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There’s Trouble In River City And It’s Not A Pool Hall  
Student Loans  

American College of Bankruptcy  
September 27, 2019  

 
I write this essay from two perspectives.  First, I have served as a 

Bankruptcy Trustee for more than 31 years and have seen the economy at tree-

top level.  Debtors with student debt have become a major portion of my 

caseload.  Second, I serve as the Chairman of the Board of Trustees of Ripon 

College and as a Regent of Loyola University.  Higher education is in crisis. 

How Big Is The Problem 

Student loan debt now stands at almost $1.6 trillion dollars.  It has more 

than tripled since 2006.  The amount of student loan debt is now greater than 

car loans, credit card loans and small loans.  Only home mortgages debt tries to 

remain at a higher level than student loans.  Of all these consumer loan types, 

student loans have the highest default rate.  The default rate measured at the 

third year of repayment is 11%, but if measured for the entire life of the loan, it 

is approaching 30%.  Less than 40% of student loans is performing as originally 

contracted.1 

Why should we care?   Because student loan debt is having a profound 

effect on the economy and society. 

At $1.6 trillion, student loan debt is a major cause for: 

1. Lower earnings of college graduates; 

 
1 Jason Iuliano “Student Loan Bankruptcy and the Meaning of Educational Benefits” The American Bankruptcy Law 

Journal Volume 93 2019 pg. 278 
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2. Lower levels of household formation, which turn affects 

a. home ownership and  

b. residential contraction; 

3. Fewer automobile purchases; 

4. Higher household financial distress;  

5. Lower probability of students choosing public services careers;  

6. Poorer psychological function;    

7. Delayed marriage; 

8. Decline in the birth rate;  

9. Increased losses to the credit card companies; and  

10. Lower probability of continuing education through graduate or 
professional school.2 

I have analyzed my last eight 11 U.S.C. §341 meetings.  22% of my debtors 

had educational loans (compared to 29% nationally). The mean debt was 

$46,000, and in seven of my last eight section 341 meetings there was at least 

one debtor who had educational debt of $100,000 or more.  The grand champion 

was a PhD in Music from Northwestern who racked up $445,000. He is an 

adjunct professor.  The highest in the master’s degree competition goes to a 

sociology student at the University of Illinois at $245,000. 

In juxtaposition to this crisis, economists predict that 25% of all not-for-

profit colleges and universities will not exist in 2030.  Some will merge, and 

others will simply go out of business.  The casualty rate among for-profit 

institutions will be much higher.  

 
2 Final Report of the ABI Commission on Consumer Bankruptcy p. 3.  
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The Cause  

How did we get in a mess like this?  Making education loans is essentially 

idiot proof lending.  There is virtually no risk to the lender and no need for a 

credit check.  The government for its part is concerned about generating reams 

of paper to make sure the students get their money, not on the prospect that the 

loan will ever be repaid.   Why such a cavalier attitude towards lending?  Most 

educational loans are guaranteed by the full faith and credit of the United States, 

and almost all educational loans are not subject to discharge in bankruptcy.   

How did Congress contribute?  The popular press started it when they 

panicked the public and Congress by reporting on newly minted doctors and 

lawyers filing for bankruptcy on the way from their graduation ceremonies - often 

riding in chartered greyhound buses. Yet, there was no hard data to support 

these fears.  Unfortunately, perception of reality is more important than objective 

reality and Congress excepted student loans from discharge in the educational 

amendments of 1976.  A debtor in bankruptcy could discharge a student loan 

after five years had passed from final disbursement, assuming there was no 

suspension of payment period.  

The original 1978 Bankruptcy Reform Act in 11 U.S.C. §523(a)(8) 

continued this policy, making all educational loans dischargeable after five years 

unless there was an undue hardship during the first five years.  The five years 

were not tolled by a suspension period.  The original enactment expanded non-

dischargeable loans by deleting the requirement that the loan be guaranteed by 

the U.S. government.  Non-guaranteed loans from not-for-profit institutions were 
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now protected from discharge. There was a subtle change.  Unlike the Education 

Act which provided that a loan could be discharged for hardship to the debtor or 

his or her dependents, the new law is conjunctive – Debtors and the Debtor’s 

dependents.   Finally, and most importantly, an educational loan was part of the 

Chapter 13 super discharge.   

