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REPAYMENT OF STUDENT LOANS THROUGH WITHHOLDING

Borrowers are offered a variety of convenient and easy ways to 
repay loans. One method is to withhold loan payments from the 
borrower's salary.

• Fulfills the President's goal

• Automatic deductions from salary have the advantage of being 
taken for granted; thus, withheld funds are not considered

' available when it comes time for borrowers to budget for 
personal expenses

A. Mandatory withholding for employers.

• Employers to establish system for student loan repayments 
separate from the current tax withholding system

• Requires more detailed and more frequent reporting

• Pros: 1. Easy and conyenient repayment method for
borrowers
2. Reduces defaults
3. Minimal impact on large employers who now 
offer wage-withholding allotments
4. Eliminates the need for U.S. Government to 
offer incentives or subsidies to employers

• Cons: 1. Requires legislation and an enforcement
mechanism
2. Imposes a burden on employers, especially 
small businesses which would have to create 
necessary accounting systems
3. Burden estimated to reach $5.8 billion

• Could discourage some businesses from hiring student loan 
borrowers.

B. Voluntary withholding. Employers would not be required to 
set up a system to withhold student loan repayments.
Participation by employers would be voluntary, similar to the 
current system of employer allotments for charitable deductions.

• Pros: 1. No legislation is required; borrower can elect
immediately upon entering the job market
2. Imposes smaller burden on employers
3. Voluntary participation may meet less 
resistance from employers

• Cons: 1. Employers may not voluntarily participate
2. Could require an extensive PR campaign
3. Burden estimated at $1.5 billion
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AGENDA FOR RJLY 13TH MEETING ON INCOME CONTrNGENT REPAYMENT

1. Information made available to borrowers

2. Tax liability

3. Applicability of changes in the second-year regulation to first-year borrowers

4. Conditions for switching defaulted borrowers into income contingent repayment

5. Algorithm

6. Easing the minimum repayment burden for low income borrowers - $25 minimum 
repayment

7. Capitalization of interest

8. Length of repayment



1
SUMMARY OF JULY 13TH DISCUSSION WITH 

NEGOTIATORS ON INCOME CONTINGENT REPAYMENT

Information made available to borrowers - Negotiators suggested that certain information be 
provided to borrowers when they are choosing a repayment plan. We agreed to provide that 
information.

Tax liability - Negotiators do not want the IRS to tax the forgiveness of loans after 25 years. 
Negotiators are worried that low income people who are not required to make payments under the 
income contingent repayment formula will accrue interest for 25 years and then be hit with a large 
tax bill after 25 years. The Department explained that it was beyond our jurisdiction to alleviate 
this problem, but we agreed to work within the administration to see if a legislative change could be 
made.

Applicability of changes in the second-year regulation to first-vear borrowers - If we change the 
terms of the income contingent repayment plan between the first and second years of the program, 
negotiators want the changes to apply automatically to borrowers who borrowed in the first year of 
the program. We agreed to apply automatically any changes that would benefit all borrowers. If, 
however, there is value judgment attached to whether the new terms are beneficial, we will allow 
borrowers to choose which terms will apply.

Algorithm - Negotiators wanted to change the 12-year cap to a 10-year cap. We refused to make 
that change.

Length of repayment - Negotiators wanted to limit the number of years that a borrower can be in 
repayment to 25. They proposed to accomplish this by limiting the number of years of alternative 
repayment to 25 and by counting the years a borrower is under any repayment plan towards the 25- 
year forgiveness period under the income contingent repayment plan. We offered to limit the 
number of years a borrower can be in alternative repayment to 30. (A limit of 25 years would limit 
our ability to create alternative repayment plans for high debt borrowers who are already in 30-year 
repayment plans.) We also agreed to count the number of years a borrower is in the standard 
repayment plan towards the 25-year forgiveness period. (Counting the number of years a borrower 
is in extended or graduated repayment would open us up to borrowers avoiding repayment of their 
loans by gaming the system.)

Capitalization of interest - Negotiators want to reduce the amount of capitalization to 110 percent 
of the original principal (down from our current limit of 150%). We agreed to consider a lower 
limit than 150% , if cost savings can be found elsewhere. We have not been unable to find those 
savings and negotiators had no suggestions.

$25 cliff. - Negotiators submitted a proposal that fundamentally changes the current algorithm to 
reduce the minimum repayment burden for low income borrowers. We said that we are not able to 
make such fundamental changes, but we are willing to develop another solution. We proposed that 
$25 would be subtracted from each payment for borrowers who make less than $10,000; that $20 
would be subtracted from each payment for borrowers with between $10,000 and $12,500 of 
income; that $15 would be subtracted from each payment for borrowers with between $12,500 and 
$15,000 of income; and that $5 would be subtracted from each payment for borrowers with 
between $17,500 and $20,000 of income.
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Memo for: David Longanecker 

From: Terry Hartle

Subject: Revised list of income contingent repayment concerns for 
Negotiated Rulemaking

Date: 3 July 1994

A number of the negotiators representing colleges and the 
students have met to discuss the issues that we plan to raise when 
negotiated rulemaking reconvenes on June 7th and 8th. This list 
updates the list that I faxed to you on June 28.

The issues we are most concerned about are as follows:

The algorithm •• There are continuing concerns that the 
revised algorithm (4 and .2) is inappropriate because of the 12 year 
cap. While a 12 year cap will save borrowers a minimal amount of 
money in the short run, it will extend their length or repayment by 
two full years. In the case of borrowers with debts of $2500, for 
example, the 12 year cap would save borrowers $3 a month but 
would extend repayment for an additional two years, in the case of 
a $5000 loan, the monthly savings are just $7. We believe that 
borrowers will be better served by paying off their loans earlier.

Length of Repayment - With the exception of borrowers 
who select the 30 year extended repayment option, we do not believe 
that any borrowers should bo in active repayment for a period longer 
than 25 years.

Capitalization of Interest - We strongly believe that 
capitalization of unpaid interest should stop when the outstanding 
balance reaches 110 percent of the Initial debt.

Easing the minimum repayment burden for low Income 
borrowers - The adoption of the $25 minimum repayment offset 
will be very helpful to low income borrowers. However, borrowers 
at or just above the $25 level wilt not derive any benefit from this

One Dupont Circle. Voshihgton, D.C. 20036-1190 <202)939.9033 
FAX (202) 033-4762
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July 12, 1994

To:
Fr:
Re:

Gene
Sean
Loan Repayment Regulations

This memo follows up on our conversation last night about the 
status of the current regulatory negotiations between the 
Department of Education and the educational associations. This 
morning I asked Professor Philip Schrag to write a memo 
summarizing the current state of the negotiations from his 
perspective. He has no affiliation to any agency or group 
involved in the negotiations, but has been participating in the 
sessions as a "citizen interested in making the new loan system 
more useful for people who think they will spend a substantial 
portion of their lives in relatively low-paying public service 
jobs."

Status of the Negotiations

In the attached memo. Professor Schrag characterizes the 
negotiations as "on the verge of breakdown." Apparently, last 
Friday's meeting resulted in the educational community 
negotiators unanimously agreeing to withdraw their opposition to 
the Department's 12-year (rather than 10-year) alternative 
optional amortization schedule for income contingent borrower, if 
the Department would accept the 110% cap on compounding interest 
(rather than the 150% cap) and two less contentious proposals 
(i.e. how to compute the 25 years). They offered to support the 
Department's entire package if the Department would agreed to 
this trade-off, and vowed unanimous dissent otherwise. The 
Department stated that it would not move on the cap. The two 
sides left Friday's meeting in a stalemate. Tomorrow (Wednesday, 
July 13) the two sides meet one more (final?) time to try to 
reach an agreement.

The Cap Issue

Professor Schrag believes that the cap issues is the central 
substantive dispute remaining. One important point that you 
should note: the 150% cap has little real effect on the ultimate 
debt load of graduates who take low-paying jobs. For example, a 
graduate who owes $100,000 borrowed at 8% and who takes a job 
paying $25,000 does not experience any relief after 10 years and 
only has their debt reduced by 7% after 15 years as compared to a 
system which has no cap on compounding the interest. In 
contrast, the 110% cap under the same scenario produces a 7.5% 
reduction in debt load after 10 years and a 19% reduction after 
15 years from the no cap baseline. The primary concern is that 
the lack of relief associated with the 150% cap will discourage 
graduates from entering public service.



Possible Solutions
There are three alternative solutions that might be acceptable to
either or both sides of this negotiation:

1) 110% Cap; Provide a cap on compounding interest once 
the principal reaches 110% of the original debt. Note that 
the simple interest and the unpaid principal will be added 
indefinitely to the debt. Professor Schrag suggests that 
this alternative would cost around $400 million over a five 
year period, though we need to confirm that number with the 
Department. This provides the President the strongest 
possible claim regarding his desire to encourage public 
service among its citizens. The Department of Education has 
publicly rejected this option.

2) 125% Cap: Strike a compromise between the 110% and 150%
cap. The relief and costs would be reduced accordingly, 
however there is no guarantee that the educational 
associations will support this compromise.

3) Job-specific Cap: Provide a cap (probably 110%) for
borrowers who are employed in categories of jobs listed as 
public service occupations by the new Corporation for 
National and Community Service. The Corporation's Vice 
President, Shirley Sagawa, has expressed a willingness to 
create and periodically update such a listing. This 
approach would substantially reduce the coverage and cost of 
the cap while still promoting the President's public service 
agenda.

Recommendation

I would suggest that you call Undersecretary Mike Smith before 
tomorrow's meeting and push the job-specific cap described above. 
It achieves three goals:

1) Addresses the educational community's concern about 
encouraging public service and hopefully secures their 
support.

2) Costs much less than the blanket 110% cap, though we 
should have the Department of Education estimate the actual 
cost.

3) Provides the President the opportunity to take credit 
for overhauling the student loan system in a way that not 
only makes education more accessible but also encourages 
public service careers.

I would like to continue to work on this issue, if possible. I 
would be glad to make calls to the Department of Education or do 
more research on it tomorrow if you feel it would be worthwhile.
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Philip G. Schrat 
Proftssor of Lao MEMORAWniTM

TO: Mr- Gene Sperling

FROM: Philip G. Schrag

DATE: July 12, 1994

SUBJECT: Possible caps on compounding interest for student
borrowers in the income-contingent loan repayment program

I am a law professor and the director of the Public Interest Law 
Scholars Program at Georgetown, which trains lawyers who plan 
public interest careers. I have no affiliation to any agency or 
group involved in the current direct lending regulatory 
negotiation, but I have been attending and speaking at the 
sessions as a citizen who would like to make the new system 
useful to people who think they will spend substantial portions 
of their lives in relatively low-paying public service jobs.

The Department of Education has done a wonderful job of 
developing a good regulation, and (unlike the trade associations) 
I have publicly praised the Department for its work. However, in 
one respect, the Department is making a serious mistake, one that 
seems inconsistent with the President's goal of encouraging 
public service.

The issue is the rule capping compounding interest. Under the 
Department's plan, endorsed by everyone, no income-contingent 
borrower will have to repay more than 15% of his income in a 
year. The difference between 8 1/2% and that capped amount will 
get added to his principal balance.

Of course that addition will cause the principal balance to 
balloon. At the 25 year mark, any principal balance still owing 
will be forgiven, but for any borrower thinking about doing 
public service for ten or fifteen years rather than for life, and 
therefore not certain he will reach the 25 year mark, the balloon 
is a strong disincentive to embarking on the path to public 
service.

The balloon will expand much faster if the Department compounds 
interest on the amount added. Everyone agrees there should be a 
limit to the compounding. The Department proposes (and the 1994- 
95 regulation now specifies) that although simple interest is to 
be added indefinitely, the compounding should stop when the 
balance hits 150% of the original balance. The negotiators 
unanimously support a 110% cap on compounding. The Department

600 New Jerzej Avenue NW Washinpon DC 20001-2022 
202.462.9099 FAX 202-662-96e4
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concedes that it has the legal authority to set the cap anywhere 
but It refuses to lower it. t' i ,

The chart at the end of this memo shows that a 150% cap is pretty 
Illusory; it barely reduces the balloon. A 110% cap provides 

relief. An alternative (at much less cost to the 
government) would be to provide a 110% cap — or even a 100% cap 
(that IS, no compounding), but only for borrowers who are 
employed in categories of jobs listed as public service 
occupations by the new Corporation for National and Community 
Service. You could call Shirley Sagawa, the Corporation's Vice 
President, to confirm the Corporation's willingness to make and 
periodically update such a listing.

The status of the neaotiati r>ng

The regulatory negotiation is on the verge of breakdown, mostly 
over this issue. On Friday, the education community's 
negotiators unanimously proposed that they would withdraw thoir 
flppo.gitjon to the Department's 12-year (rather than 10-year) 
alternate optional amortization schedule for income contingent 
borrowers, if the Department would accept the 110% cap and two 
less contentious proposals.^ They offered to support the 
Department's entire package if the Department agreed to this 
trade-off, and vowed unanimous dissent otherwise. The Department 
said it would not move on the cap. (I have been told by a 
negotiator that the Department's opposition to moving on this 
issue originates with Undersecretary Mike Smith, but this is 
unconfirmed). Friday was billed as the final negotiation 
session, but one more attempt will be made, tomorrow, limited to 
five negotiators per side. A conversation between you and Mr. 
Riley or Mr. Smith before then might pry loose an agreement that 
will significantly advance the President's program.

