debilitating medical conditions, the third prong of Brunner was satisfied. 286 On the other hand, a
debtor’s failure to make any payments when earning an income can be evidence of lack of good
faith efforts. 287
Some courts consider whether the debtor has participated in alternative repayment
options. 288 Creditors may argue that this means the debtor must have negotiated a repayment
plan under the Income Contingent Repayment Program. However, in In re Mosley, the Eleventh
Circuit rejected a per se test. 289 In that case, although the debtor’s payment under an income
contingent repayment plan would be zero, interest on the debt would continue to accrue and the
amount forgiven at the end of 25 years could be treated as taxable income. As the court pointed
out, this is not always a viable option for debtors because it would require them to “’trade one
dischargeable debt for another.’” 290
The Sixth Circuit has also refused to hold that the good faith prong of Brunner requires
the debtor to participate income contingent repayment, noting that, inter alia, such a rule would
in effect eliminate the discharge of student loans for undue hardship from the Bankruptcy
Code. 291 The majority of courts agree. 292
Overall, the difficulty in meeting the Brunner standard is exemplified by the case of In re
Fields, in which debtor filed a pro se adversary proceeding to discharge $115,000 of student loan
debt. 293 He had been diagnosed as paranoid schizophrenic and adjudicated disabled by the social
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security administration. 294 The debtor’s monthly social security income was just barely above
the poverty income threshold, and he had held a string of short-term jobs for ten years, unable to
stay in any position for long because of his disorder. 295 And, despite his willingness to work at
any type of job, not just the legal field for which he had trained, his efforts to obtain employment
was unsuccessful after three years. 296 This was sufficient evidence to establish undue hardship
under the Brunner test. 297
(ii) Totality of the Circumstances Test
The Eighth Circuit uses a “totality of the circumstances test” under which the court
considers “(1) the debtor’s past, present, and reasonably reliable future financial resources; (2) a
calculation of the debtor’s and her dependant’s reasonable necessary living expenses; and (3) any
other relevant facts and circumstances surrounding each particular bankruptcy case.” 298 Thus,
the court found undue hardship where the debtor cared for five children, including two autistic
children, and her spouse’s income as a police officer was insufficient to meet their reasonable
expenses, much less pay anything towards her $300,000 student loan debt. 299
The First Circuit has not adopted a specific test, but instead focuses on the debtor’s
ability to earn an income in the future: “We see no need in this case to pronounce our views of a
preferred method of identifying a case of ‘undue hardship.’ The standards urged on us by the
parties both require the debtor to demonstrate that her disability will prevent her from working
for the foreseeable future.” 300
In absence of specific instructions from the First Circuit Court of Appeals, the First
Circuit BAP and bankruptcy courts in Massachusetts employ a “totality of the circumstances
test.” Courts adopting this approach find that the second and third prongs Brunner go beyond
what is required under §523(a)(8). In Bronsdon v. Educ. Credit Mgmt. Corp. (In re Bronsdon) 301
the First Circuit BAP rejected the second prong of Brunner, which requires a showing that the
debtor’s state of affairs is likely to persist for a significant portion of the repayment period:
Many courts interpreting and applying the second Brunner prong, however, place
dispositive weight on the debtor’s ability to demonstrate “additional extraordinary
circumstances” that establish a “certainty of hopelessness.” The has led some
courts to require that the debtor show the existence of “unique” or “extraordinary”
circumstances, such as the debtor’s advanced age, illness or disability, psychiatric
problems lack of usable job skills, large number of dependents or severely limited
education…. And, in the absence of such a showing, the court may conclude that
the debtor has failed the second Brunner prong and the student loans will not be
294
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discharged. Requiring the debtor to present additional evidence of a “unique” or
“extraordinary” circumstances amounting to a “certainty of hopelessness” is not
supported by the text of §523(a)(8). The debtor need only demonstrate “undue
hardship.” 302
The BAP also took issue with the third prong of Brunner, which requires the debtor to
affirmatively prove good faith in attempting to repay the loan:
Ultimately, the debtor must establish by a preponderance of the evidence that her
present and future actual circumstances would impose an undue hardship if her
debts are excepted from discharge. * * * The party opposing the discharge of a
student loan has the burden of presenting evidence of any disqualifying factor,
such as bad faith. The debtor is not required under the statute to establish
prepetition good faith in absence of a challenge. The debtor should not be
obligated to prove a negative, that is, that he did not act in bad faith, and,
consequently, in good faith. 303
The Bronsdon court found that debtor’s efforts to repay a loan is just one of the elements
in the totality of the circumstances test, and not a dispositive requirement on its own. For
example, income contingent or IBR programs allow for suspension or reduction of payments, but
can result in the continued accrual of interest. Such “negative amortization” in fact increases the
debtor’s ultimate debt burden. 304 In addition, federal loan forgiveness effectively trades
nondischargeable loan debt for nondischargeable tax debt. 305 Accordingly, many loan
repayment programs may not be suitable for debtors, and should not be taken into consideration
when determining whether the debtor should be allowed a discharge. 306
(iii) Partial Discharge of Education Debt
Some courts permit a debtor to discharge part of an education debt using Brunner or the
“totality of the circumstances” criteria. Whether this is allowed under the Code may be unclear.
On its face, §523(a)(8) refers to discharge of “an educational benefit overpayment or loan….” 307
This can be construed to mean discharge of a loan in its entirety, and not a discharge of a part of
a loan. Other provisions of the Code expressly provide for adjustment of a portion of a debt. For
example, §506(a)(1) allows for partial modification (bifurcation) of a secured debt into secured
and unsecured components “to the extent of the value of such creditor’s interest in [the
collateral].” 308 In consumer cases, the debtor may avoid a judgment lien against property of the
debtor “to the extent that such lien impairs an exemption to which the debtor would have been
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entitled….” 309 In these provisions, the words “to the extent” show that partial treatment of the
claim is allowed. There is no such language with respect to treatment of education debt.
In absence of express language allowing for partial discharge of education debt, some
courts grant partial discharge pursuant to §105. 310 That section provides that “[t]he court may
issue any order, process, or judgment that is necessary or appropriate to carry out the provisions
of this title.” 311 Thus, courts have granted partial discharge of student loan debt by discharging
part of the principal, accrued interest or attorney's fees, 312 instituting a repayment schedule,
deferring repayment, or even by allowing a debtor to reopen bankruptcy proceedings to revisit
the question of undue hardship. 313
The Sixth Circuit has held that partial discharge is permitted under §105(a) 314 using the
three-part Brunner criteria. 315 To receive the discharge, the debtor must satisfy each prong of the
Brunner test with respect to the portion of the debt to be discharged, and the discharge is
allocated pro rata among the debtor’s loans. 316 In one case, a bankruptcy court applied the threepart Brunner test in discharging all but $8,045.02 of the debtor’s total student loan debt of
$36,284.81. 317 “The debtor’s inability to repay the student loans must result from factors beyond
the debtor’s reasonable control….” 318 The court found that the most important element causing
the debtor’s financial problem was her cancer, and that because of this, “it is highly likely that
[debtor’s] financial predicament will persist for many years, and possibly the rest of her life.” 319
Courts in the Tenth Circuit, 320 Eleventh Circuit, 321 and lower courts in the Ninth
Circuit 322 also grant partial discharge of student loans using the Brunner criteria. Other courts
309
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have ordered partial discharge under the “totality of the circumstances” test. For example, a
Massachusetts bankruptcy court held that although the debtor had not proven undue hardship at
trial, her long-term income prospects were dubious given her advanced age and history of poor
health. Therefore, the court held that if the debtor participated in the Ford Program and abided
by the income-based option, the court would discharge whatever portion of the debt remained at
the expiration of the repayment program. 323
A hybrid approach was taken by the court in In re Hinkle. 324 In that case, the court ruled
that there was no authority under the Code to a grant partial discharge of any education debt, but
that where a debtor had multiple debts, the court could grant a full discharge to some of the debts
while leaving the others nondischargeable, based upon the Brunner criteria. 325 Thus, of the
debtor’s six student loans, the court found that the three loans that had been in repayment the
longest time, totaling $18,143, were dischargeable, but that the debtor would be able to pay the
three remaining loans totaling $10,014. 326 Other courts use a similar loan-by-loan approach. 327
One problem with the loan-by-loan approach is that it requires a court to decide
which loan(s) which will be paid and which ones discharged. There is nothing in the
Bankruptcy Code that addresses this type of prioritization, and several courts have held
that loan-by-loan discharge is inappropriate for this reason. 328
A number of courts have held that the Bankruptcy Code does not allow for partial
discharge. These include the Third Circuit 329 and many bankruptcy courts. 330 Some
commentators have criticized the use of § 105(a) to grant partial discharge. 331
(iv) Discharge of Debt Because of Creditor’s Failure to Respond
A Chapter 13 debtor must serve a copy of her proposed plan on each of her creditors,
with a notice of the objection deadline. 332 Creditors who fail to object to the plan are bound by
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the terms of a confirmed Chapter 13 plan. 333 Some debtors have tried to modify their education
loans by simply providing for modification of the loans in their plan without filing an adversary
proceeding. This tactic, known as “discharge by declaration,” first appeared in the 1990s and a
number of courts confirmed such plans, considering it a matter of res judicata if the creditor did
not timely object. 334 Other courts pushed back against what one opinion called “a trap for
unwary creditors,” 335 finding that using plan confirmation as a means to avoid an adversary
proceeding to discharge student debt was unethical and could subject debtors’ counsel to
sanctions. 336
The issue came to a head in the case of United Student Aid Funds, Inc. v. Espinosa (In re
Espinosa). 337 In Espinosa, the debtor included payment of student loan principal in his plan, but
not payment of interest. 338 The creditor was served with a copy of the plan at the address of its
payment drop box, and although an employee of the creditor saw the plan, no objection was filed
and the plan was confirmed. 339 Years later, when the creditor attempted to collect the debt, the
debtor asserted that the debt had been discharged. 340 The Court held that the creditor had
received sufficient notice and was bound by the terms of the plan because it failed to object or
appeal the confirmation order. 341 But the Court also ruled that because the Code requires a
finding of undue hardship in order to discharge student loan debt, attempting to do so by means
of a plan alone was improper and could subject debtors and their counsel to penalties. 342
Accordingly, bankruptcy courts should not confirm a plan modifying student loan debt if the
debtor has not established undue hardship through an adversary proceeding. 343
(v) Separate classification of student loan debt in Chapter 13
Chapter 13 debtors in some jurisdictions have other alternatives to discharge education
debt. Section 1322(b)(2) provides that a Chapter 13 plan may “[d]esignate a class or classes of
unsecured claims, as provided in section 1122 of this title, but may not discriminate unfairly
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against any class so designated.” 344 This is similar to §1122 in Chapter 11 business bankruptcy
which provides that “a plan may place a claim or interest in a particular class only if such claim
or interest is substantially similar to the other claims or interests in such class.” 345 While this
prohibits dissimilar claims from being placed in the same class, §1122 does not require that all
similar claims to be placed in the same class. 346 In Chapter 11 cases, debtors commonly place
nonpriority unsecured claims in different classes for purposes of voting on a plan of
reorganization. For example, a business debtor may place trade vendors in a different class than
claims arising from breach of a collective bargaining unit or claims based upon the unsecured
portion of a secured creditor’s claim. The interests of these creditors under a plan may be very
different, so it makes sense to allow them to vote separately by classes. In addition, for a plan to
be confirmed, the proponent needs at least one impaired class to vote to accept the plan. 347 In
many instances, a debtor will, in fact, designate a class of similar claims in order to ensure a
favorable vote by at least one class. 348
In contrast to Chapter 11, creditors in a Chapter 13 case do not vote to accept or reject the
plan. 349 Therefore the “gerrymandering” logic that might drive designation of classes in Chapter
11 does not apply in Chapter 13. And while a Chapter 13 debtor can create separate classes of
general unsecured claims, she “may not discriminate unfairly against any class so designated.” 350
Education loans, which are not dischargeable and which usually extend beyond the three- or
five-year duration of the plan, are logically distinct from other general unsecured claims which
are discharged upon completion of the plan. Therefore, education loans may logically be
classified separately from other general unsecured debt. 351 Moreover, “not all discrimination
among classes is prohibited-it is only unfair discrimination that is impermissible.” 352 Thus,
whether a debtor may classify and treat education loans separately from general unsecured debt
depends upon whether the separate classification violates the prohibition against unfair
discrimination.
A number of courts have considered whether separate classification of Chapter 13 debt
constitutes “unfair discrimination.” The Eighth Circuit in In re Leser, a case dealing with
separate classification of delinquent child support claims, adopted this four-part test: (1) whether
there is a rational basis for the classification; (2) whether the classification is necessary to the debtor’s
rehabilitation under Chapter 13; (3) whether the discriminatory classification is proposed in good faith;
(4) whether there is meaningful payment to the class discriminated against. 353 A number of bankruptcy
344
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courts have used the Leser test. 354 The bankruptcy court in In re Husted (which also addressed child
support claims) used the same four factors and added a fifth: (5) the difference between what the
creditors discriminated against will receive as the plan is proposed, and the amount they would receive if
there was no separate classification.355 The Ninth Circuit BAP has used similar elements, 356 as