The next development came in the case law, rather than by statute.  Marie 

Brunner graduated in 1982 with a master’s degree in social work and $9,000 in 

student loans.  She filed for bankruptcy less than a year later and the 

bankruptcy court allowed for the discharge of her loan.  The Court of Appeals for 

the Second circuit reversed.   Brunner v. New York State Higher Educ. Serv. Corp. 

831 F.2d 395 (2d Cir. 1987).  The Court laid out three conditions to establish 

undue hardship.   

1. The debtor -establish that it cannot maintain, based on current 

income and expense, a “minimal” standard of living for herself and 

her dependents if forced to repay the loans:  

2. Additional circumstances exist indicating that this state of affairs is 

likely to persist for a significant portion of the repayment period of 

the student loans; and  

3. The debtor has made a good faith efforts to repay the loans.  

As of August 18, 2019, 1,031 courts have cited Brunner.  The majority of Courts 

of Appeal have followed this decision Lepre v. U.S. Department of Education 530 

Fed. Appx (3rd Cir. 2013); Lokey v. U.S. Department of Educ. 98 Fed. Appx 938 

(4th Cir. 2004); Ostram v. Educ. Credit Mgmt. Corp. 283 Fed Appx 283 (5th Cir. 
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2008); Rice v. U.S. 78 F.3d 1144 (6th Cir. 1996); Goulet v. Educ. Credit Mgmt. 284 

F. 3d 793 (7th Cir.  2002); Mendoza v. Educ. Credit Management Corp. 182 Fed. 

Appx 661 (9th Cir. 2006); Alderte v. Education Credit Mgmt. Corp.  412 F.3d 1200 

(10th Cir. 2005); Hemer Ins. Corp. Of Am. v. Cox 338 F.3d 1238 (11th Cir. 2003)  

However, the Court of Appeals for the Eighth Circuit. has taken a less 

restrictive approach stating that courts in the 8th Circuit must look at the totality 

of the circumstances Educ Credit Mgmt.  Corp. V. Jesperson 571 F.3d 775 (8th 

Cir. 8th Cir. 2009).  The First Circuit has declined to take position on the Brunner 

Test See Nash v. Connecticut Student Loan Found. 446 F.3d 188 1st Cir. 2006).   

In the Crime Control Act of 1990, Congress expanded the five year period 

to seven years.  Congress also removed student loans from the “super discharge” 

provisions of Chapter 13.   

In 1998 Congress again struck hard removing the seven year provision 

and making educational loans dischargeable only for hardship grounds.,   

Finally in 2005, Congress added private loans to the non-dischargeable 

ranks of educational loans.   

Where Do We Stand Now 

There are three types of educational loans that are non-dischargeable.  

First, an educational benefit overpayment or loan made, insured, or guaranteed 

by a governmental entity, or made under any program funded in whole or in 

party be a government unit or a nonprofit institution.  This section accounts for 

the vast majority of non-dischargeable education loans.  The overpayment 

provisions deal with situations such as the GI Bill where money is advanced, but 
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the student uses it for another purpose and the government demands 

repayment.   

In education loan litigation it is the lender’s burden of proof to establish 

the amount of the loan its non-dischargeability status.  The burden is on the 

debtor to show undue hardship or some affirmative defense to the loan.    There 

is a lot of litigation when a for-profit school fails and the students can prevail 

that they were defrauded.  ITT Educational Services is a prime example of 

students prevailing in having their loans disallowed.  Rest assured that the 

Department of Education is making it more difficult for this class of defrauded 

students to prevail by proposing new regulations to protect the for-profit schools   

Less than .1% of all debtors who have these non-dischargeable loans filed 

an adversary complaint seeking dischargeability.  This number is so tiny because 

Debtors and their lawyers either feel that the burden of proof is too great, the 

costs of litigation is too great  or that alternative programs are available for some 

relief. Of those debtors who file adversary complaints, 25% received a complete 

discharge, 14% received partial discharges an 12% wound up in administrative 

repayment plans.  Unfortunately 49% of the lost. 3 

The second type of non-dischargeable loan is a private loan.  It is an 

obligation to repay funds received as an educational benefit, scholarship, or 

stipend.  There is great disagreement as to what “benefit” means. 4  In re Belforte 

is illustrative of this problem In re Belforte, 2012 WL 4620987 (Bankr.  October 2, 

 
3 Joseph Iuliano “An Empirical assessment of Student Loan Discharges and the Undue Hardship Standard” American 

Bankruptcy LAW Journal Vol 86 2012 p. 505. 
4 Joseph Iuliano “”Student Loan Bankruptcy and the Meaning of Educational Benefit Vol. 93  2019 p. 284. 