Revenue impact

So far as I know, the Department has never released any papers 
showing the revenue impact of any cap or the studies on which 
revenue estimates are based. Yesterday I heard orally that the 
Department estimates the five-vear cost of a 110% cap at 400 
million. The cost of such a cap limited to borrowers in public 
service occupations designated as such by the Corporation for 
National and Community Service would be very much lower. So far 
as I know, the Department has done no study to indicate what if 
any changes could be made in other parts of the program to 
compensate for a revenue loss of $80 million/year or less.

Please call me at 662-9099 if you would like to discuss any of 
these issues.

^ One involves the computation of the 25 years for 
forgiveness, and the other deals with borrowers with extremely 
low repayment obligations.
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Attachment
This chart shows, in hundreds of thousands of dollars, the 
approximate balance owing after 10 and 15 years, on $ 100,000 
borrowed at 8%, with payback capped at $3750 (15% of a $25,000 
income), and various caps on compounding the unpaid accrued 
interest.

no cap on 
com­
pounding

stop
compounding at 
150% of 
original loan 
(Dept. 
proposal)

stop 
it at 
125%

Stop 
it at 
110%

don't
compound at 
all

after
10
years

161 161 156 149 142

after
15
years

215 200 187 174 164

This chart shows, in hundreds of thousands of doll 
approximate balance owing after 10 and 15 years, c 
borrowed at 8%, with payback capped at $1232 (8.8% 
income), and various caps on compounding the unpai 
interest.

.ars, the 
>n $ 25,000 
: of a $14,000 
d accrued

no cap on 
com­
pounding

stop
compounding at 
150% of 
original loan 
(Dept. 
proposal)

stop 
it at 
125%

Stop 
it at 
110%

don'tcompound at | 
all 1

after
10
years

38 38 37 35 33

after
15
years

48 46 43 40 37
■
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EXECUTIVE OFFICE OF THE PRESIDENT

OFFICE OF MANAGEMENT AND BUDGET 
WASHINGTON, D C. 20503

June 3, 1994

TO;

FROM;

SUBJECT;

GEORGE MUNOZ 
JOSH STEINER

Christopher Edley, Jr.

Treasury Fees and the Student Loan Study

1. lam hopeful that the efforts underway with the Senate to craft language allowing IRS 
to spend new and increased user fees will be successful, and understand that my staff is in 
close communication with Treasury folks. Let me know if there is something you want me, 
personally, to do. As to Customs fees, however, the picture appears less encouraging. 
Aggressive work is needed to preserve the Merchandize Processing Fee for the 
appropriators. It appears that Customs’ energy has slacked because the House committee 
satisfied their requirements for funding ACS and NAFTA enforcement initiatives. It is 
important for Tax System Modernization that Customs and Treasury make every effort to 
secure the MPF in the Senate. My staff has tried, they believe without success, to urge 
Customs to redouble its efforts in the Senate.

2. Regarding the Student Loan Study, several 0MB staff have reviewed recently 
prepared draft report language, and I have read the executive summary. The project is still 
seriously off track in conception. After a promising beginning, the report becomes an 
elaborate Justification for the conclusion, and - speaking plainly - does not evidence a 
wholehearted effort to make the President’s vision workable. The perspective is bureaucratic 
rather than customer-oriented. That is, the lodestar seems to be what makes most since from 
the perspective of administration, rather than what will make the most sense for students and 

families.

IRS and Education staff need to remember that the first audience for the study is not 
Congress but the White House. The President’s original goal was a system that directly 
involved IRS in collecting student loans. If Treasury and Education are going to recommend 
an alternative approach, the summary briefing materials for the White House need to clearly 
and explicitly compare the advantages of the recommended option with the original goal. I 
hope this feedback is helpful.

cc; Belle Sawhill, Gene Sperling, Bill Galston



Section 1

Feasibility of the ERS Collecting Direct Student Loans 

Background and Introduction

To deal with the growing number of defaulted student loans. Congress and the 
Depanmcnt of Education have been looking into various methods to reform the student loan 
system. A common feature of several Congressional proposals was to establish a centralized 
loan system that would replace the current system of private lenders. Furthermore, several 
proposals identified the Internal Revenue Service as the loan processing and collection agency 

for the Federal government.

As part of the Omnibus Budeei Reconciliation Act of 1993 (OBRA ’93), Congress 
established the Federal Direct Student Loan Program (FDSLP). Congress also gave the 
Depanment of Education the auihoriiy to expand the number of repayment options available 
lo borrowers as a means to reduce the default rate. Borrowers can elect extended payments, 
graduated payments, or income-contingent payments as well as retaining the standard 
repayment plan. By allowing borrowers to select the repayment plan that best suits their 
financial circumstances, it is hoped that the number of defaults will be reduced and that 
borrowers will not find repayment too burdensome.

Several proposals have been made over the last few years that would charge the 
Internal Revenue Service with collecting loan repayments through the tax collection system. 
Congressman Petri and Senator Simon introduced the Income Dependant Education 
Assistance Act (TOEA) dunng the 102nd Congress. Under the IDEA program. Treasury 
would have been responsible for making loans to eligible students and collecting loan 
repayments through the Internal Revenue Service.

OBRA '93 Mandaied Feasibiluy Study

The conference report accompanying OBRA ’93 directed "the Treasury Department, in 
consulution with the Depanmcnt of Education, to conduct a study of the feasibility of 
implementing a svstem for the repayment of Federal student loans through wage withholding 
or other means involving the IRS".‘ .\nalyses should be included with the study to 

determine:

1. Whether IRS could implement such a system of student loan repayment system with its 
current resources and without adversely affecting its ability to collect tax revenues?

2. The cumulative impact of increased disclosure of tax information and increased IRS 
involvement in nontax collection activates on voluntary compliance with the tax laws.

■ Appendix A contains the OBRA '93 Conference Report language.
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3. The abUity of the IRS to enforce collection of student loans using an alternative system 
of dispute resolution, penalties, and collection devices.

4 The effect of separating student loan collection from other servicing functions.
5. The anticipated effect on the management of Federal student loan collections and on 

borrower repayment of such loans.

To the extent that the study demonstrated the feasibility of IRS involvement in the student 
loan program. Treasury and Education are required to submit an implementation plan and 
legislative recommendations along with the feasibility study within 6 months of enactment of 
th^egislation. Due to the complexity of the analyses, the Departments of Treasury and 
Education requested that the study deadline be extended until June 1994.

Federal Direct Student Loan Program

The Student Loan Reform Act of 1993 (Title IV of OBRA 93) authorized the 
Department of Education to implement a Direct Loan Program. Under this program, the 
volume of student loans issued under the old system, where student loans are issued through 
banks and other intermediaries, would be reduced as more students take advantage of 
borrowing directly from the government. Under ihe Direct Loan Program, the Federal 
government (Depanment of Education) makes loans directly to students and assumes the 
pnmary responsibility for collecting and servicing loan payments and accounts.

Repayment Options

Under the old system of loans, known as the Federal FamUy of Education Loans 
(FFEL), borrowers had to repay their obligations within a fixed number of years. It is widely 
believed that the increase in the number of defaulted student loans is due, in part, to the fact 
that the standard repayment of a fixed amount every month does not account for important 
variables such as income, tamilv size, and cost of living, and to the increasing expense of 
hiehcr education. Accordingly, ihc Student Loan Reform Act of 1993 authonzed the 

following repayment plans tor Direct Loan borrowers:

• Standard Repayment
• Extended Repayment
• Graduated Repayment
• Income-Contingent Repayment

Borrowers have the opuon to switch repayment plans (up to a maximum limit to be 
defined in the regulations). For example, borrowers usmg the standard repayment plan may 
switch to income-contingent if their financial situations change. Similarly, borrowers may 
change irom incomc-continceni repayment to one of the other plans. In theory, such mobility

* Appendix B contains the extension letters. 
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between repayment plans further reduces the risk of default on student loans since borrowers 
can match their repayment plans to their financial situations.

As an incentive to bring defaulters from the FFEL Program into current repayment 
status, the Depanmeni of Education has the authority to place defaulters into income- 
contingent repayment under the Direct Student Loan Program. If the primary reason 
borrowers default is because of their inability to pay, then the number of borrowers in default 
should decrease significantly.

Other than varying the term of the loan or the repayment amount, the standard, 
extended and graduated repayment plans are only marginally different from each other. All 
three repayment plans are modified fixed payment plans. On the other hand, the income- 
contingent plan changes the repayment from an amortization of pnncipal over a penod of 
time to basing the repayment, in pan, on AGI as a proxy for ability to pay. Principal, interest 
rate, and time ~ the usual determinants of a loan amonizaiion plan - arc almost completely 

unrelated to the payment.

Standard Repayment

Under this repayment plan, a borrower makes equal monthly payments for a period of 
time not to exceed 10 years, and is generally subject to a minimum repayment of $50 per 
month or the balance of the borrower’s Direct Loan, whichever is less. The standard 
repayment plan under the Direct Loan Program is identical to the standard repayment plan 

under the FFEL Program.

Extended Repayment

Under the extended repayment plan, a borrower makes equal monthly payments for a 
penod of time that exceeds the repayment period under the standard repayment plan. Under 
the FFEL Program, the extended repayment plan is only offered to borrowers who have 

consolidated their loans.

Graduated Repayment

Under the graduated repayment plan, a borrower makes payments of two or more 
different amounts that increase at established intervals. Under the Direct Loan Program, the 
smallest payment must not be less than 50% of the standard repayment amount, and the 
largest payment may not exceed 150% of the standard repayment amount

Income-Contingent Repayment

The income-coniinccni repayment plan is available to all Direct Loan borrowers 
except for Federal Direct PLUS loan borrowers. Under the income-contingent repayment 
plan, payments vary in relation to the Adjusted Gross Income (AGI) of the borrower and, if
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applicable, the borrower’s spouse. Any balance remaining on a loan after 25 years of 

income-contingent repayment is canceled.

The Department of Education is proposing an income-contingent plan in which the 
borrower will repay a small percentage, adjusted for the amount of debt the borrower has 
accumulated at the time the repayment period begins, of his or her inrom^ Specifically, the 
annual repayment obligation equals a percentage of the borrower’s AGI. The b^e payback 
rate is 3% and increases by .2% for each $1,000 borrowed. The maxiinum payback rate 
occurs at a debt of $61,000. Any calculated monthly payment amount less than $50 ($25 if 
the borrower is unmarried and has no dependents) is waived. However, borrowers would be 
given the option of paying the calculated amount to minimize negative amortization.

For married borrowers, the repayment amount also depends on whether the spouse has 
a Direct Student Loan. If there is only one borrower in the family, then the repayment 
amount would be the same as that for a single person with the same debt and AGI. However, 
if there are two debts, then the average debt level would be used to determine the payback

rate.
Common Assumptions Between Agencies Concerning IRS Involvement

In developing the various options for ERS involvement in the direct student loan 
program, several assumptions were agreed to by Treasury, Education and IRS. Tax-related 
vanablc dcGnitions would conform lo IRS standards. Furthermore, the following three 
assumptions provided the common framework for discussion.

The Deparrment of Educauon will maintain and service direct student loan accounts. 
There wUl be no changes in the current tax withholding system (Le., employers would 
not be required to differentiate student loan payments from income tax withholdings). 
Student loan repayments taken over by IRS will be treated as income tax liabilities, 
subject to tncome tax penalties and interest.

Relaxinc of any one of these assumptions makes IRS involvement in the Direct Loan 

Program infeasible.

The collection and servicing of student loans is distinctly different from the collection 
and servicing of individual income taxes. Taxes arc assessed on income earned during a 
narrowlv defined penod of time, typically a calendar year. Student loan repayment amounts 
vary aoMrdinc to the pnnciplc. interest rate, and duration. Under the income-contingent 
repayment option, additional vanables such as tamiiv size and AGI are included in the 

repayment formula.

Traditionally, loan servicing entails much more than the processing of payments and 
default collection. Loan servicine involves a high degree of customer service. Borrowers 
should be able to access information about their loan balance, repayment schedule, and other

1.
2.

3.
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related issues on a timely basis. Furthermore, reliable and timely customer service should 
result in a prompt reconciliation of debts. If IRS were to assume responsibility for 
maintaining and servicing student loan accounts, IRS would have to develop new systems to 
account for loan repayments and defaulted debt collection. These systems would impact not 
only current systems, but also the Tax Systems Modernization Program.

In order to provide a reliable and timely customer service for the Direct Loan 
Program, the tax collection system would need to be changed. Because the withholding 
system would have to be modified to differentiate student loan repayments from tax 
withholdings, employers would have to radically change their accounting systems in order to 
provide IRS with tax withholding and student loan repayment information for each employee 
for each pay period. Changing the withholding system and Federal Tax Deposit requirements 
to allow ERS to properly post student loan repayments and distinguish loan payments from "" 

payments would be extremely burdensome to employers.
tax

In addition to the employer burden caused by the change in reporting requirements,
ERS would also have to chance its systems in order to process, store, and use the additional 
information. While ERS is in the process of a major systems modernization effort, there are 
no plans to capture data from employers at the level of detail necessary to track and report
student loan collection.

Finally, if the tax collection system is changed to easily identify smdent loan 
repayments, panicularly income-contingent repayments, IRS would be in a position to treat 
student loans differently from tax payments. However, then IRS processing of repayments 
and collection of defaulted loans would be subject to the laws and regulations pertaining to 
the student loan program. Moreover, to utilize IRS enforcement tools, the laws regulating 
the student loan program as well as ihe Internal Revenue Code would have to be amended to 

authonze ERS collection of student loans.