have other courts. 357 One court even found that separate classification of student loan debt
furthers the “legislative objective of student loan payment.” 358
The First Circuit BAP has established a “baseline test” of Chapter 13 guiding principles
to determine the baseline from which departures can be evaluated for fairness. 359 The
considerations include: (1) fairness in the equality of distribution; (2) nonpriority of student loans
under the Code; (3) whether dischargeable unsecured creditors receive their full pro rata
distribution under Chapter 13; and (4) Chapter 13 exempts student loans from discharge,
therefore the debtor does not have an unlimited expectation of a “fresh start.” 360 While not
widely followed, some courts have cited Bentley with approval. 361
The problem inherent in any multi-factor test is that “unfairness is ultimately a
discretionary determination, subject to individual judgment….” 362 Courts have struggled to
articulate specific criteria, and some have found simply that what is unfair is best left to the
“first-line decision maker, the bankruptcy judge.” 363 In the end, whether a debtor can classify
and treat education debt and general unsecured debt differently really depends upon the
jurisdiction and court in which the case was filed, as the following cases show.
(a) Cases in which separate classification was allowed
In In re Pracht, 364 the debtor owed $115,934.98 in student loan debt, and $102,000 in
general unsecured debt. The debtor, a special education teacher, was eligible to participate in the
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Public Service Loan Program. She reached agreement with the U.S. Department of Education
whereby she would make 120 consecutive monthly payments of $532.12, after which the
remaining amount (approximately $50,000) would be forgiven. In order to obtain the loan
forgiveness, she would have to make the payments during her Chapter 13 plan. This meant that
her other unsecured creditors, separately classified, would receive a distribution of only 15%.
However, if the student loan debt was classified and paid with the other claims, then all
unsecured creditors would receive approximately 20% pro rata. 365
The Chapter 13 trustee objected to the plan. The court found that the plan unquestionably
met the requirements of §1325(b), which requires all of the debtor’s projected disposable income
be paid to the debtor’s unsecured creditors during the plan. 366 The only question was whether
the separate classification and higher payment for education loans impermissibly discriminated
against the other nonpriority creditors. First, the court noted that the Code does not state how the
debtor’s projected disposable income is to be allocated, 367 nor does the Code define the term,
“discriminate unfairly.” 368 Second, the court observed that courts have struggled to reach
quantifiable definition of the term, and that ultimately, the determination appears to be subjective
and best left to the “first-line decision maker, the bankruptcy judge.” 369
In absence of a binding, quantifiable test, the bankruptcy court reasoned that the purpose
of bankruptcy is to “to grant a fresh start to the honest but unfortunate debtor.” 370 However, this
must always be balanced with fairness to creditors. 371 In weighing that balance, the court found
in favor of the debtor and approved the plan. The benefit to the debtor was the opportunity to
write off $50,000, whereas the benefit to the other creditors if the education loan was not
separately classified would be an increase of only $5,000, which the court found to be a “modest
difference.” 372 Thus, the plan did not unfairly discriminate against other nonpriority debtors.
Similarly, the court in In re Birts confirmed debtor’s plan that paid 7% of allowed
unsecured claims (a total of $4,299 over 60 months) while keeping current on the debtor’s
monthly student loan payment of $271 per month, even though paying the student loan debt pro
rata with the other unsecured debts would more than double the percentage of payment to
unsecured creditors to 16%. 373 The court was particularly compelled by weighing the very
365