7 
2927693.3 

2012).  In that case, the Debtor, Patricia Belforte went to her credit union and 

borrowed $10,000 on an unsecured basis.  A number of years later, Patricia 

submitted a hand written letter to the credit union and asked to increase the 

loan to $14,000 for tuition and books for her children.  A number of years later, 

she filed bankruptcy.  The bankruptcy court denied her discharge.  The decision 

is strange for several reasons.  First, Patricia didn’t receive any personal benefit 

from the loan.  Second despite having an educational loan program, the credit 

union did not advance money under it.  Third the bank showed an incredible 

lack of over sight in seeing that the money went for educational purposes. The 

bankruptcy court didn’t think there was a need for a trial and granted summary 

judgment finding that the handwritten note transformed an unsecured loan into 

an educational benefit loan. Courts are struggling with the definition of “benefit.” 

The first definition of benefit in Merriam Webster’s dictionary defines “benefit” as 

something that produces good or helpful results or effects or that promotes well-

being.  Under this definition, if a parent borrows money to provide tutoring at 

Sylvan Learning Center, that debt is non-dischargeable. This theory of benefits 

known as the broad interpretation.   

But, there is another definition in Webster’s.  A benefit is financial help in 

time of sickness, or age or unemployment -i.e. an unemployment benefit or 

disability benefit.  Under this narrow reading, benefits are what is paid to the 

student not the result of the payment.  For example, a student who receives an 

Army scholarship but doesn’t joint the army receives a non-dischargeable 

benefit.  Or, a Doctor who receives federal payments for his medical school on 
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the condition that he work for so many years in rural America.  Upon graduation 

the Doctor refuses to leave New York City.  These types of benefits under the 

narrow school of interpretation are non-dischargeable.   

The final type of non-dischargeable debt is a Qualified Education Loans.  

These were added in 2005 to protect trade schools.  The definition of ”qualified 

education loan” is in 26 U.S.C. 221(d)(1) and it is far from clear.  The Internal 

Revenue Codes definition of “qualified education loan” relies upon another 

defined term “qualified higher education expense.”  That definition in turn 

depends on the definitions of “cost of attendance” and “eligible education 

institution.”  I could spend the next 25 pages on these definitions, but you get 

the point. 

How Do We Get Out Of This Mess 

The American Bankruptcy Institute created a commission to review 

consumer bankruptcy laws. The commission’s first recommendation was on 

student loans.  5  

I.   EFFECTUATING THE FRESH START 

A.    Discharge and Dischargeability 

§ 1.01    Student Loans 

(a)   Bankruptcy Code Amendments. 

(1) Section 523(a)(8) should except from discharge only 
student loans that 

(A) were made, insured, or guaranteed by a 
governmental unit, 

 
5 Final Report of the ABI Commission on Consumer Bankruptcy (2019) pgs. 1-2 
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(B) were incurred for the debtor's own education, and 

(C) absent a showing of undue hardship, first became 
payable less than seven years before the bankruptcy 
case was filed, regardless of any suspension of 
payments. 

(2) Section 507(a) should have a new, eleventh priority for 
claims excepted from discharge under § 523(a)(8). 

(3) Section 1322(a) should allow the plan to provide for less 
than full payment of all amounts owed for a claim 
entitled to the student loan priority only if the plan 
provides that all of the debtor's projected disposable 
income for a five-year period beginning on the date that 
the first payment is due under the plan will be applied 
to make payments under the plan. 

(4) Section 1322(b)( 10) should provide that it does not 
apply to priority unsecured debts. 

(b)   Promulgation and Interpretation of Regulations. Through 
regulations or interpretive guidance, the Department of 
Education should provide the following with respect to 
governmental student loans: 

(1) Bright-line Rules. Creditors should not oppose 
discharge proceedings where the borrower meets any of 
a set of the criteria below. These criteria should be set 
out in federal guidelines that indicate household 
financial distress and therefore undue hardship: 

(A) Disability-based guidelines. The borrower (i) is 
receiving disability benefits under the Social 
Security Act or (ii) has either a 100% disability 
rating or has a determination of individual 
unemployability under the disability compensation 
program of the Department of Veterans Affairs. 