The relaxation of any one of the three common assumptions makes IRS involvement 
infeasible. While ereaicr IRS involvement offers the attractiveness of greater efficiency (only 
one agency) m administenng the student loan program, that efficiency would not be realized 
unless IRS could use all of its enforcement tools to ensure compliance. Funhermore, the 
mission of the Intcmal Revenue Service would be fundamenully altered. In order for the IRS 
to collect student loans without these assumptions, the Internal Revenue Code would require a 
major overhaul. While there arc a number of potential options, greater involvement by IRS in 
administenng the Direct Loan Program could prevent the Service from fulfilling us pnmary 

mission as the tax collector.

Options for IRS Involvement

An oversight group wuh representatives from the Internal Revenue Service, the Office 
of the Secretary of the Treasury and the Dcpanmcni of Education was established to 
coordinate the study. While the conference repon language suggests that the study should
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concentrate on the use of the withholding system in repaying student loans, the oversight 
group decided that the study should examine a range of possible involvement by the IRS-

Current law limits the role of the Internal Revenue Service in the direct student loan 
program to sharing certain information (i.e., name, address, taxpayer identification number, 
adi^ted gross income and filing status of student loan recipients) with Education and to 
administering the refund offset program for student loan defaulters. Based on the dirrction 
received from the oversight group, working groups from IRS and Educauon developed and 
analyzed five major options for long-run IRS involvement. These options ranged from the 
current statutory requirements to IRS processing all direct loan payments. The options

considered were:

Option 1 Program as currently authorized (Le., IRS shares name, address, TIN, AGI, 
and filing status with Education). Under this option. Education would 
administer student loan repayments. IRS would continue the refund offset 
program for student loan defaulters.

Option 2 Increased Information Sharing. This option is similar to the first option,
however. Education would use limited additional return information (based on a 
demonsimiion of need) to admmister an income-contingent repayment system 
and aid in default collection. IRS would continue the refund offset program for 

student loan defaulters.

Option 3 IRS Collects Defaulted Debt. Under this option. Education would administer 
the student loan repayment system and refer defaulted debtors to the ERS for 
debt collection (requiring an adminisu^tivc judgement from Education to treat 
defaulted debt as a tax).

Option 4 IRS Collects Income-Cuntingeni Student Loans. This option would require 
legislation for IRS to handle repayment of student loans through wage 
wiihholdme or estimated payments, for debtors who select income-contingent 
repayment In addition, IRS would collect defaulted debt.

Option 5 ms Collects Direct Student Loans, Regardless of Repayment Plan. Under this 
option, legislation would be required to allow IRS to administer repayment of 
all direct snident loans, regardless of the repayment plan selected by the debtor 
(i.e.. income-contincem. fixed payment). In addition, IRS would collect 
defaulted debt.

In addition to the five issues specifically required by the OBRA conference report, 
several critena were developed to analyze these options. First, the Depanmeni of Education 
developed a theoretical descnption ot the ideal student loan repayment system. This 
theoretical description provided a sundard by which all proposals could be compared. In 
addition, the strengths and weaknesses of each option were identified. Each option was
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developed in sufficient detail to allow for preliminary program cost estimates.

Each option was analyzed using the framework mentioned above. Only after fully 
analyzing all the available data did the oversight group recommend the option for IRS 
involvement that best served the interests of the public and the Federal government

One word of caution should be stated concerning the analyses performed for this 
study The five options were developed and analyzed only in sufficient detail to allow for 
preliminary cost estimates and the identification of the major administrative and policy issues. 
Detailed developmental work was not included as part of this study. The Implementation 
Plan identifies much of the work necessary to begin the recommended option. It is expected 
that IRS and Depanment of Education would require at least three years from the date of 
enactment to implement any program that requires substantial IRS involvement (Options 3, 4,

or 5).

Short-Run Versus Long-Run IRS Involvement

By law, the Internal Revenue Service plays an important role in the Federal Direct 
Student Loan Program. Option I desenbes the current direct loan program. Within the 
confines of the Internal Revenue Code’s disclosure provisions, IRS would share limited 
income tax information with the Department of Education. In addition, ERS would continue 
to offset refunds for taxpayers, referred to IRS by Education, who have defaulted on their 
student loans and provide information, as authonzed by Internal Revenue Code Section 6103. 
to assist Education in locating defaulted borrowers.

This report looks bevond the current program to study the feasibility of ERS 
involvement in the long-run. In the long-run. Option 1 is only one of five options under 
consideration. The following sections provide the framework to evaluate each of the five 

options for long-run fcasibilitv.

Report Outline

Section n represents the Department of Education’s descnption of the ideal student 
loan scrvicmg and collection svsicm. Section m is the Executive Summary from a report of 
focus groups conducted on behalf of the Depanment of Education. Section EV desenbes the 
five options for IRS involvement in some detail with the major advantages and disadvantages. 
Ii also provides the summar>- of the costs for each option. Section V specifically addresses 
the areas ol analysis mandated bv the OBRA conference report. Section VI contains the 
recommendation ot the Departments of Treasury and Education as well as a broad 
implementation plan and Iccislaiivc issues which would have to be addressed. The 
Appendices to this report conuin the conierencc report language, focus group report, and IRS 

cost estimation methodology.
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Section n

The Ideal System For Servicing and Collecting Student Lx)ans^

Introduction

The Student Loan Reform Act of 1993 requires the Secretaries of Education and 
Treasury to develop a plan to involve the Internal Revenue Service in the collection of 
student loan repayments. This paper outlines the Department of Education’s preliminary 
thoughts on what should be included in the Federal Government’s "ideal" student loan 
repayment system. This paper is intended to provide a starting point from which Treasury 
and Education can work together to develop a cost-effective repayment system that best 
serves the needs of students and the Federal GovemmenL Along with this repayment system, 
the Department of Education will continue to carry out its statutory responsibility of loan 
origination, institutional oversight and monitoring, and general program evaluation and 

management activities.

In summary, an ideal repayment system would have three main components:

. Simoheitv in administrnrion and clear lines of accountability. One entity should 
manage all student loan repayments regardless of borrower payment method. This 
would mean that one agency oversees the Federal Government’s student loan 
repayment system -- servicing, collecting, tracking, recordkeeping, accounting, and 

cnforcemenL

• Customer service. Accurate, up-to-date data on student loan accounts should be
available on a continuing basis to borrowers, schools. Congress, and the Department of 
Education. The system must be responsive to the data requirements of these different

entities.

. Minimize burtien. The system should be simple and straightforward for borrowers 

and should not be burdensome for employers.

Although this paper docs not analyze the feasibility of designating IRS, Education, or 
some other entity to carry out these responsibilities in the future, the effectiveness of each 
approach must be evaluated bv how well it meets the cntcria of an ideal system. At least 
iniuallv. Education will continue lo use us curreni servicing and repayment system to service 
and collect loans, and will use income information trom IRS. as provided by statute, to 
implement income contingent loans. Educaiioo will implement an income contingent 
repayment program by July 1994.

United Slates Department ol Education. December 1993.
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Simplicity in Administration and Qear Lines of Accountability

Managing student loan servicing and repayment issues in a more coordinated and cost- 
effective manner calls for increased centralized program oversighL A single entity for 
managing student loans would ensure that policy objectives are achieved, borrowers are 
treated fairly and consistently, and quality control is the highest. This would improve loan 
servicing and collection effectiveness, reduce default costs, assign lead responsibility for 
performance outcomes, and improve accountability by making the lines of responsibility clear 
and unambiguous. This is particularly critical given concerns about the management of 
student loans reflected in GAO reports and congressional hearings.

• A student loan management information system is needed for record keeping, 
accounting, institutional oversight, and program evaluation and management activities. 
To manage effectively, information is needed on each borrower: who repays, when 
payments are made, how much is collected (ponion that goes for pnncipal and 
interest, collection costs and penalties), when the loan is fully repaid, who does not 
repay because his/her income is too low. and who is in default.

• Ideally, the entity tracking loan repayments and maintaining borrower records would 
also service all loans and would oversee the collection function on defaulted loans.

• Accountability measures should not be directed solely at "defaulters or 
"uncollectibles." but also on the day-to-day operation of the program to run more 
smoothly and efficientlv for borrowers, schools, and the Federal Govemment 
Currently, approximately 80 percent of all borrowers pay their student loans on time. 
With the introduction of income contingent loans, fewer borrowers will be classified in 
default because individuals with insufficient income will not be required to make loan 
payments. However, the cost to the Federal Government of loans not fully paid may 

not change significantly.

Because students with small loan balances (S2500) are more likely to default than 
those with hinhcr balances, anv collection system must be able to focus collection 
resources on loans of this size. Otherwise, losses could be higher in the new system, 
especially if borrowers realize that small loans do not receive high pnority.

Customer Service

In an ideal svsicm. borrowers should be able to access information about their loan 
balance, rcpavment schedule, and other related issues on a timely basis. Customer service 
must be a high prioritv. Reliable and timely customer service should result in prompt 
reconciliation ol debts. .\n ideal customer service system would emphasize timeliness, 
reliability, and acccssibilitv. Such a svsicm should include:

• A 24-hour automated helpline for borrowers, employers, and educational institutions
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where customers can obtain information about loan balances, etc.

An on-line interface in which all relevant agencies can access a single system for the 

specific data relevant to their immediate tasks.

. A dispute resolution mechanism whereby borrowers’ problems can be promptly 

resolved.
. Publications that describe the various repayment plans and collection procedures in 

simple terms.
. Periodic cusiomer satisfacuon surveys to determme customer reaction and any need for 

changes.
During the month of December. Educatton and IRS jomtly convened focus poups to 

obtain the views of students, borrowers, and the financial aid community regarding inc^c 
-ontineent repayment and IRS involvement in servicing and collectmg student loans. This 
Inlbrm'ation will be helpful in factoring in public acceptance as the new smdenl loan setvicmg 

and repayment system is designed and implemented.

Vfinimizing Burden
An ideal student loan servicing and repayment system should impcKC rnmimal burden 

on borrowers, employers, and financial aid instituuons. By stteamlinmg the system and 
thereby eliminating complicated procedures and unnecessary reporting requirements, 
borrowers can better understand their loan obligaiions and avoid delinquencies. 
svstem, a borrower will have the ability to choose a plan with manageable repayment terms 

that comports with his/her general economic circumstance.

IRS Wagf Withholdinc
. ms wage withholding could be the most convenient for the borrower becatae the 

repayment amount would aulomatically be deducted from an employee s 
Wage withholding is not reconciled tor IS months following the beginning of the tax 
year, however, if this system were adopted for student loan repayment. Jlic 
reconciliation issue would have to be addressed, as well as the addi lonal btirdra thal 
wage withholding could impose on employers. The burden on employers would 
de^nd on whether employers had lo keep track of loan payments or if borrowers were 
enlTrcly responsible for increasing their withholding lo covet loan obligaiions.

. Some borrowers arc ouiside the IRS withholding system. M this lime, it is difficult 
10 predict how raanv borrowers tall inlo ihis category and whether there will be an 

inbcrcni compliance problem with sclf-emoloyed borrowers.
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. Some borrowers are required to file, and do not For this group, it may be necessary 
for IRS to use its normal enforcement mechanism to ensure that tax obligations and 
student loan payments are met Alternatively, a different repayment plan could be

selected for this group.

For non-filers who have very low incomes and are not required to file, the annual loan 
payment could be deferred, under income contingency. Many individuals in this 

category may have taxable income during later years.

ms Tax Form 1040

• Some have suggested using annual payments at tax time through the IRS Tax Form 
1040. This repayment method is used by other countries. The advantages to this 
approach are that it would impose minimal burden on borrowers and employers, and 
be the most convenient system to implement. However, it would not allow for 
continuous trackine of repayments, proper allocation to pnncipal. interest and 
collection costs on^spccific loans, nor timely detection of defaultmg loans.

Automatic Payroll Deduction

Another repayment option is an automatic payroll deduction or bank-administered 
automatic wuhdrawal system. Under this approach, a borrower would either request 
that the employer deduct his student loan payment each pay penod or instruct his bank 
to make periodic payments. In either case, the payment would be credited to a central

loan repayment account

• Using this approach, the collection and servicer agent would be paid immediately and 
the payments would be easy to track on a continuous up-to-date basis. However, this 
system would not address the needs oi many of the hardest-to-track borrowers (self- 
employed unemployed, multiple part-time tobholdcrs). Under this option, there would 
be an additional burden to employers, pamcularly small businesses, who would haye 
to adjust their payroll systems as a result of the added payroll deduction.

Monthly nr Quarterly Checks

• This option gives borrowers control over when and how their student loan are repaid. 
Despite the convenience ot employer wage withholding, some borrowers may prefer 
this option to prcsery-c their privacy regarding outstanding debts.
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Section in

Focus Group Executive Summaiy

Scope of Project
The Depanmem of Education is implcmcming a direct loan process in which post

Four repayment options are being considered.

. Standard Repayment - fixed payment each month for ten years

. Extended Repayment - fixed payment each month for twenty years

. Graduated Repayment - smaller payments in early years and larger payments in 

later years
. Income Contingent Repayment - payments which vary annually based on income 

of borrower and that of his or her spouse

In addition, three payment methods are being considered:

• Check - Write a check each month to the government

. Employer Withholding - Have employer withhold part of paycheck, simto to the 
wav thev withhold uxes and Social Security; borrower would reconcile undcr- 
paymeni or over-payment at the end of the year on their lax form

. aectronic transfer • Have borrower s bank automatically transfer funds each 

month to the covcmmcni

•niese locus croups were designed to help the Department of Education better

held. The locus group locations and parttetpant erttena ate summanzed in following 

tabic.