Id. at *2.
11 U.S.C §1325(b)(1) provides:
If the trustee or the holder of an allowed unsecured claim objects to the confirmation of the plan, then the
court may not approve the plan unless, as of the effective date of the plan—
(A) The value of the property to be distributed under the plan on account of such claim is not less than the
amount of such claim; or
(B) (B) the plan provides that all of the debtor’s projected disposable income to be received in the
applicable commitment period beginning on the date that the first payment is due under the plan will
be applied to make payments to unsecured creditors under the plan.
366

367

In re Pracht, supra, 2012 Bankr. LEXIS at *5.
Id. at *8-*9.
369
Id. at *13, quoting In re Crawford, supra, 342 F. 3d at 542.
370
Id. at *13, citing Grogan v. Garner, supra, 498 U.S. at 286-87.
371
Id. at *14.
372
Id. at *15.
373
In re Birts, supra, 2012 Bankr. LEXIS 7272012 at *8.
368

41

positive benefits to the debtor against the marginal real dollar improvement in payments to the
creditors, a difference of $92.17 per month divided among all creditors, whose claims totaled
over $93,000. 374 “Under the circumstances, the Court finds that the difference of what creditors
are to receive under the Plan, as proposed, and what they would receive if student loan debt were
not separately classified, is not so great as to compel a denial of confirmation.” 375 The court
cautioned, however, that any such finding would be on a case-by-case basis, balancing the
“greater disparity between what the creditors are being paid under the plan and what they would
receive if the student loan debt was not separately classified.” 376 The court did not say exactly
what the balance might be, except that “a zero percent plan, and one hundred percent payment to
student loans may not be a confirmable plan.” 377 In another case, the potential increase from
4.14% to 6.76% payment to all unsecured claims if student loan debt was not separately
classified was not enough to warrant a finding of unfair discrimination. 378 Yet another court
found that separate treatment of education loans and general unsecured was not unfair
discrimination as it was necessary for the debtor to maintain her student loan payments to keep
her professional license and thus make her plan payments. 379 Of course, if the plan proposes to
pay 100% of unsecured claims, then separate classification and fully payment of student debt is
always permissible. 380
As noted previously, there is sometimes a difference between the amount of disposable
income calculated using Form 22C and the debtor’s actual income. This is because Form 22C
uses statutory amounts for expenses. Some are based upon IRS allowances, and others based on
Department of Labor statistics, such as state and local median income figures. This means that
some debtors may actually have higher income than the amount calculated using Form 22C. In
these circumstances, debtors have successfully proposed plans in which all of their disposable
income, as calculated under Form 22C, is used to pay general unsecured creditors, and the excess
amount was used to pay education debt. 381
A third line of cases has found that where the school debt is payable beyond the life of
the plan, then the unfair discrimination test of §1322(a)(1) does not apply. This is based upon an
expansive reading of §1322(b)(5), which states that a Chapter 13 plan shall “provide for the
374

Id.
Id. at *9.
376
Id.
377
Id.
378
In re Machando, supra, 378 B.R. at 17.
379
In re Kalfayan, 415 B.R. 907 (Bankr. S.D. Fla. 2009).
380
In re Potgieter, 436 B.R. 739 (Bankr. M.D. Fla. 2010). See also, Cameron M. Fee, An Attempt at Post-Mortem
Revival: Has §1322(b)(10) Been Euthanized?, American Bankruptcy Institute Journal, Vol. XXXI, No. 6, July 2012,
at 38. Fee asserts that §1322(b)(10) appears to provide that post-petition interest on nondischargeable unsecured
claims may only paid after making provision for full payment of all allowed claims. However, Fee points out, the
only published opinion to address §1322(b)(1) found it unenforceable as inconsistent with §1322(b)(5). Id.
381
In re Abaunza, 452 B.R. 866 (Bankr. S.D. Fla. 2011); In re King, 460 B.R. 708, 713-714 (Bankr. N.D. Tex.
2011) (unfair discrimination test allows for higher payments to certain creditors as long as unsecured creditors
receive their pro rata share of statutory projected disposable income); In re Orawsky, 387 B.R. 128, 148-156 (Bankr.
E.D. Pa. 2008) (payments to education creditor came from funds the debtor is not obligated to commit to the plan);
In re Sharp, 415 B.R. 803, 812 (Bankr. D. Colo. 2009) (finding that §1325(b) does not require debtors to pay more
to creditors than the statutory projected disposable income). Contra: In re Cooper, 2009 WL 1110648 at *5 (Bankr.
N.D. Tex. April 24, 2009) (above-median income debtor may not discriminate among non-priority unsecured
creditors).
375

