Managing Debt

"I owe. I owe. It's off to work I go." -Motto of many university graduates facing massive debt load from a combination of student loans and credit cards.
Gordon Wadsworth, author of Cost-Effective College, describes a dentist who is defaulting on $39,000 in student loans. He makes good money but a dental practice has huge monthly operating expenses. The dentist lives in a small home and drives an older car.  "People told him it would be easy to pay off the student loans because dentists make good money," Wadsworth says.

Sangita Malhotra, a writer for CNN Money, reports that the average student loan debt for an undergraduate is $16,900.  "According to the education department, some 39% of student borrowers graduate with unmanageable levels of debt, meaning their monthly payments absorb more than 8% of their take-home pay." 
But there is good news! With planning, you can graduate with manageable or no debt.  First, you must understand how student loans work. Mark Kantrowitz, the publisher of FinAid.org, explains:

The Federal Stafford Loan, the Federal Perkins Loan, the Federal Parent Loan for Undergraduate Students (PLUS), and the Federal Consolidation Loan are federal programs. They are offered through banks. Banks also offer various alternative loans.  
-----The Stafford Loan is available to any student and promoted as low cost. Its interest rates change annually. It is lower while the student is in school and during the grace period after graduation. After the grace period, the rate rises slightly. Interest is capped at 8.25%.  However, lenders might offer special benefit programs such as reducing the loan fees or offering a prompt payment discount.
-----The Perkins is awarded with the financial aid package. Students qualify for the loan based on their parents' income. Under the current interest rates, it is one of the more expensive student loans.
-----The PLUS loan is payable by parents. Interest is capped at nine percent.
-----Alternative loans are more expensive private loans with NO caps but the payment schedule is more flexible.
-----During/after college, a Consolidation Loan locks in the current interest rate but you lose the repayment grace period. 

Kantrowitz uses 2 criteria to compare loans: the Annual Percentage Interest Rate and the lender's customer service aspects. "Compare the loans based on how much it will cost you to repay the loan over the loan's lifetime," he explains.  Generally speaking, the Stafford Loan is less expensive than the PLUS loan. The PLUS loan is less expensive than a private loan. "Students should max out the Stafford Loan before they touch the PLUS," says Kantrowitz. "Only use a private loan if you need the flexible repayment plans."

Kantrowitz recommends against borrowing more than you expect your first year of starting salary to be. That way, your monthly loan payments will be less than 10% of your gross income, and will be manageable.  Wadsworth advocates borrowing only as a last resort. He has written a book explaining alternatives to student loans.  "Students are falling into what I call the 'student loan trap,'" he says. "Students can borrow up to $138,000 in a Stafford Loan, if they go to graduate school. Many are borrowing $20,000 to $40,000."

Wadsworth thinks the Perkins Loan is best, because it is a service cancelable loan. Qualifying students can borrow up to $40,000. The loan is cancelled if the student works in a specified field for five years after graduating.
The military is another consideration. The Reserve Office Training Corps (ROTC) scholarship will pay a student's tuition and provide a monthly stipend to cover living expenses. After graduation, the student is expected to serve in the military.

Wadsworth also recommends checking out scholarships. However, beware of scam artists who claim to guarantee you a scholarship if you pay them some money. "If it sounds too good to be true, it usually is!"

Wadsworth and Kantrowitz agree that credit card debt must be managed. Credit card companies pursue students with attractive-sounding offers. Take out only one card and use it wisely. This will establish a good credit rating after you graduate, but you will not be deeply in debt.  To use a card wisely, you must understand compound interest. If you have a $10,000 loan at 10 percent interest, how much interest will you pay? Many people think the interest charges will be $1,000. Instead, with compound interest rates, you will pay $5,858.15!

It is important to avoid over-borrowing. Kantrowitz suggests making a budget and tracking your monthly expenditures. At month's end, compare your expenditures to your budgeted amounts. When you see where your money is going, you will know where to cut back.
"Live like a student while you are in school so you don't have to live like a student after you graduate," he says.  Be sure to pay off your credit card at the end of each month. Wadsworth explains that everything changes when you make the minimum payment on a credit card. You lose the grace period of calculating interest. The interest starts accumulating the instant you make a purchase.  If you can't pay your card off each month, you are spending beyond your means. In that case, it's wise to stop using the card.