Prepared by Price Waterhouse under contract to the Department of Education.
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CTTY

Washington. DC

(Pre-test) Current students, two-yeax, proprietary, four-year and 

graduate schools

Current students, proprietary & 2-year schools

Former students, proprietary & 2-year schools

.\tlanta. GA

Current students, proprietary & 2-year schools

Financial aid advisors representing two-year, proprietary, four- 

vear and graduate schools

1 Columbus. OH
Current students. 4-year colleges

Fnrmfr «;tudenis. 4-vear colleges and graduate programs j

Los Angeles. CA

1 Current students, graduate schools

1 Defaulters 1

Key Findings 

Repayment Schedules
Pamc.panis seek ncx.b.l.iv and a vanciv ot options to choose from when it comes to 

repavms their student loans. Their choice ot repayment schedules seems to depend mostly on 
the arao’unt borrowea. their anticipatea income and their general outlook for the tuiure^ _ any 
arc concerned about potential financial problems and would like to choose the plan that they 

think can best help them to endure their difficulties.

The Icasi favored rcpaymcni plan was ihc extended plan, with panicipants seeing 
iwemv vears as >oo long a period of time to repay a student loan. Thts option was al» 
perceised as very costly in terms of interest paid. It may have some appeal to students with

very large debts.
The standard repayment plan was appealing lo participants because it makes the task 

ot buduelinc easier, and payments are perceived to be manageable in most cas«. However, if 

financial hartships occur, pamcipanu believe ibis repayment plan could be 
Many totmer students are eunently repaying their loans on this plan. Ten years may actually 

be too long a period ot time lor those with small debts.
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Dosition to make larger payments later, others aren’t so optimistic about the future or belmve

spent on interest because of the smaller payments in early years.

The income contingent plan allows borrowers to pay off their loan as they can afford 
to do so. However, most participants object strongly to the incli^ion of a spouse s income m 
the equation, and believe repayment amounts should be based solely on their individual 
income Participants would also like this repayment plan to be based on current mcomc, not 
last year’s income, anticipating that less income this year than last could result in economic 
hardship. Thev would also like this repayment plan to take into account current expense, 
and be based on discretionary income rather than gross income. Participants recogniz^hat 
determming borrower's income could add to administrative expenses for this option. They 
also believe this option has the greatest potential for fraud. When asked if they would 
voluntanlv repon iheir mcome to the Department of Education under this option they note 
that people might voluntarily report their income, but it would probably not be their whole

income.
PaiticipanB would like lo see ihe optiou of repaying loans through work or community 

service programs, particularly for those who ate unemployed.

Repayment Methods

Pantcipanis are most concerned with control and convenience in selecting a repayment 
method. Although many arc wary about lettmg a bank or employer m^e thetr loan payment 
lot them, they like the convenience associated with having one less bill to pay.

Writintt a monthlv check and employer withholding were the most popular payment 
methods. Tho'se who pteler to wnte a check every month feel they mamtam more imntml 
over their finances that wav. .More specifically, they can pay more
withhold pavment when necessarv. -The check also serves as docnmenlation that a payment 
was made^ should a question ever arise. Those who dislike the idea of wnting a check every 

month find they may forget to do lu or see it as jusi one more thing they have to do.

Emplover withholding was perceived as an easy and convenient payment method by 
manv participants. The payment is made without any thought ot effort on the botrower s 
part.' once withholding is set up. .Mso. payments arc much less painful than wming a chKk. 
^at IS. the borrower feels that money was never thcits so they don t miss it. Participants 
would panicuiatlv like this method of withholding if it were done on a pre-tax basis. 
Concerns about this method center on employer iraud and mistakes, and pnvacy issncs.
Some panicipants worn- craplovcts would withhold the money, but not pay the government. 
Others worry that mistakes made by the employet would be difficult to trace and correct,
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while they would still he respoosihle for the paymenL Some participants objea to their 
employer tatowitig about their financial ohligations. Participants also wonder how they would 

know what their outstanding balance is with this method.

While electronic transfers are aUo seen as an easy and automatic method of payment 
by some, the majoritv of participants don’t like the loss of control over the.r fmanc^ 
envisioned with this method. While they wouldn’t forget to make the payment w.m this 
method they woiry that they wouldn’t know exactly when the money would be taken out of 
their account, andthev would have to remember to have the funds ,n the a^unt to cover the 
payment ThU method was also seen as making it difficult to keep track of thetr account 
balance. They are also afraid of misukes being made with this method, and of having no 

way of documenting that payments were made.

Loan Processing/Servicing Agencv

Participants felt that customer service and efficiency are the most imponant qualities 
that a loan processme aeenev should have, niey e.xpressed concerns about poor customer 
service received in the past 'bom the different organizations that they have dealt wit^as well 
as some apprehension about what organization could administer the program most efficiently.

Organizations mentioned bv participants as possible contenders for loan processing and 
servicing were the Department of'Education, the Internal Revenue Semce. private 
(such as"banks). Sallv .Mac. the Federal Credit Union, and educational ii^titutions. While the 
Department of Education was mentioned mosi frequently and was thought to be most 
cmpathetic to the student perspective, some panicipants do not see loan processing as the 
Depanraenfs area of expertise. Some participants also think the Depanment of E^^ca^n 
has more important responsibilities on which it should focus its attention. And while the 
Department of Education was expected to be the most knowledgeable of the student ^ 
netspective. those who have nad direct experience with the Depanment (including tinancial 
!iid advisors) do not ncccssanlv find lus staff knowledgeable or accommodating.

Pnvatc industiv was the second most often mentioned loan processing and servicing 
agencv Private contractors were thought to be more customer service onented th^ 
g^vcmmcnial agencies, allhough some panicipants were skeptical about having only one 
organization provide the services. Rather, they would like to see several pnvate contractors 
provide scrv'iccs so that the element ol competition is not removed from the mix. Banks in 

pamcular arc thought to have the appropriate cxpenisc.

Those who tavor the IRS a.s ihc loan processing and servicing agency see it already 
havmc the necessarv exDcn.se. inlrasiruciurc and access to information. Partic^iants predict 
Jctxult ratett would dcclmc tl the IRS were tnvolvcd. and that they would b= effective at 
collecunc irom defaulting horrowen. On the down side, many panicipants perceive the KS 
as a strong-artnine orcaniaation that would not understand a late payment or do mu^ to 
renecoiiaic loan wrms' if necessarv. The IRS is also seen by some as inefficiem. difficult to
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navigate, and lacking in a customer service orientation. Some participants suggest if the IRS 
is to be involved, that a separate division be created specifically for dealing with student 
loans, and that personnel be trained specifically for dealing with student loan issues. Some 
suggest the ERS should only be involved with late payers and defaulters.

Most participants say that the loan processing and servicing agency which is chosen 

will not affect their choice of loan repayment plan.

Pursuing Those Who Do Not Reoav Their Student Loan/TRS Involvement

Participants vacillate between harshness and leniency when asked how the government 
should handle those who do not repay their loans. While on the one hand, the vast majority 
of participants want to see the loans repaid, they also believe leniency is in order for those 
who are communicating with the government and letting them know if they are having 
financial difficulty. Little or no leniency was suggested for those who have the means to 
repay ihcir loans and simpiv refuse to do so. with renegotiation of loan terms being the first 
choice, but seizing assets acceptable in hard core^^ cases. Reponmg late payments and non­
payment to credit bureaus was seen as panicularly harsh, especially tor those having financial 
difficulties or those who may be applying tor a deferment that may take many months to

obtain.

Many participants believe that not repaying a student loan is just as senous as, or 
more serious than, not paying taxes, although they believe the consequences for non-payment 
of taxes are much more severe than lor non-payment of student loans. They believe more 
stringent ERS enforcement of smdent loan payments would decrease the default rate, but it 
mav also discourage some students from taking loans and pursuing an education or as much 
education as they might like. Some participants believe IRS enforcement would cause 
students to take the loans more seriously in the first place, and those who are unlikely to 
repav them might also be less likelv to accept them. Panicipants believe IRS enlbrcement 
would have a limited impact on tax filing oehavior. with most panicipants conveying that 
tiling a tax return is something that thev just have to do.
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Section IV

Options for IRS Involvement

mmimauTount^fTs^DvoTvem^^^^^^ serves as the mLnum extent that the

Service can be involved short of a massive overhaul of the processing system.

Option 1 - Information Sharing as Currently Authorized

Description
In the shon-run Option 1 is the only option. It is the Direct Loan Program as 

currentlv authorized bv law. TTie Omnibus Budget Reconciliation Act of 1993 authorized the 
Internal'Revenue Service to share limited individual income tax information with the 
SrpTrtment of Education tor the purpose of esublishing income.:ontingent -d-
ihe Federal Direct Student Loan Program. Option i represents minimal involvement by IRS. 
Option 1 comes close to emulating the ideal student loan system outlined in Section IL

Under this option, the Dcparuneni of Education retains complete control over the 
student loan proeram. Not only docs the Department of Education oversee the policy and 
regulatory process, it would be solely responsible for origmaiing and servicing Duect Loans. 
Included with this responsibility, but not limited to, would be;

esublishing regulations and procedures 

issumg loans 
mainuinine records
pcnodic billing (including incomc-coniingcni repayment amounts) 

processing payments 
posting accounts 
handling borrower :nquirics 
issuinc deferments or lorbearances 
resolving disputes 
collecting defaulted accounts' 
monitoring program

In addition to processing and program management responsibilities, the Department of

■me relund offset prt.irram. admimstered by IRS. is tneluded in each of the ftve opttons. 
Under the tetund offset proiram. the IRS otlsets the refunds of taxpayer, referred by 
partieipatinc aeenc.es. in order to sattsfv mdtv.duals nontax Federal debts. 
agencies reier'.axpayers to IRS lor relund olfscl when other debt collection efforts have

failed.
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Educatton would be responsible for mainmning a high degr« of cuswmer service. Because 
only one agency would be involved, the lines of accountability are very clear.

The Dcpartmenl of Education is required to have the first year reflations for the 
Direct Loan Program in place by May 1994 so that it can begin to tssue loans tn July 1994. 
Education is also required to have subsequent year regulattons m place by December 

this IS a new pronram. the Department of Education expems that there wtll be 
ch“ng^ between tbe iniual and final tegulauous. As par, f evolf onaty regularoj pr^s. 
Educalion is requited to use ncaotiated mlemaking in developtng the final regulations. To 
“nSrehanges in the tegulahons. tbe Depanmenl of Ef cation is planning to incorporate 

the results of the negotiated rulemaking sessions into the first year program.

While income-contingent is only one of many repayment options under tbe Direct 
Loan Program, it provides several challenges to implement. Income-contingent repayment is 
!;^t depentol on *e tax svstem (e.g.. wage withholding, esttmated paymenis) for paymem 

processing. Income-contingcni means that repayment should be b^ed. in part, on the abtltty
lonav Method of pavmem IS nou nor should u be. entered into ihe equauon as a
precondition for income-contingent repayment. Repayments can be made either by ^‘‘“8 ■' 
?heck or ttansfetring funds electronically as long as ihc tepaymenl amounl is based on abilily

10 pay.
Iniiiallv. ihe Depanmem of Education intends to base repayment on prtor year’s 

adiustcd cross' income (AGH and amount borrowed. Education has contracted with a pnva e 
vendor to administer the Direct Loan Program. Involvement by the Internal Revenue Service 
IS strictlv limited to sharinc information from individual income tax remms (e.g., name, 
address.'taxpaver identification number, filing status and adjusted gross income) with 
emplovees of 'the Department of Education as authonzed by the Omnibus Budget 
Reconciliation Act of 1993. While this information can be provided on a regular basts, due 
foTs proc^mreensttmn.. dsu uom the most tcccm tax year would no, become avmlable

until Julv or August ot the lollowmg year.

Advantages
Opltou 1 ts the leas, dtstupuve option tot the IRS to implement ^uce IRS cutremiy 

oEbcis tcihnds of taxpayers referred by the Depanmem of Education, all Option 1 adds to 

IRS IS the sharing of limned information.

Option 1 also emphasizes customer seivice. one goal of the ideal student loan 
Students, or borrowers, no longer need to depend on banks for their education 
effecuvciv eliminates problems associated hom naving loans ai multiple banks. Funhetmote. 
since IRS panicipaiion in the program remains ,n the background, borrowers only mictacl

With one agency.
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Disadvantages
H,. major disadvamago of Option I stems from a conflict bemeen Edu^ton's 

nroccssing meiod and Internal Revenue Service’s disclosure provisions (^lon 6103 of the 
P 1 T) The conflict Stems from the use of contractors. Education has

not to Its agents (contractors).
Because IRS disclosure provisions prohibit sharing tax tetum information with

boriXers electing the income<onttnnent repayment option. Since the standard, extended and 
aaduated repayment plans do not depend on tax return information. Education s contractor 

could service loans under those repayment plans.

To resolve the conflict between Education’s reliance on contractors to administer the
Direct Loan Program and §6103 disclosure provisions. Education Pl^^g 
contineeni repavraeni on a conditional basis. IncomcK:onimgeni will be dependent on the 
borrower slmn a waiver which allows IRS to provide the direct loan servicing contractor 
wTh AGl fmng status, and entitv intormauon lor the purpose of dete^imng the required 

nmniint While ihc use of a waiver allows the ERS to legally release return 
IXma'uon to the contractor, it greativ compheates the operational process of informatron

sharinc.
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Option 2: Increased Information Sharing

Description

Option 2 builds on Option 1. As in the first option, the Internal Revenue Service 
would continue to play a passive role in the Federal Direct Student lo^an Program. The role 
of the IRS would be limited to sharing tax return information and offsetting refunds.