42

curing of any default. . . and maintenance of payments while the case is pending on any
unsecured claim or secured claim on which the last payment is due after the date on which the
final payment under the plan is due.” 382 So, if payments on the student loan debt extend beyond
the five years of the plan, then the plan can provide for maintenance of the regular loan
payments. 383 For courts adopting this view, the authority to continue payments on long-term
debt under §1322(b)(5) trumps the unfair discrimination criteria of §1322(b)(1). 384 This
approach has been rejected by a number of courts and is a minority view. 385
(b) Cases in which separate classification was not allowed
Separate treatment of education debt was not allowed by a Wisconsin bankruptcy court in
In re Edmonds. 386 In that case, the debtor proposed to treat her three education loans as a
separate class and to pay the contract rate of principal and interest. At the end of the five-year
plan, education creditors would have received a 53% dividend, while the other unsecured
creditors would receive only 18% and their claims would be discharged. If the payments to
education creditors were included in the same class as the other creditors, the dividend to all
unsecured creditors would be 28%. The Chapter 13 trustee objected to the plan on the grounds
of unfair discrimination. In sustaining the objections, the court stressed that it was not holding
that student loans could never be separately classified. However, because the debtors were fully
employed and had a good income,
[t]here is nothing in the case at bar which establishes that the debtors are unable to
formulate a plan that provides for equal treatment of unsecured debtors. Student
loan debt should not be paid at the expense of other general unsecured
creditors. 387
For the Edmonds court, because the debtors had sufficient income to carry out a plan
without discrimination, they must do so.
In another case, the First Circuit BAP affirmed a bankruptcy court ruling disallowing
debtor’s proposed plan to pay student obligations in full while paying other unsecured creditors
only 3%. 388 The BAP held that the principal of equality of distribution for unsecured creditors
mandated that the debtor could not favor certain creditors without providing a “correlative
benefit” to other unsecured creditors. 389 A Colorado bankruptcy court found unfair
discrimination where debtor’s plan proposed to pay student loan claims at 64% while other
382
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unsecured claims received only 1%. 390 The court required the debtor to pay student loan
payments pro rata with other claims, resulting in a distribution of 12% to all unsecured
creditors. 391
(vi) Education debt as “special circumstances”
Another line of cases permits the debtor to deduct his monthly student loan payments
from expenses for purposes of Form 22C in determining the debtor’s monthly projected
disposable income. This is based upon the §707(b), which is the means test for Chapter 7
debtors. Section 707(b)(1) provides that the court shall dismiss a Chapter 7 case (or convert it to
Chapter 13 with the debtor’s permission), if granting relief under Chapter 7 would constitute an
“abuse” of the Chapter 7 process. 392 Section 707(b)(2)(A) sets forth the types of expenses that
may be deducted from the debtor’s income in order to calculate the debtor’s monthly disposable
income. It provides that the court shall presume abuse if the debtor’s monthly income, minus
allowed deductions, exceed certain statutory maximum amounts. 393 In the event that the debtor’s
income exceeds the maximum amount, §707(b)(2)(B) allows the debtor to rebut the presumption
of abuse by demonstrating “special circumstances . . . to the extent such special circumstances
that justify additional expenses or adjustments of current monthly income for which there is no
reasonable alternative.” 394
For debtors with income above the state median, §1325(b)(3) incorporates the Chapter 7
means test into the disposable income test for Chapter 13. 395 Therefore, courts can consider
whether the nondischargeable nature of student loan debts constitutes the requisite “special
circumstances” that permit the payments to be deducted as allowable expenses under a Chapter
13 plan. So, some courts have held that since the debtor has no reasonable alternative but to pay
nondischargeable student loans, such loans constitute special circumstances. 396 Another court
reasoned that hardship would result from the accumulation of interest if the education loans were
treated the same as other undersecured debt. 397 Still another court ruled that education loans
could constitute special circumstances, depending on the debtor’s motivation in incurring the
student debt. In that case, the court held that pursuit of higher education solely for increased
earning potential or career advancement could not constitute special circumstances, but that
educational loans incurred for education and training “necessitated by permanent injury,
disability or an employer closing,” could constitute the requisite special circumstances. 398
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This line of cases is a minority view. Most courts have held that the fact that student loan
debt is not dischargeable does not, without more, justify separate classification. 399 Indeed, some
courts have opined that because borrowing to fund an education is almost universal, student
loans are not special and therefore not dischargeable. 400
B. Student Loan Debt in Bankruptcy – Quantitative Data
To better understand the incidence of education loan debt in bankruptcy, I obtained data
from 50 consumer Chapter 7 and Chapter 13 cases filed each year in ten randomly selected
jurisdictions from 2004 through 2011. 401 Of the approximately 3,750 cases that I reviewed, 814
reported student loan debt. The table below shows the percentage of cases in which the debtor(s)
reported student loan debt for each year, and the average amount of student loan debt per case.

Year
2004
2005
2006
2007
2008
2009
2010
2011

Chapter 7
Percent w/
Average student
student debt loan debt
18.0
$18,484
18.9
$12,545
19.0
$16,644
23.2
$21,055
19.9
$28,213
21.8
$29,992
21.3
$21,360
24.3
$25,096

Chapter 13
Percent w/
Average student
student debt
loan debt
14.6
$13,332
14.7
$23,208
22.2
$16,304
22.1
$21,699
19.1
$17,497
22.0
$26,908
24.2
$24,396
22.3
$26,483