(A) Poverty-based guidelines. 

(i)   In the seven years before bankruptcy, the 
borrower's household income averaged less than 
175% of the federal poverty guidelines. 

(ii)   At the time of bankruptcy, the borrower's 
household income is less than 200% of the 
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federal poverty guidelines and (I) the borrower's 
only source of income is from Social Security 
benefits or a retirement fund or (II) the borrower 
provides support for an elderly, chronically ill, or 
disabled household member or member of the 
borrower's immediate family  

(2) Avoiding Unnecessary Costs. Creditors should accept 
from the borrower proof of undue hard- ship based on 
the above criteria without engaging in formal discovery. 

(3) Alternative Payment Plans. Payment of the loans in 
bankruptcy should be effective (i) to satisfy any period 
of forgiveness or cancellation of the loans under an 
income-driven repayment plan, (ii) to rehabilitate a loan 
in default, and (iii) in chapter 13 cases, to prevent the 
imposition of collection costs and penalties. 

(c)   Best Interpretation of Current Law.  

(1) Standard for Dischargeability. 

(A) The three-factor Brunner test should be understood 
to require the debtor to establish only that 

(i)   the debtor cannot pay the student loan sought 
to be discharged according to its standard ten-
year contractual schedule while maintaining a 
reasonable standard of living, 

(ii)   the debtor will not be able to pay the loan in full 
within its initial contractual payment period 
(ten years is the standard repayment period) 
during the balance of the contractual term, 
while maintaining a reasonable standard of 
living, and 

(iii)   the debtor has not acted in bad faith in failing 
to pay the loan prior to the bankruptcy filing. 

(B) Standard of Proof. Each of these factors should be 
understood to require proof by a preponderance of 
the evidence. 

(C) Appellate Review. The determination of the 
bankruptcy court as to each of the factors should be 
recognized as a finding of fact subject to deference 
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in appellate review and in the consideration of 
whether to appeal by the Department of Education, 
any guaranty agency, eligible lender, or holder of a 
federal student loan, and any agent of these parties. 

(2) Treatment of Nondischargeable Student Loans in 
Chapter 13. 

(A) Section 1322(b)(l) should be interpreted to allow 
separate classification and payment of 
nondischargeable student loans at a higher 
dividend than other general unsecured claims as 
long as the other unsecured claims are paid at least 
as much as is required under the best interest test 
of § 1325(a)(4), including cases where the best 
interest test would not require any payment. 

(B) If precedent requires rejection of the 
recommendation in subparagraph (A) and a higher 
payment of nondischargeable student loans is held 
not to be generally available under § 1322(b)(l), 
courts should use the following best interpretations: 

(i)   If another person is liable for payment of a 
nondischargeable student loan, § 1322(b)(l) 
should be interpreted to allow a plan to provide 
for its payment at a higher rate than other 
general unsecured claims, as long as the other 
unsecured claims are paid at least as much as 
is required under the best interest test of 
§ 1325(a)(4), including cases where the best 
interest test would not require any payment; 

(ii)   Section 1322(b)(S), providing for the cure and 
maintenance of long-term unsecured claims, 
should be interpreted to apply to student loans; 
and 

(iii)   Section 1322(b)(10), disallowing payment of 
interest on nondischargeable debts, should be 
interpreted as not applying to claims being 
treated under § 1322(b)(5). 

However, these changes do not go far enough.  These changes do not 

address the cause of excessive student educational loan default, but only 
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treating the symptoms.  There are two reasons that student defaults occur.  First, 

schools are not educating the students to perform economically viable work. 

Second, schools are signing students up for programs, particularly graduate and 

professional programs, whose projected incomes would never allow the student 

to make the required loan payments.  At present 34% of the loans to students 

who attend for profit schools are in breach or default.  That number drops to 

between 14 and 18% for public not for profit schools and 8% to 12 % for private 

not for profit schools.  My beloved Ripon stands at only 4%.  Why not treat these 

lenders like we treat SBA lenders.  If their default rates are too high they are out 

of the program.  Schools should also make sure that the loan proceeds go to 

tuition, books or room and board.  No more sports cars with the loan proceeds 

either.   

There is trouble in River City.  Will Congress have the desire to fix the 

problem before there is an outright melt dome of the education loan system?  

Only time will tell.   
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