In terms of structure and organization. Option 2 is identical to Option 1. The 
Department of Education retains complete control over the student loan program. Not only 
does the Department of Education oversee the policy and regulatory process, it would be 
solelv responsible for originating and servicing Direct Loans. Included with this 

responsibility, but not limited to, would be:

establishing regulations and procedures 

issumg loans 
maintaining records
periodic billing (.including income-contingent repayment amounts) 

processing payments 
posting accounts 
handling borrower inquiries 
issuing deferments or forbearances 
resolving disputes 
collecting defaulted accounts 
monitonng program

In addition to processinc and orocram management responsibilities, the Department of 
Education would be rcs^nsible tor maintaining a high degree of customer service. Because 
only one agenev would be involved, ihc lines oi accountability are very clear.

There arc three vanaiions ol Option 2:

• Option 2fa): E.xpansion ot tax return information that can be shared with the 
Department of Education based on demonstrated need.

• Option 2fb): Expanding the scope of the waiver to include additional information to
Education's conuactor based on demonstrated need.

• Option 2fc): Joint IRS/Educaiion developed system to manipulate return information 

so that there is no disclosure ot return inlormation to contractors.

These '.hree sanations ol an incrcxsed informaiion sharing are designed to allow Education 
access to additional informaiion which would aid in administering income-contingent 
repayments and in the collection ot defaulted debt. The exact information that would be 
included in the cnnanced program would be determined based on a need demonstrated by the 

Department of Education.
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In Option 2(a), legislative changes would be required. Under Option 2(a), IRS and 
Education would have to work together to determine the additional information to be 
specified under §6103 which could aid Education in admmistermg the direct loan program. 
Additional tax return information could be useful to Education in several ways. Under the 
proposed Direct Loan Program, borrowers who elect income-contmgent repayment will be 
requued to provide information such as family size and mantal status to the contractor as 
variable which influence the repayment amount If Education were to proems the repayment 
formula in-house, then IRS may be able to legally provide the additional information and 
eliminate the need to go to the borrower for the information. T^e use of additional tax 
variables in the repayment formula may prevent the contractor from backmg out the 

individual pieces of return information.

In addition to providing Education with additional information to support the mcome- 
contmeent repavment plan. Option 2U) could also include information that may be beneficial 
to EducatiOD ta colleaing defaulted debt Although Educatiou also usk conttaetois tor much 
of thetr debt collection aettvuies. IRS and Education could work together to determine t£ 
additional information could be used to deteimine defaulters financial situation prior to 

establishing installment agreements.

Under Option 2(b). ihc scope of information included in the waiver would be 
expanded to allow IRS to release more tax remm information to Education’s direct loan 
servicing contractor for the purposes of administcnng income-contingent repayment. As in 
Option 2(a). the additional information to be included in the waiver would be based on a 

demonstrated need by the Department of Education.

Option 2(c) would consist of a joint IRS/Education system which would manipulate 
tax return information so that there would be no disclosure of return information. As pm of 
Option 2(c), IRS could act in an 'advisory” capacity to the Department of Education. The 
IRS has historical knowiedec oi collection and processing functions. The IRS also knows 
how to use income tax inio'rmation. Die Depanment of Education recently was provided with 
additional collection tools such xs wage garnishment. IRS could assist Education in the 
.raplemcntation of wage garnishment as an effective defaulted student loan collection 
tccLiuue based on its expenence m collectmg delinquent taxes. IRS also has a long history 
in processing information irom a variety of sources. IRS may be able to assist Education and 

us contractor in improving their payment processing system. Such an ongoing 
between the two agencies could end up being of mutual benefit. For example. Education may 
be able to assist ERS bv providine information on borrowers entering repayment so that the 
IRS can make a proactive contacMi.c.. sending tax packages to borrowers entermg repayment
status I to help eliminate potential noniilers.

.Vfflv 5, 1994 fV - 5 DRAFT



Advantages

The increased inforraaiion sharing under Option 2, like Option 1, is least disruptive to 
IRS operations. Since IRS currently offsets refunds of taxpayers referred by the Department 
of Education, all Option 2 adds to Option 1 is the expansion of return information that can be 

shared with the Department of Education.

Option 2 also emphasizes customer service, one goal of the ideal student loan system. 
Students, or botiowets. no longer need to depend on banks for their educauonal loans. This 
effectively eliminates problems associated from having loans at multiple banks. Furthermore, 
since IRS panicipation in the program remains in the background, borrowers only have to

interact with one agency.

Option 2 allows Education to make income-contingent repayments even more 
equitable Additional tax return information can be used to develop a repayment plan that 
cLes closer to representine ability to nay. In addition to AGI, selected line items, such as 

number of dependents, could provide a more realistic repayment scheme.

Disadvantages

With the institutionalizine ot consents (waivers), one concern is that the public will 
lose confidence m the integrity of the tax system. With other agencies (and contractors) 
having access to tax information, the potential for abuses of such information increases 
dramaiicallv. Coupled wiin the integrity issue is the "big brother" perception and privacy 
concerns. One result from the focus groups conducted as pan of this study is that the public 
already thinks that the IRS knows everything about taxpayers. With the increased sharmg of 
information, this information then becomes the propeny of the Federal government, not just 
IRS. Knowledge oi this information could lead to violations ot pnvacy or discriminatory

treatment.
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Option 3: IRS Collects Defaulted Debt

Description

Option 3 builds on either of the previous two options. Like Options 1 and 2, the 
Depanment of Education retains almost complete control over the student loan program. Not 
only does the Department of Education oversee the policy and regulatory process, it would be 
solely responsible for originating and servicing Direct Loans. Included with this 

responsibility, but not limited to, would be:

establishing regulations and procedures 

issuing loans 
maintaining records
periodic billing (including income-contingent repayment amounts) 
processing payments 
posting accounts 
handling borrower inquiries 
issuing deferments or forbearances 
resolving disputes 
monitoring program

All of these responsibilities belonged to the Department of Education under Options 1 and 2 

as necessary functions for a competently run program.

However the role of the Internal Revenue Service fundamentally changes under this 
option. In this scenario. IRS would move from being a passive partner to active participation 
as legislation would be enacted that would authorize IRS to collect defaulted student loans for 
the Department of Education. In ctfect, IRS becomes the primary collector of defaulted

loans.

Under Option 3 the Department of Education continues to determine when a debtor 
enters default status. Once a debtor defaults, the Secretary of Education declares the entire 
outstanding principle to be defaulted and refers the remaining balance to the IRS using an 
adminisirame judgement that allows the IRS to treat the defaulted debt as if it were a tax.

As a tax. a defaulted student loan would be subjected to the same collection 
procedures used to collect delinquent individual income taxes. IRS collection personnel 
would not be aware that thev were collecting an assessment that had once been a defaulted 
student loan. The lirst step in the IRS collection process consists of a senes of computer 
generated notices requesting payraenL Some taxpayers respond to the notices either by 
complying wuh the notice and others panially comply or fail to comply with the notice. If 
taxpavcrs''do not respond to the nonces, these cases would enter Tax Delinquent A^unt 
(TDA) status. Resolution ot TDAs begins at the Automated Collection Service (ACS) call 
sites. ACS is a relatively low cost collection system. A series of phone calls are made at the
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ACS call sites to taxpayers requesting payments. If these phone calls do not resolve the 
TDAs, the cases enter a queue and are electronically prioritized. Cases with the highest 
priority are assigned to a Revenue Officer (1^0). Those cases not assigned to an RO remain 
in the queue until all cases with a higher priority have been assigned. Revenue Officers use a 
vaneiy of activities from phone calls to personal interviews to resolve the TDAs and are 
responsible for the cases until they close.

To maximize customer service and minimize problems with IRS using its collection 
authoniy, the Department of Education will perform dispute resolution to the same degree it 
currently does prior to refund offset rcicrrals. The accounts referred to the IRS should be as 
"clean" as possible. ERS personnel are trained to collect taxes under the Internal Revenue 
Code. Student loans arc subject to different statutes and regulations. By trying to resolve 
disputes with defaulters prior to referral to IRS, potential problems with IRS collection are 
mtnimized. While the IRS docs have an appeals process and problem resolution program to 
handle disputes, these programs are geared towards lax collection, not debt collection. 
Employees of the Department oi Education (or us contractors) should be more responsive to 
the needs of its borrowers. Education nas ihe expertise and knowledge of the student loan 
process and the regulations penaining to their programs. Rather than being referred to IRS, a 
defaulter may be entitled to a forbearance or deterrai. In addition, a defaulter may enter 
voluntary repayment rather than be suoiccted to IRS collection. Finally, if disputes are 
resolved prior to referral, then the impact on IRS operations are minimized.

Since IRS would collect defaulted student loans as if they were delinquent taxes, the 
avenues available to resolve problems alter referral would be identical to the mechanisms 
used to resolve tax disputes. Taxpayers have the problem resolution program, appeals and 
Tax Court available to resolve disputes with IRS. While the dispute resolution mechanisms 
for taxes could be used to solve defaulted student loan problems, borrowers. Education and 
IRS would be better served if disputes were resolved pnor to referral.

.As stated earner, '..“.j IRS would assume responsibility for collecting all defaulted 
student loans recardlcss oi originating loan program (Federal Family of Education Loans or 
Direct Loan Program).’ Depending on the year of implementation, the IRS could eventually 
pick up the 7 to lO million defaulted accounts from the Federal Family of Education Loans. 
The S22 billion accounts receivables would become pan of IRS’s accounts receivable 
invcmorv. To ensure iniegnty and accountability in the student loan system, the IRS would

* Under the refund offset program, the Depanment of Education issues a 60 day notice to 
defaulters of their intent to reter their account to the IRS for refund offset For the 1994 
filing season (through February 21 l‘»94) S30.432.984 was received in voluntary payments 
and S130.234.311 was offset tor the Depanment of Education.

' IRS would assume responsibilitv tor collecting all defaulted debt under Options 4 and 5 

as well a.s under Option 3.
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have to develop internal accounting routines that would track student loan collection efforts 
separately from normal tax collection. Furthermore, IRS must be able to notify the 
Department of Education when the defaulted debt has been paid in full In determining the 
success of the Direct Loan Program, the Department of Education must be able to measure 
the impact on defaults and the ability to collect defaulted debt. Finally, for program integrity. 
Education also must be able to track default information by individual since borrowers in 
default are not eligible to receive further assistance from the Department

As in Options 1 and 2, the Internal Revenue Service will continue to offset refunds to 
pay defaulted debt In addition to the refund offset program, the ERS will submit the 
defaulted debt to the same activity used to collect delinquent taxes. In fact, ERS will not 
discriminate against defaulted debt or treat it any differently from tax collection. Defaulted 
student loans will receive the same series of notices that are sent due to delinquent tax cases. 
The deferral level that applies for tax cases will also apply to student loans.

While defaulted student loans will be collected as delinquent tax liabilities, ERS 
Collection function will have to develop an effective collection strategy. If student loan cases 
are assigned priority in collection workload selection, then defaulted student loan cases may 
be worked ahead of higher value tax cases. The average defaulted student loan balance is 
approximately $3,700. The average value of tax collection cases referred to the field is much 
hi^er. Assigning priority would allow more student loan cases to be worked, which may 

result in higher defaulted loan collections. If defaulted student loan cases are not assigned 
priority, then many of the cases would wind up in the queue and remain there until the 10 
year statute of limitations expires. Assigning workload priority to defaulted student loans 
ensures that these cases will be actively worked.

While assigning priority represents one extreme of collection workload management 
strategies, the other extreme is allowing student loans to be worked on the same criteria as 
income tax cases. Compliant taxpayers may become noncompliant based on their experience 
with IRS collecting student loans. IRS loan collection may leave defaulters with the 
impression that the IRS is soft on student loan collections. This altitude could spill over to 
their perceptions of IRS tax collections.

In addition to the concern about compliance, collection prioritization may be increased 
for defaulted student loans to reflect the age of the accounts. Defaulted student loans from 
the FFEL Program already have been worked extensively by banks, guaranty agencies and 
Education's debt collection contractors. These defaulted accounts have received a number of 
notices and telephone contacts as well as ux rcfimd offset Because they have been worked 
extensively, a higher percentage of defaulted student loan cases may be referred to Collection 
Field personnel than if they were delinquent tax cases.

Defaulted student loans would be added to any delinquent taxes. The coupling of 
student loans and delinquent taxes would serve to increase the priority of the collection effort. 
From the Revenue Officers’ perspective, student loans would be indistinguishable from
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delinquent taxes. However, from a program accountability perepective, student loan 
collections should be tracked separately from tax collections. Therefore, in cases where a 
taxpayer has both a defaulted student loan and delinquent taxes, payments will have to 
artificially allocated between taxes and student loans. If taxes are paid first, then the 
borrower would not be eligible for another student loan until all delinquent taxes and student 
loans are paid. If student loan accounts arc credited first, then borrowers would be eligible 
for additional loans even though they have delinquent tax accounts. The prioritization of 
defaulted student loan or delinquent tax payments needs to be determined prior to BRS 
involvement in defaulted student loan collection.