There are some anomalous results. For example, there was a significant decline in
student debt reported in Chapter 13 cases in 2006. In addition, the amount of debt per case
peaked in 2009, the height of the recession. And while it eased back in 2010, by 2011 the
average of student loan debt was again on the rise. Cleary, student loan debt is an increasing
factor in consumer bankruptcy.
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My review of bankruptcy cases also revealed that debtors overwhelmingly self-select to
not discharge student loan debt in bankruptcy. Of the 814 cases with student loan debt, only two
Chapter 7 debtors and one 13 Chapter debtor filed adversary proceedings to have their student
loans discharged. In a 2009 Chapter 7 case, the debtor obtained a discharge of $79,000 in
student loans by establishing undue hardship as a result of severe injuries received in a car
accident. The debtor in a 2011 Chapter 7 case withdrew her adversary proceeding to discharge
$15,000 in private student loan debt upon after a settlement with the creditor to pay most of her
debt. In the Chapter 13 case, the debtor listed a student loan claim of $47,890 on Schedule F, but
asserted in his adversary proceeding that his signature on the loan was a forgery and that had
been unaware of it until the debtor defaulted and the creditor sought to collect against him. The
court ultimately entered an order that the debt not be excepted from discharge, and the debt was
discharged.
Even in seemingly plausible cases the debtors did not attempt to have the debt
discharged. In one case for example, married debtors had an income consisting of the husband’s
modest salary as a pressman which put them below the state median income. With expenses,
including student loan payments of $218 per month, the debtors showed negative monthly
income of $267.26 per month. They live in a home valued at $149,000 against which there are
two mortgages, the second one being mostly unsecured. Yet their combined education debt is
$71,000, with an additional $25,000 of general unsecured debt. The debtors clearly cannot
afford to repay the student loan debt, yet they elected not to attempt to discharge the debt. A
number of the cases I reviewed showed debtors with high five-figure or six-figure student loan
debt and modest income, but they did not attempt to have the debt discharged. It seems likely
that at least some of these debtors will never be able to pay their student debt, but seemingly the
“undue hardship” standard is out of reach for them.
Two recent studies of student loan debt in bankruptcy provide additional insight into the
treatment of student loans in bankruptcy. 402 Rafael Pardo and Michelle Lacey examined
published 261 hardship opinions from 1993 to 2003. Pardo and Lacey concluded that nearly half
(45%) of debtors who filed an adversary proceeding for an undue hardship discharge were
successful in obtaining some relief. 403 Furthermore, debtors who did obtain a student loan debt
discharge had lower monthly incomes, lower monthly expenses, and were more likely to have a
medical problem or a dependant with a medical problem. 404 More recently, Jason Iuliano
examined 207 cases, finding that whether the debtor has a medical hardship, whether the debtor
is employed, and the debtor’s income in the year prior to filing bankruptcy are predictive of
discharge. 405
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III. EDUCATION DEBT: FINANCIAL AND MORAL QUAGMIRE
A. Distress, Delinquency, and Default
1.

Distress

The American middle class is in severe economic distress and likely to stay that way for a
long time. Foreclosures, underwater mortgages, job losses, income stagnation, and other factors
are taking a huge toll on the ability of Americans to afford such basics as housing, education, and
health care. 406 The problems of education debt are likely to grow more acute due to lower
government funding for education and stagnating income in a tough economy. 407 A recent report
concludes that rising levels of student debt cause many Americans to delay events such as
buying a car, purchasing a home, getting married, and even having children. 408 As one borrower
puts it, “[h]ow could I consider having children if I can barely support myself?” 409
People under crushing debt burdens suffer long-term adverse health effects. Financial
stress “can…contribute to a sense of continuing entrapment and hopelessness that can in turn
serve to extend an episode.” 410 People with serious debt are more likely to suffer from a
multitude of health problems including migraines and headaches, stomachaches, back pains,
increase risk of cardiovascular disease, and hypertension, as well as psychological disorders,
such as depression. 411 High debt is also associated with incidence of higher mortality, including
suicide. 412 And, it affects individual health in that debtors are more likely to avoid or delay
medical and dental care. 413 Other effects include lower self-esteem, social isolation, chronic
tension, and family problems including higher divorce rates. 414 A 2004 study of debt and
depression 415 concludes that severe and prolonged economic stress causes biomedical,
406
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physiological, cognitive, and behavioral changes. 416 Consequences for families in financial
stress include hostility and increased risk of divorce among parents, depression, bad behavior,
and poor school performance in children. 417
Numerous blogs deal with student loan debt, depression, and other social problems
caused by crushing student loan debt. 418 In a recent account, a law graduate who was unable to
pass the bar took a string of different jobs, but eventually defaulted on his loan. 419 Although the
loans are presently in deferment status, interest is adding $2,000 to the balance each month. His
loan debt destroyed his marriage and eroded his mental outlook. His student loan debt will be
with him his entire life. Debt levels of this nature will prevent graduates from pursuing public
interest careers, or lower paying but socially important jobs such as teaching. 420
2.