Advantages

The major advantage of Option 3 is that since defaulted debt can be treated like a tax, 
the Internal Revenue Service can use its full collection powers. With the use of increased 
enforcement powers, the size of the defaulted student loan portfolio should gradually be 
reduced. IRS does have more powerful collection devices available than the Department of 
Education. Besides wage garnishing (levy), IRS has the authority to levy bank accounts and 
seize physical property. The Service also uses the refund offset mechanism to apply 
payments to delinquent tax accounts. Because ERS would be treating defaulted loans like a 
tax, all of these collection mechanisms would be available for use on accounts which meet 
the requirements.

Based on historical tax collecuon data, the Service collects approximately 70% of the 
original assessed dollars in ux cases within the first three years. Approximately 70% of 
eventual collections arc received during the first year. Between the banks, guaranty agencies 
and the Department of Education, approximately 60% of defaulted student loans eventually 
arc collected.* Between the guaranty agencies and the Department of Education, 
approximately $22 billion in student loans are currently in default Loans are different from 
taxes: therefore, it is unclear whether IRS would have a higher collection rate than Education.

An additional advantage of using the IRS as the default collection agency concerns 
defaulters who also have outstanding tax liabilities. IRS assigns workload selection priorities 
to delinquent cases based on a number of factors. One of the factors is the size of the 
delinquent account The addition of defaulted debt to the amount of delinquent taxes will 
increa.se the collection priority of those borrowers. Furthermore, the defaulter only has to 

deal with one agency rather than two.

Option 3 has the potential of another advantage to the IRS. There is the possibility 
that some defaulters will turn out to be individuals for whom IRS has no prior tax filing

* This includes collections from the refund offset program administered by the Internal 
Revenue Service.
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record. Since the population of borrowers in repayment status tends to be mobile, the 
Department of Education could have information on potential noncompliant taxpayers.

Disadvantages

There are major disadvantap to using the Internal Revenue Service as the defaulted 

student loan collection agency arising from the following;

• A high percentage of defaulted loan balances fall below the IRS deferral level.
There are approximately 7 million current defaulters in FFEL and approximately
650,000 defaulters add^ annually.
Unless ms receives very substantial increments of resources, collection of student
loans will divert resources from tax collections.

Each of these factors creates large workload management problems for mS Collection.

To aid collection workload manasemenu the mS established a deferral level which 
tluctuates depending on the mventory of cases and available resourc^. C^es under the 
deferral level receive the normal stream of collection notices and refund offset After the 
Dnal notice, collection efforts are placed on hold until additional delmquent taxes and interest 
raise the account above the deferral level. While the notice stream is an effective collection 
tool taxpayers (or borrowers, in this scenario) may perceive the mS as being soft on 
compliance.^ After all, these defaulters have already received a number of notices from 

banks, guaranteed agencies, and Education.

The collection of defaulted student loans will greatly impact mS workload 
raanagemenL Based on department of Education statistics, there are approximately 7 to 10 
million borrowers currcntlv m default with an additional 650,000 defaulters expected each 
subsequent vear through 2000. All of the currently defaulted loans and the majonty of the 
expected defaulted loa"ns are trom the Federal Family of Education Loans (FFEL). Only a 
small percentage of projected defaulters are expected to be from direct loans.

Since the majoritv oi the defaulted loans are held by guaranteed agencies, the cost 
analysis assumes that mS would not receive the entire portfolio at once. Instead, mS expects 
2.05 million defaulters each year for the fust five years. To work these cases, mS would 
requue a substantial increase in resources. Furthermore, collection resources required for 
aaivc work beyond the notice stream and refund offset would have to be mcreased 

substantiallv.*’

' See the Compliance .-\nalysis section for turthcr details. 

' Sec the cost analyses for further details.
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All of this means that there will be large opportunity costs associated with IRS 
collecting defaulted student loans. To handle the increased workload, IRS would require 
additional resources. However, instead of applying the additional resources to student loan 
cases, the IRS could use the resources to collect delinquent taxes. On average, student loans 
balances are lower than delinquent taxes. If the additional resources were applied to 
outstanding taxes cases currently in ERS’ inventory instead of defaulted student loans, 
approximately $770 million per year in tax revenues could be collected.

Furthermore, regardless of how payments are divided between defaulted loans and 
delinquent taxes, the prioritization scheme will be artificially derived. While treating 
defaulted student loans as if it were a tax for collection purposes minimizes problems for 
ERS’ collection personnel, it does not allow the Service to accurately separate collections from 
individuals who defaulted on a student loan and have outstanding tax liabilities.

Finally, student loans are different from taxes; therefore, ERS’ ability to collect 
defaulted student loans wiil be different irom us ability to collect delinquent taxes. Tax 
liabilities are based on income, so there snouid be a high probability of eventual collection.
On the other hand, defaulted student loans are not income dependent Loans are offered as a 
means to enable students to afford post-secondary education.

Based on studies conducted by the General Accounting Office and vanous guaranty 
agencies, defaults are more likely among those attending proprietary schools and commumty 
colleges independent students, freshman, dropouts, students with meager financial resources, 
and those who do not receive loan counseling. In 1989. the Department of Education 
analyzed the effects of five variables on default status: type of institution attended, AGL 
independent/dependent status, vears of schooling completed, and enrollment status (i.e., 
graduated withdrawn). Siaiisiical analyses indicated that AGL type of institution, and years 
of schooling were highly correlated with default. Because the correlation between AGI and 
dcfauii status was negative, the collection ot defaulted debt by the ERS poses a high degree ot 
risk.
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Option 4; IRS Collects Income-Contingent Direct Student Loans

Description

Option 4 builds on Option 3. In addition to collecting defaulted debt. Option 4 
requires that the Internal Revenue Service process all income-contingent Dirwt Student Lom 
repayments through the tax system. All other Direct Loan repayments will be handled by the 
Department of Education or its Direct Loan Servicing Contractor. This option requires that 
the Internal Revenue Service be granted the legislative authority to collect student loan 

repayments as if they were taxes.^

Income^ontingeni repayment schedules are based on the borrowers’ ability to pay. 
Borrowers would estimate the additional wage withholdings or estimated quarterly payments 
necessary to meet then required repayments. The estimated withholding or quarterly payment 
for student loan repayment would be based on a worksheet or formula provided to the 
borrower by the Depanmeni of Educauon. For wage earners, borrowers wuld euber specify 
the additional withholdings or adjust their allowances on Form W-4, Employee s Withholding 
Allowance Certificate. Self-employed taxpayers would have to increase their quarterly

estimated tax payments.

The reconciliation between required and actual payments and liabilities would occur 
on the annual individual income tax return. In pnnciple, this reconciliation would be similar 
to the reconciliation between tax payments and tax liabilities. The most likely for
handling student loan reconciliations would be through the creation of a new schedule and the
addition of new lines on Form 1040.

Because the Department of Education would retain responsibility for overseeing the 
entire Direct Loan program and would mamtam and service accounts, the IRS would have to 
be notified on an annual basis to expect student loan repayments. The ERS would then;

. Compare the sum ot required loan payments and lax liabilities to total actual payments 
(the sum oi wiihhoidmg, esiimaicd payments and remittances with the return).

• Issue notices and notify Education of underpayments (nonpayments).

• Refund overpayments.

If a borrower fails to pay or underpays the required repayment for that year, IRS would issue 
a balance due notice and attempt to collect the delinquent amount through normal collection 
prtxedures. However, the Depanmeni of Education, not IRS, would make the determination 
of when the debtor entered default sutus. Education would then accelerate the outstanding 

loan balance and rcter it to IRS for collection as if it were a tax.

' In elfccu income coniinccnt repayments would be a surtax under this option. 
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Advantages

This option has several distinct advantages over the fiist three options. It leverages an 
existing system for collectine revenue based on income. As with the income tax system, 
income-contingent student lo'ans could be repaid through wage withholding, estimated 
quarterly payments and a remittance filed with the tax return (subject to a potential penalty 
for underpayment). If waces are the primary source of income, borrowers can either use an 
existing line on Form W-4 to specify additional withholdings or decrease the number of 
allowances to coyer their student loans. If a borrower is self-employed, then additional 
calculations would be necessary to determine the additional payment to include with the

quarterly return.

Because no changes to the withholding system are planned, burden on employers is 
minimized. In fact, the burden and responsibility rests with the borrower. Employers would 
not be able to nor would they be reauired to. separate withholdings for student loans from 
withholdines for taxes. While there will haye to be some changes to the existing individual 
income tax'forms as well as the addition ot another schedule, employers would not have to 
develop or change existing accounting systems to handle mcome-contmgent repayments.

Using the extsiinc svstem also benelits the government as opposed to changing the tax 
system While IRS would have to make extensive changes in processing and accounting, they 
pale in companson with the changes that would be necessary to accommodate an overhaul of

the withholding system.

Disadvaniages

Because Option 4 incorporates Option 3. the disadvantages of Option 3 also apply to 
Option 4. Since Option 3 .-oniains a lull description of these disadvaniages, the discussion ot 
drawbacks to Option 4 will focus on the income-contingent portion that is unique to IRS

invoivemcm.

The weaknesses of Option 4 How directly from its strengths. Option 4 uses the 
cxisiinc tax collection .svstem to collect income-contingent student loans. One consequence 
ol this option IS that the Direct Loan Program goal for program accountability is not fully 
met Because payments arc not separated by account category, loan payments tor individuals’ 
choosing income-coniincent repayment are indistinguishable from tax payments. This has 
serious consequences if'cither the loan or tax is underpaid or not paid. For example, a 
borrower undcrwiihheld taxes and correctly adjusted withholdings tor the student loan. Loan 
payments and student loan payments are inseparable. Which account is fully credited? It 
becomes an prioritization issue of how payments are allocated between income taxes or 
siudent loans. Regardless the borrower s intent. Option 4 requires that an artificial
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prioritizatioD between student loan and tax accounts be developed.'

While spousal income is included as a basU for income^tontingenl student loan 
repayment under all options, it becomes a particularly significant problem when IRS is 
involved in collection. The individual income tax system is a progressive t« system whtcb 
means that the marginal tax rate increases as income increases. Tax withholding me based 
in part on filing status; however, the potential exists that married borrowem could have taxes 
wifiiheld at a lower marginal rate and then be liable at the higher ma^nal tax rate.
■merelore, even though a married borrower could have adjusted withholdings >0 dccoimt for 
the income^xintingent student repayment, the borrower (and spouse) may be underwittoeld 
for taxes. Therefore, the amount that was intended to be student loan payments may be used 

to offset the delinquent tax

From the point of view of traditional loan servicing, an additional disadvantage with 
Option 4 is that the Depanment of Education will not know how much has been repaid until 
loan and tax withholdines have been reconciled with the required liabilities on the individual 
income lax return. This reconciliation occurs only once a year. Approximately 18 months 
could pass before an underpayment is noticed. This is a serious weakness.

Option 4 has one final disadvanugc that stems from using the tax system for 
collecting payments. As stated earlier, reconciliation between payments and liabilities occ^ 
once a vear. Furthermore, payments arc posted only once a year. Therefore, this plan really 
amounts to an annual paymenL While this docs not matter on the surface, it docs matter over 
the course of the repayment schedule. On a conventional loan, the amount boaowed is 
amortized over a fixed penod at a fixed interest rate. Varying the repayrnent frequency can 
vary the payment amount and the loul interest as well as the term of the loan. More frequent 
payments reduces the toul interest paid on a loan. From a borrower’s perspective, payments 
^inc.de wuh pavdavs. Borrowers paid on a monthly basts should conform to borrowers who 
do not choose incomc-contmccnL However, not all borrowers are paid on a monthly basis. 
Manv payrolls arc based on bimontnlv. biwcekiv. or weekly basis. These more frequent 
payments should result m a quicker repayment schedule. However, the existing tax collection 
system precludes crediting individual accounts dunng the course of the year.

To the extent that student borrowers underreport their income to ERS. income- 
conungcni repayments will be mcorrecUy calculated. To the extent that they fail to pay their 

taxes, they will fail to repay their student loans.

.Uflv i. 1994

Under rctund offsets, outstanding tax liabilities receive first consideration.
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Option 5: IRS Processes All Federal Direct Student Loans

Description

Option 5 builds on Option 4. In Option 5, tbe Internal Revenue Service would collect 
defaulted student loans and process all direct student loan repayments, regardless of 
repayment method. Option 5 requires that Congress pass legislation which would allow the

Internal Revenue Service to:

use Its enforcement functions to collect defaulted or delinquent student loans;
• use its tax collection system to collect income-contingent direct student loans; and,
• process all other direct student loan payments (e.g., standard, extended or graduated 

repayments).

Under this option, the IRS becomes the primary student loan collector for the Federal

government.
The underlying assumptions that were discussed in Option 4 are retained in this 

option. The Department oi Education retains overall responsibility tor the Federal Direct 
Student Loan Program (FDSLP). Included with this responsibility is the maintaining and 
servicing of student loan accounts. Furthermore, the Department of Education is responsible 
for determining when borrowers enter default status. For payment processing and default 
collection purposes, the Internal Revenue Service would treat loan repayments like a tax.

Based on Depanment of Education projections, the income-contingent repayments 
constitute only 20% of all direct loans. The income-contingent portion would be handled 
according to the system desenbed under Option 4. As in Option^4. the ERS would not 
distineuish income-continccni loan payments Irom tax payments.