Delinquency and Default

Education loan delinquency and default is on the rise. 421 Until 2012, the U.S.
Department of Education tracked student loan default in units of “two-year cohorts”; i.e., the
default rate of borrowers who have been in repayment for two years. For borrowers who entered
repayment in 2009, 8.8% (320,000 borrowers) had defaulted by the end of 2010. This was an
increase from 7% for borrowers who entered repayment in 2008. For-profit schools have the
highest two-year default rate at 15%, while the rate at public colleges is 7.2% and the rate at
private non-profit is 4.6%. 422
But the two-year default analysis may hide the actual reality. Most students who default
do so after the two-year window is over. Currently, some 14% of all student borrowers default
on their loans within 3 years of graduation. 423 For some programs, the default rate is much
higher. For example, fifteen year defaults on loans made to students at community colleges are
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31%. 424 At for-profit schools, 96% of students take out education loans, 425 but only 36% are
currently paying down the principal on their student loans, and 22% of the loans are in default
within 3 years of leaving school. 426 Analysis by the Federal Reserve Bank of New York for
third quarter of 2011, taking deferral and other factors into consideration, suggests that loan
repayment problems may be even greater. It calculates that overall, 47% of student loan
borrowers were in deferral or forbearance and that 27% of borrowers had a past due balance,
with 21% of total loans delinquent or in default. 427
In 2012, U.S. Department of Education switched to reporting rates for three years of
repayment. It is expected that the 2008 default number will double to 13.8%. 428 When looked at
for a longer period of time, the default rate is even higher. For graduates who entered loan
repayment in 2005, 25% have been delinquent at some point, and 15% have defaulted. Only
40% of borrowers are in repayment as agreed. 429 Others are in deferment or default. According
to one source, one in every five loans in repayment since 1995 may be in a default, with the
number for non-profit schools at 40%. 430
A 2011 study by the Institute for Higher Education Policy examined federal student loan
repayment history for borrowers who entered repayment between 2004 and 2009, and in
particular, focusing on borrowers whose repayments date from 2005. 431 (That study did not
include private loan repayment.) The study looked at 8.7 million borrowers, representing 27.5
million loans totaling $148 billion. Of the 2005 group (1.8 million borrowers with $38.4 billion
in loans), only 37% of borrowers (667,000 borrowers with $13.1 billion in loans) were repaying
their loans on time and without deferrals or restructuring as of 2009. 432 About 23% were in
forbearance or deferment, 26% were delinquent but had not defaulted, and 15% had
defaulted. 433 Default rates are much lower for students who graduate from four-year public or
non-profit institutions, with close to half making timely payments, whereas only 25% of the
borrowers who attended for-profit and two-year colleges were making timely payments, and
more than 50% of the borrowers in these sectors had defaulted. 434
Young student borrowers will eventually become middle-age student borrowers, and far
more of them carry far more student loan debt than their parents. A potential harbinger of things
to come may be discerned in the experience of today’s middle-aged (over age 50) generation, of
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whom 16% of people have student loan debt. 435 The delinquency rate for all borrowers is 8.7%,
but for borrowers aged 40 to 49, it is 11.9% 436 and for those aged 50-59 the delinquency rate is
even higher at 15.5%. 437 Many people later in life are still paying balances from college at a
time when the value of homes and investments has declined. 438 Moreover, nonfederal lenders
almost always require parents or others to cosign. Currently 90% of private loans require parents
to co-sign, up from 50% in 2008, 439 thus linking generations together in student loan debt.
For-profit schools have a particularly poor repayment record. On Monday, July 30, 2012,
the Senate Committee on Health, Education, Labor, and Pensions released a scathing report
dealing with for-profit schools. 440 At for-profit schools, over 54% of students who commence
full-time studies do not complete their programs. 441 This is far higher than the 35% of students
at non-profit schools who fail to do so, and leaving a program significantly increasing the
probability of defaulting on student loans. 442 The Department of Education estimates that 46.3%
of dollars lent to for-profit students who entered repayment in 2008 will default. 443 The number
for 2-year public and non-profit colleges is 31.1%. 444 One for-profit school even estimates its
own student default rates may be as high at 77%. 445 Overall, for-profit students constitute
approximately 10% of all higher education students, but account for 25% of all education loans,
and almost 50% of education loan defaults. 446
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There are plenty of negative consequences for debtors who default. For those with
federal student loans, the government can seize wages, tax refunds, earned income tax credits,
and social security payments. 447 Defaulters are liable for the original principal balance, all
accrued interest, court costs, and any collection fees, which are all added to the outstanding
balance. 448 In addition, the negative credit rating that results from default may make it harder to
obtain mortgages, car loans, and credit cards, and possibly even apartments or jobs. When they
do get loans, they will pay higher interest rates. 449 Unlike any other type of debt, there is no
statute of limitations.450
Experts who follow student loan delinquencies are increasingly pessimistic about the
health of student loan portfolios. In a survey of bank risk professionals in the last quarter of
2011, 67% expected student loan delinquencies to rise, up from 48% in the third quarter 2011. 451
Student loan debt collecting can be a lucrative business. Companies such as Education
Management Corporation work under contract with the U.S. Department of Education to service
loans and collect on defaulted accounts. 452 The companies charge fees to borrowers and earn
commissions from taxpayers of up to 31% for collecting on defaulted loans. 453 Collectors can
garnish wages, taking a percentage as a fee before forwarding the rest to the government. 454
Executive salaries and employee bonuses at collection firms can run into six- and sevenfigures. 455 Private debt collection agencies recovered $11.3 billion in defaulted loans in 2011,
approximately 85 cents on every dollar that defaults. 456 For their efforts, debt collectors received
about $1 billion. 457 During the same time, however, the Federal Trade Commission received
some 181,000 complaints—more than any other industry-- about abusive debt collection
practices. 458 While this number includes all types of debt collection (credit cars, late auto loan
payments, etc. 459) student loan debtors often experience abusive debt collection, including
447
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incessant phone calls to home and work numbers at all hours, bullying, misrepresentation, and
threats. 460
The Department of Education has sought to restrict participation in Title IV access to
education loans for non-degree granting vocational programs that fail to meet certain threshold
repayment requirements. Under regulations promulgated in June 2011 (known as the “Debt
Measure Rule”), the Department established a minimum standard of 35% for loan repayment
rate, and a maximum standard of 30% discretionary income and 12% of annual earnings for
debt-to-earnings ratios. 461 The purpose of the regulation was to ensure that governmentguaranteed loans only went to programs that prepared students for gainful employment in a
recognized occupation. 462 A program would be considered failing if its debt measures did not
meet any of the minimum standards. 463 Such institutions would be required to warn current and
perspective students, and to describe the actions that the institution planned to take to improve its
performance. 464 A program that failed the debt measure in any two out of three years would be
required to provide additional warnings to current and prospective students, including “[a] clear
and conspicuous statement that a student who enrolls or continues in the program should expect
to have difficulty repaying his or her loans.” 465 If a program failed to satisfy the debt measure in
three out of any four years it would lose its Title IV eligibility466 and be barred from seeking to
reestablish the program, or a “substantially similar” program for three years. 467
In July 2011, The Association of Private Sector Colleges and Universities filed suit in the
District Court for the District of Columbia to enjoin enforcement of the Debt Measure Rule. 468
On June 30, 2012, the District Court entered its opinion in the case. The court held that although
the agency has authority to issue rules such as the debt-to-earnings ratio, 469 the agency failed to
establish a reasoned basis for the debt-repayment benchmark, which the court found was
“arbitrary and capricious.” 470 Since the repayment test could not be severed from the other debt
measures, the court vacated the entire debt measure rule. 471 In the short term, for-profit schools
were clearly the winners of the ruling, as many of their programs would have failed the test. 472
B. Moral Morass
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1. Education Debt As Moral Malfeasance
Debtors’ prisons were common in colonial America. 473 Under English law and in the
early American republic, punishment for debt was punishment as much against the person of the
debtor, and not just against his property. Over time, debtor’s prisons were abolished in America
and debt became resolved through insolvency laws—first under individual state insolvency laws,
and then under federal bankruptcy laws. 474 With debt as a financial “offense,” society could
construct a financial resolution. Through discharge of debts, debtors and their families could
resume productive lives in society, and avoid becoming a public charge. To achieve this,
bankruptcy law shifts the risk of default to the debtor’s creditors, allowing the “honest but
unfortunate debtor” a fresh start. 475
There are several types of financial obligations from which there is no fresh start.
Tellingly, a number of these obligations arise from moral culpability of the debtor. Thus, debts
incurred by fraud, 476 breach of fiduciary trust, 477 willful acts causing bodily harm, 478 death or
injury caused while intoxicated, 479 and taxes the debtor has tried to evade by not filing a tax
return 480 are not dischargeable in bankruptcy. Also nondischargeable are domestic support
obligation owed to spouses or children. 481 These obligations reflect deep social and personal
duties, not just financial ones, and their nondischargeability represents a social consensus that
bankruptcy cannot discharge moral commitments. A bankruptcy “fresh start” is meant for the
“honest, but unfortunate debtor.” 482 In this manner, the Code incorporates moral culpability as
grounds for denial of discharge.
By making education debt nondischargeable, Congress has linked student loan default
together with offenses such as fraud, willful injury, and failure to pay child support. 483 Debtor 1,
above, explained how easy it was for her to obtain student loans. All she needed was 10 minutes
and some computer clicks to become fully funded with loans at the start of each semester.
Multiply that by eight semesters and a student borrower can easily incur a lifetime of debt
servitude. For Debtor 1, there was a Grand Canyon gap between the ease of incurring her
education debt, and her ability to repay it. This situation and hundreds of thousands of others
like it segue into the responsibility of creditors in making loans. As Bruce Mann has observed,
“[i]f debtors have moral obligations, so much do creditors.” 484
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Douglas Baird sees no problem in distinguishing student loans from standard consumer
debt because, “unlike ordinary extensions of consumer credit, someone who takes an education
loan before going away to college is not making a decision casually. The decision to incur the
loan is part of a larger decision…that is made only after considerable thought and care.” 485 For
Baird, it is the aspect of “reflection and deliberation” that allows for the special status of student
loans. 486 However, my interviews with student loan debtors convinces me that students do not
comprehensively “reflect and deliberate” when incurring education debt, and that their failure to
do so is caused by two key but flawed perceptions: (1) students substantially underestimate the
difficulty in repaying large sums of money, probably because they lack experience in earning
and managing a standard adult income and expenses; and (2) students substantially overestimate
their prospects for getting tops grades in school and getting a well-paying job upon
graduation. 487 It is not just the imprudent or statistical outliers that do so. Increasingly, the
majority of students at many programs make these assumptions, then find themselves in serious
debt trouble when they graduate with huge student debt and few job prospects.
If a borrower incurred a student loan debt intending to not repay it, the debt would
properly be non-dischargeable as a debt incurred by fraud. But Debtor 1, above did not incur her
student loan debt with the intent to not repay it, nor did Debtor No. 2, 3, 4, and nearly every
other student loan debtor. Ironically, debtors might almost be better off if they had committed
some fraud, rather than incur student loan debt, because there is no statute of limitations for
education loan debt. There are state and federal statutes of limitations for almost every type of
debt and almost every type of crime, the rare exceptions being crimes punishable by death,
including murder, espionage and treason. And education debt. Education debt is viewed
through the lens of moral malfeasance in American law. It is unlikely that any student borrowers
are considering this perspective when they incur their loans to obtain an education.
2. Debtor’s Prisons Redux
As the stories of Debtors 1 to 4 attest, education debt represents exceptionally large debt,
and for most debtors, incurred at a relatively young age. Other than a home, few people are
likely to ever again purchase any single thing that is as costly as an education.
For many student borrowers, the same hefty investment required to get an education to
earn a livelihood correspondingly creates a lifetime of debt service. The Indentured Generation
will be under monthly loan obligations that for decades will preclude purchasing anything
comparable in price to the cost of their education. Of course debtors are obligated to repay debts
they incur, but our society sees merit in allowing people in serious, debilitating financial distress
to discharge debts in bankruptcy. By excepting education debt from bankruptcy discharge,
debtors are given no escape from the financial stresses that would otherwise qualify them for
discharge. It is disconcerting that the first and second of Brunner together inherently
countenance that a debtor go without a “minimal” standard of living--no adequate housing,
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clothing, food, etc.—for an indeterminate period unless he proves that his situation will never
rise above the low minimal standard. 488 This is a coherent description of deprivation. Student
borrowers in the Indentured Generation, starting from a young age, will become permanent
members of an economic underclass. They are living in American society but, from a financial
perspective, always on the outside looking in.
An indenture class is not a good thing for our society to create. As Bruce Mann states,
“[w]hether a society forgives its debtors and how it bestows or withholds forgiveness are more
than matters of economic or legal consequence. They go to the heart of what a society
values.” 489 Elizabeth Warren puts it another way:
Americans need a safety valve to deal with the financial consequences of the
misfortunes they may encounter. They need a way to declare a halt of creditor
collection actions when they have no reasonable possibility of repaying. They
need the change to remain productive members of society, not driven
underground or into joblessness by unpayable debt. 490
It is fortunate that debtors’ prisons are no more, because there would be tens of thousands
of potential student loan debtor inmates ready to be sentenced. Yet as a society, we sentence
them to a lifelong form of house arrest. It is still an incarceration, one that is not necessarily more
moral than a prison of bars and walls.
3.

Participation in economic life

Aside from moral or psychological aspects of debt relief, some commentators argue that
to forgive student loan debt and return consumers debtors to normal economic life is an
economic imperative. Margaret Howard asserts that student loan debt is not by nature different
from any other unsecured debt, 491 that student loan debtors are no more likely than other debtors
to abuse the bankruptcy process, 492 and that bankruptcy serves a critical economic purpose in
restoring debtors to participation in the “open credit economy.” 493 John M. Czarnetsky finds that
bankruptcy resolves the tension between “freedom of contract and freedom of action in the
market,” 494 and gives debtors a renewed incentive to engage in entrepreneurship and social
improvement. 495 John D. Sousa offers a social utility theory to discharge, combining the
economic participation arguments of Howard and Czarnetsky, with curing the social malaise
caused by severe economic distress:
[c]onsumers who are freed of constricting debt obligation can take that portion of
their incomes once dedicated to attempting to fruitlessly repay their creditors and
488

See supra, notes 252-269 and accompanying text.
Mann, supra note 483, at 1.
490
Elizabeth Warren, A Principled Approach to Consumer Bankruptcy, 71 Am. Bankr. L.J. 483, 92 (1997).
491
Margaret Howard, A Theory of Discharge in Consumer Bankruptcy, 48 Ohio St. L. J. 1047, 1086.
492
Id. at 1087.
493
Id. at 1048.
494
John M. Czarnetzky, The Individual and Failure: A Theory of Bankruptcy Discharge, 32 Ariz. St. L. J. 393, 428
(2000).
495
Id. at 412.
489

55

place this income into the stream of economic commerce. Moreover, freed of this
indebtedness, debtors will have every incentive to resume productivity, rather
than contemplate idleness if working only produces a return for the creditors. 496