The rcmaininc b0% oi siudcni loans would be repaid via standard, extended, or 
craduaied payments. From a processing point oi view, there is virtually no difference 
fcKriween standard, extended, or eraduaicd payments: they are all variations ot a fixed 
payment plan. Since the Department ot Education would remain responsible tor maintaining 
and servicing accounts, all that IRS would require from Education is the payment amount tor 
the coraine year. Payments could be received either through additional withholdings or 
estimated pa'vments. similar to the income-contingent repayment option, or IRS could issue a 
coupon book to each borrower with the monthlv payments for the coming year. By using 
couptm Ixxiks. IRS would :hen be m a position to track payments and issue reminder notices
when payments are behind schedule.

' This means that the IRS would treat nonpayment or underpayment of student loans 

ideniicallv to nonpayment or underpayment ot taxes.
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For borrowers electing a repayment plan other than income-contingent and electing to 
use coupon books, IRS would be able to identify student loan payments. IRS would be able 
readily distinguish student loan repayments from tax receipts. Since payments are already 
separated from normal tax collection, IRS can track individual payments. For example if a 
borrower misses a payment, IRS can issue a reminder notice and notify Education of the 
account status. Under income-contingent, it is impossible to identify underpayments or 

nonpayments until the tax return is filed.

If borrowers elect to repay their student loan through adjusted withholdings or 
estimated quarterly payments even though they elected standard, extended, or graduated 
payments, the reconciliation between required and actual payments and liabiliti^ would occur 
on the annual individual income tax return. This reconciliation would be similar to the 
reconciliation performed bv borrowers who selected the income-contingent repayment option.

Advaniages

This option has the same advantages as Option 4 with respect to income-contingent 
repayments. The addition of IRS processing fixed payments add several benefits to the
Federal govemmenL^°

Income-Contingent Repayments

Like Option 4 Option 5 leverages an existing system for collecting revenue based on 
mcomc. .As wuh the mcome tax system, there are three ways to pay the yearly liahility:

1.

J.

wage withholding 
quarterly payments
payment filed wuh return (subiect to a poicniial penalty for underpayment)

If wanes arc ihc prlmar^• source oi income, borrowers use an existing line on Form W-4 to 
specify additional withholdings lo cover iheir student loans. If a borrower is self-employed, 
then additional calculations would be necessary lo determine the additional payment to 

include with the quarterly return.

Because no changes lo the withholding system arc planned, burden on employers is 
minimized. In fact, the burden and rcsponsibiliiy rests with the borrower. Employers would 
not be able to. nor would they be required to. separate withholdings for student loans from 
withholdings lor taxes. While there will have to be some changes to the existing individual 
income tax forms as well as ihc addition ot another schedule, employers would not have to 
develop or change existing accounting systems lo handle income-contmgeni repayments.

•*’ Fixed payments consist oi ihc standard, extended and graduated repayment plans.
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Usine the enistiBg system also benefits the government as opposed to changing the las 
system While IRS would have to make extensive changes in processing and accounting, they 
pale in comparison wiUi the changes that would be necessary to accommodate an overhaul of 

the withholding system.

Fixed Repayments
ERS processing of fixed repayments offers additional benefits. The IRS is already m 

the business of processing large volumes of information. The addition of student loan 
processing represents a marginal increase in business over current tax return processmg.

Disadvantages
-me disadvantanes of Option 4 also apply to Option 5. In addition. Opt.on 5 generates 

some ectuuv issues. Botrowers. whether they opted for tncome-conlingent or fixed repayment, 
who elec, to repav throuuh the tax system w,ll be treated differently from borrowers who use 
coupon books. In the caie of underpayment or nonpayment 01 student loans or taxes 
borrowers ustne the las system would be subject to an artificial allocation <>‘ F™
borrowers selecting coupon book repayments. IRS would know ,
nonpayment occurred. IRS can track payments using coupon books. While this nnequal 
treatment of borrowers exists under Option 4. Option 5 centralizes it w,thin one 
■me public perception of IRS processing student loan payments maybe extremely negative.
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Section V

OBRA Conference Report Issues

Introduction

Section IV provided a brief description of the five options developed for determining 
the feasibility of IRS involvement in the Federal Direct Student Loan Program (FDSLP). In 
addition to the descriptions, the major advantages and disadvantages ( from the Federal 
government’s perspective) and program cost estimates were addressed. In addition to 
developing alternative roles for IRS involvement, the OBRA ’93 conference report 
specifically requires that the Departments of Treasury and Education address five issues 
concerning the involvement of the Internal Revenue Service in the FDSLP. In this section, 
each issue is examined in the context of each option. The five options for IRS involvement 
which were developed in Section IV arc:

Option 1 Information sharing as currently authorized (Le., name, address, TIN, AGI, and 
filing stoatsh Under this option. Education would administer student loan 
repayments. IRS would continue the refund offset program for student loan
defaulters.

Option 2 Increased Information Sharing. This option is similar to the first option;
however, additional legislation would be requested to allow Education to use 
additional income and employment information to administer an income 
contingent repayment system. IRS would continue the refund offset program 

for student loan defaulters.

Option 3 IRS Collects Defaulted Debt Under this option. Education would administer 
the student loan repayment system and refer defaulted debtors to the IRS for 
debt collection (requiring a administrative judgement from Education to treat 
defaulted debt like a tax).

IRS Collects Income Contingent Student Loans. This option would require 
legislation lor the IRS to handle repayment of student loans through wage 
wiihholdmg or payments, for debtors who select income-contingent
repayment In addition. IRS collects defaulted debt

Option 5 IRS Collects Direct Student Loans, Regardless of Repayment Plan. Under this 
option, legislation would be required to allow IRS to handle repayment of ^ 
direct student loans, despite the repayment plan selected by the debtor (i.c., 
income contingent, fixed payment). In addition, ERS collects defaulted debt

Whether IRS could implement such a system of student loan repayment system with its 
current resources and without adversely affecting its ability to collect tax revenues?

Option 4
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The Internal Revenue Service could implement Options 1 and 2 with minimal 
resources. The Service currently performs refund offsets for the Department of Education and 
will continue to do so under the direct loan program. In addition, the Internal Revenue 
Service is working with the Department of Education on the sharing of tax return information 
for the purposes of administering income contingent repayments.

From an operational perspective. Option 2 represents a minor extension of Option 1.
In Option 2, IRS would continue to provide passive support for Education’s direct loan 
program. Besides providing additional tax return information for administering income 
contingent repayment, ERS would continue to act as the collection agency of last resort 
through the refund offset program. In Options 1 and 2, IRS plays a supportive role, yet 
remains in the background. Options 1 and 2 arc reimbursable programs for IRS, meaning 
Education reimburses IRS for the services performed.

On the other hand. Options 3. 4, and 5 represent significant new activity for ERS in 
collecting student loans. The role of IRS changes from being the collector of last reson to 
being the government’s primary student loan collector. The costs of these options are 
significant, particularly labor costs. Furthermore. ERS costs are extremely sensitive to the 
volume of defaulters and the percentage of defaulted accounts that are handled through the 
Automated Collection System (ACS) and Revenue Officers in the field. Minor increases in 
the percentage of cases being worked in those functions significantly increase costs.
Processing costs are also sensitive to the volumes of direct student loans, particularly the
lockbox costs.

In addition to the direct costs, there arc substantial opportunity costs associated with 
IRS involvement in the student loan program. Without additional resources, tax collections 
from delinquent tax accounts would suffer. If the additional resources were applied to 
outstanding tax cases currently in the queue instead of defaulted student loans, approximately 
S770 million per vear in tax revenue could be collected. Given the size and distribution of 
IRS accounts receivables as compared with Education’s ponfolio of defaulted debt, collecting 
defaulted student loans could be construed as a mis-allocation of IRS’s resources. That is, the 
marginal revenue to cost ratio will generally be higher for collecting tax delinquencies than 
lor collecting defaulted student loans.

The cumulative impact of increased disclosure of tax information and increased IRS 
involvement in nontax collection activities on voluntary compliance with the tax laws.

This requirement addresses two separate issues. The first is the impact of increased 
disclosure of tax information. The Internal Revenue Service is authorized to disclose limited 
tax return information to other agencies a.s specified by §6103 of the Internal Revenue Code. 
To protect taxpayer pnvaev and ensure the integrity of the tax system and voluntary 
compliance, the Service strictly administers the disclosure provisions.

Since Options I and 2 arc primanly exchanges of tax return information with the
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Department of Education, the impact of increased disclosure on voluntary coi^hance is of 
simificant concern. Under the current program, OpUon 1, §6103 does allow IRS to disclose 
taxpayer entity information, adjusted gross income, and filing status to Eduction; however, 
this iiormation cannot be released to the direct loan servicing contractor. To resolve the 
conflict between Education’s reliance on contractors to administer the Direct Loan Program 
and §6103 disclosure provisions. Education is planning to offer income-contingent repayment 
on a conditional basis. Income-contingent repayments will be dependent on the borrower 
sinning a consent at the time of repayment which allows IRS to provide the contractor with 
AGI filing status, and entity information for the purposes of determimng the required 
repayment amount The contractor may have other lines of financial business. U the 
borrower has dealings wirh the contractor’s other lines, then the contractor may be tempted to 

use the tax return information.

The second issue concerns the impact of increased IRS involvement in nontax 
collection activities on voluntary compliance with the tax laws. This issue applies to 
Options 3 4 and 5. Historicallv, the Internal Revenue Service has been concerned about 
involvement in nontax debt collection. The mission of IRS is collecting tax revenues owed to 
the Federal govemment TTie Service is concerned that increased nontax debt col ection 
activity eventually could undermine taxpayers’ confidence in the tax system, resulting in an
erosion of voluntary compliance.

In the Omnibus Budget Reconciliation Act of 1981, Congress authorized IRS to offset 
refunds for taxpayers owing support debt to families receiving Aid to Families with 
Dependent Children. Since then. Congress expanded the refund offset prograrn to encompass 
all Federal nontax debt In order to determine whether refund offsets negmively influence 
voluntary compliance, IRS conducted a comprehensive long-term study. The fmal results of 
that studv. released in Februar^• 1993. concluded that the program did have a long-tenn 
negative'impact on compliance. However, the program benefits outweighed the costs. The 
dollars offset for delinquent debt were greater than the estimated loss in tax revenues.

The General Accounting Office also studied the impact of refund offsets on voluntary 
compliance. In a studv of guaranteed student loan defaulters, GAO agreed with IRS s gneral 
conclusion that there is a decline in compliance in the year immediately followmg an offset 
However GAO concluded that u was only a one year decline. Both IRS and GAO agreed 
that the refund offset program has yielded a net benefit to the Federal govemment despite the 
decline in compliance. However, if the impact on compliance is long-term, as mdicated by 
IRS research, then the decline in compliance eventually could result in a net loss to the

• A loul of approxiraatclv S719 million was lost due to the decreased compliance for 
taxpavers offset for the first time in 1985. 1986. 1987 and 1988. Of that $719 million, $621 
million was attnbuicd to the increase in nonfilers and approximately $98 million was 
attnbuicd to ihe increase in balance due filers. Over the same period, about $1.3 billion was

offset from the same population.
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Federal government^

Based on IRS’s experience in offsetting refunds to satisfy nontax debt. Option 3 
should result in a net decline in voluntary compliance with the tax laws. Option 3 restricts 
ERS activities to defaulters. For the 1994 filing season, the Department of Education referred 
over 2.9 million defaulters to IRS for offset with total outstanding liabilities exceeding $11.5 
billion. Under Option 3, IRS would eventually receive the entire portfolio of 7 to 10 million 
defaulters for collection activities. The refund offset program would be a major tool in trying 
to collect that debt In the years following the offset, compliance would decline. Because 
Options 4 and 5 retain the defaulted debt collection effort, the decline in compliance 

attributable to refund offset also applies.

IRS collection of defaulted debt raises other concerns. Defaulted student loans tend to 
be old debt Defaulted debt, under the FFEL program can be two or three years old before 
Education receives it from the guarantee agency. Defaulters have already received a number 
of notices from the originating bank, guarantee agency and Education. In addition, defaulted 
student loans tend to have small balances (average is approximately $3,700). Because 
defaulted student loans arc old and have small balances, it can be questioned whether IRS 
will be more capable of collecting them. A large percentage of defaulted accounts fall below 
IRS deferral levels. Until these accounts (along with any accrued delinquent taxes) rise above 
the deferral level, IRS collection efforts would be restricted to refund offset and the notice 
stream. On the other hand, if these accounts were to remain with the Department of 
Education, they would still be subject to refund offsets and Education’s contractor would 
continue to actively work the defaulted accounts.^ The lack of IRS activity on the large 
inventory of accounts below the deferral level could send the wrong message. If the IRS is 
soft on collecting student loans, then it may be soft on taxes. Voluntary tax compliance may
suffer in the long-run.

Advocates of increased IRS involvement argue that the "fear factor" from IRS 
involvemcni would reduce tuiurc defaults and accelerate current default collections.
However, fear of IRS can act as a double-edged sword. Some taxpayers are compliant

^ For further informauon coocemiog the impaa of the refund offset program on 

volunury compliance sec:

United Slates General Acaiunting Office. Tax Policy: Refund Offset Program Benefits 
Appear to Exceed Costs. GAO/GGD-91-<>4. .May IWl.

Internal Revenue Service. Research Division. The Impact of Nontax Refund Offsets on 
Voluntan- Compliance. October 1992 (Revised February 1993).

’ The department of Education’s debt collection contractor uses telephone contacts to 

secure additional payments.
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because they are afraid of being caught while others remain out of the system out of fear. 
These taxpayers are of afraid of the consequences of coming back into the system. The IRS 
has a "bad guy" reputation. Once taxpayers become nonfilers, they remain out of the system 
due, in part, to the fear having to pay the accrued penalties and interest that have accrued on

prior years accounts.