IV. AMEND THE BANKRUPTCY CODE
A number of solutions have been proposed to address the problem of student loan debt.
Many commentators have recommended that student debt be returned to the list of nonpriority
general unsecured debt, 497 and a bill has been introduced in Congress to do just that. 498 Even
without the student loan discharge exception, bankruptcy courts have discretion to dismiss a
petition filed in bad faith, 499 or to deny discharge of a debt incurred by fraud. 500 Restoring the
student loan debt discharge would certainly enhance the “fresh start” purposes of the Code. But
allowing student loans to be dischargeable as general unsecured debt could potentially cost the
federal government tens of billions of dollars to make good on loan guarantees, so any such
action in Congress is unlikely for the foreseeable future. 501
What about allowing only private student loans dischargeable? This might strike a useful
middle ground, as there are no modification or forgiveness programs for private loans, and
lenders can refuse to make new loans if they do not deem the borrower to be creditworthy. The
Consumer Financial Protection Bureau has recommended that private student loans be
dischargeable, 502 and legislation has been introduced in Congress for this purpose. 503 However,
because most loans are federal loans, and in addition, private loans usually require a co-signer, it
is unclear how much of an impact this would have on most borrowers. 504
Another possibility is that Congress could reinstate a time-lapse discharge. From 1978 to
1990, unless they could prove undue hardship, debtors had to wait five year between when a loan
first became due before discharging the debt, and from 1990 to 1998 that was lengthened to
seven years. 505 One commentator has likened time-lapse discharge to discharge of tax debt,
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noting that most tax debt can be discharged after three years of its accrual, thus mitigating the
“soft fraud” of new graduates filing for bankruptcy promptly upon graduation. 506
A more radical idea for funding education is for students to sell an interest in their future
earnings either to the institution providing the education 507 or to private equity investors. 508 The
repayment period might expire after a set number of years, or not kick in until a certain income
threshold is hit. 509 There might even be an “Equity College,” whose survival depends entirely on
the success of its students, which in turn would be based upon how well the college prepared the
students. 510 On the one hand, this avoids the problem of the debtor being required to pay the
lender a disproportionate share of income in comparison to the debtor’s essential living expenses.
On the other hand, it creates many concerns. First, although it may be the functional equivalent
of some student loan debts, it feels a lot like personal servitude. Second, lenders will seek to
make loans to students who (1) have already shown higher potential, (2) in institutions with
stronger reputations, and (3) pursuing programs with higher earning capacity. This is, in effect, a
front-loaded creditworthiness analysis, which is at odds with the current philosophy of making
federal student loans irrespective of creditworthiness. Third, lenders cannot really know the
potential and intentions of student borrowers, and higher earning borrowers will end up
subsidizing lower earning ones. 511
Discharge education loan debt is not likely in the foreseeable future, and as yet, the
market place has not come up with a solution to student debt that matches the demand for
education loans. In the meantime, the Indentured Generation continues to stumble. I propose a
solution by amending the Bankruptcy Code in a manner that encourages education lending but
that is also true to the Bankruptcy Code’s fundamental purposes.
When a debtor with education loans files bankruptcy, the debtor will note on a statistical
summary that there is education debt, as is currently done. And, the debtor will list the debt on
Schedule F, and the debt, without more, will not be dischargeable. This is also the same as
current practice. However, if the debtor wants any of his education debt discharged, then instead
of filing an adversary proceeding to establish undue hardship under §523(a)(8), the debtor will
file a motion to determine the fair market value of each student loan debt, similar to motion to
determine the value of a secured interest under the current §506. Section 523(a)(8) will be
deleted, and a new section added that provides that a claim for an education benefit or loan is
nondischargeable to the extent of the value of the claim. This provision would become a new
§512, Claims for education loans. A §512 motion would be raised as a contested matter under
Bankruptcy Rule 9014 in a Chapter 7 or Chapter 13 case.
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Pursuant to the new §512, the claim of a education loan or education benefit creditor
could be modified by order of the court to reflect the actual fair market value of the claim. The
amount of claim equal to the fair market value would be nondischargeable, while the remaining
balance of the claim would be treated as dischargeable, general unsecured debt. In this context,
“fair market value” means the amount that an investor would pay to purchase the respective
student loan obligation. The court would fix the fair market value of the debt based upon
evidence presented by the debtor and creditor at a hearing. Fair market valuation is commonly
used to determine the value of secured debt as well as interest rates in Chapter 11 cases, and in
some Chapter 13 cases.
It would not be difficult for bankruptcy courts to determine the fair market value of a
student loan or benefit claim. There is an active secondary market in bonds backed by bundles
of student loans, currently trading $240 billion in loans annually. 512 Market players have their
own formulae for deciding how to value loans. Factors such as finishing with a degree, the type
and length of a program, and even graduating on time are variables used by investors in
calculating the value of the loan. 513 For example, the historic default rate for many student loans
is presumed to be 25% to 30%, but investors in this market calculate that defaults will be 30% to
40% for current graduates. 514 For new private loans there is also a credit analysis as part of the
underwriting process. 515 One particular nuance in the student loan context is that experts in a
student loan discharge hearing should account for the fact that a debtor’s other general unsecured
debt will be discharged, which may improve the debtor’s ability to repay and hence the market
value of the loan. All together, most of the factors used by investors on a daily basis to value
billions in student loans on the secondary market can readily be utilized by bankruptcy courts to
establish the fair market value of student loan debt in bankruptcy.
This approach offers some important advantages over current practice. First, it
substitutes a bankruptcy court’s subjective determination for that of the market-place in
determining what portion of student loan debt can feasibly be repaid and what portion should be
discharged. Thus, judges will not have to decide how much debtors and their families need to
512
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live on. 516 This will lessen the burden on bankruptcy courts and do away with complicated and
inconsistent case precedent. Most important, the proposal will prevent capable debtors from
discharging loans that they are able to repay, while at the same time providing a means of escape
and financial rehabilitation for student loan debtors facing lifelong debt servitude. Thus, this
approach honors the Bankruptcy Code’s fundamental purpose of providing the “honest but
unfortunate debtor” a financial fresh start.
There are likely to be a number of outcomes in the near future if the Bankruptcy Code is
revised in this manner. The first is that most education loans will be partially, but not fully
dischargeable in bankruptcy. This is because a debtor who qualifies for discharge of debt in
bankruptcy is by definition in financial distress and unable to meet his financial obligations. But
many loans will not be fully dischargeable because many debtors, such as chapter 13 debtors, are
able to repay at least a portion of their debt. In addition, debtors obtain relief from student loan
debt generally become an improved their credit risk. Therefore, there is unlikely to be a
wholesale repudiation of all student loan debt in bankruptcy.
Allowing loans to be dischargeable in bankruptcy based on fair market value will
certainly impact the student loan industry. Private student loan lenders will be more creditsensitive about making loans, and this may impact the availability of non-federal student loan
credit. The “fair market value” test is, in effect, a credit-worthiness test made after a debtor has
incurred loans. Faced with that potential, lenders will have incentive run similar calculations
before making the loan. Lenders may become more selective about making loans to students in
specific fields or in specific programs if there are fewer jobs for that field or if the dropout rate in
that program is high. This may indirectly result in fewer entrants into over-crowded professions
or few funds for lower-quality education programs. Market-place Darwinism such as this may
well be preferable to a lifetime of insurmountable debt.
With respect to federal loans, lawmakers will have to face a political decision regarding
funding and conditions for student loans if the balance in excess of fair market value can be
discharged in bankruptcy. This will spark tension with the democratizing premise of the current
federal student loan program. There is no evidence that borrowers abused the right to discharge
student loan debt in the past, but education costs and student loan debt were a mere fraction of
what they are today. Therefore, the past may not be a reliable guide to what could happen in the
future. If there should be a tidal wave of student loan discharge (assuming §512 takes effect),
Congress would have to consider at that point whether to adjust funding for education loans. If
the “Bennett Hypothesis” theorists are correct, then reduced federal student loan credits might be
the only thing that could force education costs to level-off, or, optimistically, even decrease.
With stable or even lower education costs, education should become more accessible, more
democratic. That would be an ironic turn of events, and good news for the Indentured
Generation.
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