The ability of the IRS to enforce collection of student loans using an alternative system 
of dispute resolution, penalties, and collection devices.

This issue is not applicable to any of the five options. Options 1 and 2 rely on the 
Department of Education to administer the direct loan program with IRS playing a supportive 
role through information sharing. In Option 3, the Department of Education refers defaulted 
debt to IRS for collection as a tax. At that time, it becomes subject to IRS interest and 
penalties. In Options 4 and 5, it is envisioned that IRS will use existing processing and 
collection systems, apply statutory tax penalties and interest, and not distmguish student loan 

repayments from tax payments.

The effect of separating loan collection from other loan servicing functions.

To be supplied by the Deparimeni of Education

The anticipated effect on the management of Federal student loan collections, and on 

borrower repayment of such loans.

To be supplied by the Depanmeni of Education
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I ROLE OF IRS IN STUDENT LOAN PROGRAMS

PURPOSE MEETING'. To present recommendation from the Departments of Education 
and Treasury, and IRS and to reach agreement on forwarding the recommendation to the 

President and Congress.

Key Features of an Ideal Student Loan System

o Up-To-Date (Real Time) Information. Real time information is necessary for public 
and private entities involved in overseeing student loans to effectively manage the 
program. Up-to-date information is key to providing quality customer service to 

borrowers.

o Burden on Employers. Repayment methods (including withholding loan payments from 
a borrower’s salary) should impose a minimal burden on employers.

o Use of Federal Employees. The loan servicing and collection system should allow for 
fluctuations in the program and not require a large increase in FTEs.

SIX OPTIONS FOR IRS INVOLVEMENT

1. INFORMATION SHARING WITH NON-IRS WITHHOLDING
- Option 1: As Currently Authorized
- Option 2: With Additional Information

2. USING THE CURRENT TAX SYSTEM
- Option 3; IRS Collects All Defaulted Debt
- Option 4: IRS Collects Income Contingent Repayments All Defaulted Debt
- Option 5: IRS Collects All Direct Loan Payments All Defaulted Debt

3. SEPARATE FROM THE TAX SYSTEM- Option 6: IRS Collects, Services All Direct Loans and Collects All Defaulted Debt -IRS 
Develops a Withholding System Separate From the Tax System

ADVANTAGES/DISADVANTAGES OF OPTIONS

Information Sharing with Non-IRS withholding-(ED/Treasurv Recommended Option)

PROS

0 Provides up-to-date (real time) information to borrowers
0 Borrowers have the opportunity to repay either through a "withholding" system or 

automatic payments to bank, 
o Maximizes customer service
o Promotes effective administration of program by having same agency originate and service 

loans
o Minimal impact on employers who currently offer wage withholding allotments (if 

voluntary)



CONS

o Wage withholding may not be available to all borrowers if employers do not participate 

in withholding systems, 
o Will involve some costs to employers

Usins the Current Tax System

o
o

PROS

Withholding would be available to all borrowers
No new burden would be imposed on employers, if companies are not required to provide 

additional information on tax forms.
Student loan would be treated as a tax; IRS could use full enforcement powers to collect 
delinquent student loans

CONS

Lack of real time information hampers effective program management
Difficulty in managing the system when borrowers want to switch repayment plans as their
circumstances change.
Potential defaults would not be detected until 6 months after the end of the tax year 
Tax payments would be indistinguishable from student loan payments creating problems 
if either is underpaid
Shared responsibility between ED and IRS could reduce accountability.
Would require increased FTEs.

Separate from the Tax System

PROS

o Withholding would be available to all borrowers
o Real-time information promotes quality customer service and effective program 

management
o Enhances customer service by having one entity service and collect student loans after 

borrower choose repayment plan

CONS

o Burden on employers to participate in the new system could reach $5.8 billion.
o Would require congressional authorization to establish, staff and fully fund a new 

withholding system.
0 Would require increased FTEs
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A»8tSTANT SeCRCTARV

DEPARTMENT OF THE TREASURY
WASHINGTON

DRAFT
MEMORANDUM FOR: JOSIIUA L STHNER

F OF staffwsiiai

FROM:

SUBJECT:

MARGARET M RICHARDSON 
COMMISSIONER, INTERNAL REVENUE SERVICE

MAUREEN MdAUGmiN 
DEPUTY ASSISTANT SECRETARY 
(POCTSECONDARY EDUCATION)

LOWEILDWORIN
DIRECTOR, OmCE OF TAX ANALYSIS 

George Mu&oz
Assistaoi Secreiaiy (Management)

The Eitcrnal Revenue Service (IRS) and die 
Direct Student Loan Program

We decided on August 23» 1954, that the Departments of Treasury and Education would 
follow-up widi a memorandum that sanunaiixes the agreed-upoa course of action with 
respect to the student loan study. We are to prepare a deetsion TnftTnftranHnm foj the 
President that outlines the means by which his viaon for the student loan program can be 
realized. It is our understanding that the President envisioned a loan program that

a. would simplify the application process for boitowers and reduce the paperwork 
for educational institutions by elirmnating the middleman. This would enable the 
government to offer loans at low interest rates and reduced fees while saving the 
taxpayers billions of dollars in interest payments;

b. would offer, borrowers an array of flexible repayment plans, including the 
income-contingent plan that lloks payments to income. Borrowers would also 
can change repayment plans; and.

c. would offer all bonowers the opportunity to repay their loans using a variety of
easy and convenient methods, induding wage withholding. wage withholding
may be a natural choice for borrowers electing income contingent payments, it may 
also be used as a repayment method for all direct loans.
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DRAFT
The President’s loan, program would make higher education more affordable lo milHnnft of 
Americans hy rcdudi^ the burden of smdeot loan lepsyment The Student Loan Refonn 

Act of 1P93 established the Direct Loan Program that meets the first two elements of his 
idsioiL Congietis subsequemfy asked the Departments of Treasury and Education to study 
the third elemeni, ie^ if it would benefit botrowers and the government to use the IRS’s 
wage withholding system to collect student loan payments.

Attached is a draft outline of the decision document that will provide the President with 
information on aptions to realize the goal of providing withholding to the m«TiTmim 
number of borrowers. Also attached is a eopy of the work p]?" that outlines the 
anticipated tasks and time required.to complete the decision documenL

TVeasuiy and Education will conthme working on this outline so that it eventually evolves 
into the final documenL For this work to be mftfliungfiiT, it is ewnHal that we have a 
common understanding of our goal, and that we dl agree on the means to reach that goal. 
Please review the atta^ed documents and provide comments to my offiw*- by 

COB. AUGUST 3L 1094.

Attachments
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draft
Tie Direet student Lou program and tne xntemal Reveauo flarvies

I. Th« President's Vision (To offer borrowers a variety of 
flexible repayment plans and a convenient and easy way to 
automatically repay their loans.)

Direct Loans To Bcrrovers Prom The Federal Government

B. Form of Payment options Which Are Easy To Keet,
Including Payroll Withholding.

II. Implement the President's Vision with Mandatory Withholding

A. Option 1: Using the current tax system and the Internal
Revenue Service (IF2)

1. Description of process from the borrower's 
perspective

2. Description of.process^ from the employer's
perspective

3. Benefits to the borrower
4. Benefits to all others (e.g., government, 

employers, etc.)
B. Option B: Implementing Mandatory Withholding Outside

the current Tax Syst» (Using either Sdudation or the IBS)

1. Description of process from the borrower's 
perspective

2. Description of process from the employer's 
perspective

3. Benefits to the borrower
4. Benefits to all others (e.g., government, 

employers, etc.)

HI. considerations
X. Xe any additional burden placed on employers?

1. Description of system and procedures

2. Using the Tax system
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DRAFT
oatJJJOA, IKS £ The Dlzeat Student Loan Progran, continued

3. Outfiida the Current Tax System

B. can Aocounta be easily reconoilad?
1. Description of system

2. Usin? the Tax System

3. Outside the current Tax system

C. Ability of borrowers to switch repayment plans

1. Description
2- Using the Tax System
3. Outside the Current Tax System

D. What ara the administrative costs?

1. Description
2. Using the Tax System

3. outside tlie current Tax System 

s. How will coi^liance be ensured?

1. Employer preparedneea

a. Using the Tax System
b. Outside the Current Tax System

2. Accurate withholding and reporting

a. Using the Tax System
b. outside the ourrent Tax System

3. Employec/borrower compliance
a. Using the Tax System

b. Outside the Current Tax System

2
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DRAFT
Outlia®, ms s The Direct Staaent Loan Pxr?graBi, ooatifiued

IV. Voluntary Withholding! A Viahie Means of Reaching the 

president's Vision

A. Description

B. Benefits

c. Constraints
D. Estimate of potential participation by employees

V. political Considerations
A. Omnibus Budget Reconciliation AOt of 1993
B. Congress and the General Aejeounting Office

«r
C. Tar Systems Modernisation

D. Other roles of the IRS

1. Health Care

2. Welfare
3. other Tederal debt

B, impact on voluntary compliance vith income tax 

P, Public perception
G. possible subsidies, tax oredits/t^x expenditures 

VI. Recommendation

August 29, 1994
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Section I

Feasibility of the ERS Collecting Direct Student Loans 

Background and Introduction

To deal with the growing number of defaulted student loans. Congress and the 
Depanment of Education have been looking into various methods to reform the student loan 
system. A common feature of several Congressional proposals was to establish a centralized 
loan system that would replace the current system of private lenders. Furthermore, several 
proposals identified the Internal Revenue Service as the loan processing and collection agency 

for the Federal government.

As pan of the Ommbus Budeet ReconciliatiOD Act of 1993 (OBRA '93), Congress 
established the Federal Direct Student Loan Program i FDSLP). Congress also gave the 
Depanment of Education the author,tv to expand the number of repayment option available 
to bonowers as a means to reduce the default rale. Borrowers can elect exienncd payments, 
graduated payments, or income-contingent payments as well as retainmg the standard 
repayment plan. By allow.ng bonowets to select the repayment plan that best su.K thetr 
r,LL„, circumstances, it n hoped that the number of defaults will be reduced and that 
borrowers will not find repayment too burdensome.

Several proposals have been made over the last few years that would charge the 
Internal Revenue Service with collecting loan repaymenis through the tax^llection system. 
Congressman Petn and Senator Simon introduced the irnxime Dependant Education 
AssSance Act (IDEA) dunng the 102nd Congress. Under the IDEA pro^am. Treasury 
would have been responsible for making loans to eligible students and collecting loan 

repayments through the Internal Revenue Service.

OBRA V3 Mandaied Feasibilitv Siudv

ntc conference report accompany.ng OBRA 93 directed "the Treasury Deparment. m 
consultatton with the Depanment of Education, to conduct a study of the feas.bil.ty of 
implementing a svstem for the repayment of Federal student loans throng wage w.thholdmg 
or other mea'ns involving the IRS".‘ .Analyses should be included with the study to 

determine;
1. Whether IRS could implement such a system of student loan repayment system with its 

current resources and without adversely affecting its ability lo collect tax reven^s.
'' The cumulative impact of increased disclosure of tax information and increased IRS 

involvement in nontax collection activities on voluntary compliance with the tax laws.

• Appendix A contains ihe OBRA '93 Conference Report language.
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3. The abUUy of the IRS to enforce collection of student loans using an aitername system
of dispute resolution, penalties, and collection devices. ...

borrower repayment of such loans.

To the extent that the studv demonstrated the feas.bilily of IRS involvement in the student 
loan program. Treasurv and Education are required to submit an implemenmtion plan and 
legislative recommendations along with .he feasibility study within 6 mon hs of enactment ol 
thi legislation. Due to the complexity of the analyses, the Departme^ of Treasury and 

requested that ihe study deadline be extended until June 1994.

Federal Direct Student Loan Program

The Student Loan Reform Ac. of 1993 (Title IV of OBRA 93) authorized die 
Department of Education to impiemeni a Direct Loan Program. Under this program, the 
volume of student loans issued under the old svsicm. where student loans are issued througn 

banks and other intermediaries, would be reduced as more
borrowine direcilv from the covemmem. Under the Direct Loan Program the Federal 
government (Depanment of Education) makes loans directly to students and ^sumes the 
pnmary responsibility for collecting and servicing loan payments and accounts.

Repayment Options
Tinder the old system of loans, known as the Federal Family of Education I^ans 

IFFEL') borroweis had to repay their obligations within a fixed number of years. It is widely 
Sd "Tocrease inlhe number oi defaulted student loans is due. m pari, to the fact 
that the standard repayment of a fixed amount every month does not account for imponan 
yanables such as income, family .size, and cost of living, and to the increasing expense ol 
higher “ucln Accordingly, me Student Loan Reform Act of 1993 audronzed the 

following repayment plans tor Direct Loan borrossers.

• Standard Repayment
• Extended Repayment
• Graduated Repayment
• Income-Contingent Repayment

Borrowers have the option to switch repaymem plans (up m a maximum ^
in thf rceulations) For example, borrowers usmg the standard repayment plan may

.1.=.^ «--.al siluaiions change. ,S™.,arly—e -v 
change from incomeuion.mgcn. repaymem lo one or the other plans. In theory, such mob.l.iy
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between repayment plans further reduces the risk of default on student loans since borrowers 
can match their repayment plans to their financial situations.

As an incentive to bnng defaulters from the FFEL Program into current repayment 
status, the Department of Education has the authonty to place defaulters into income- 
contingent repayment under the Direct Student Loan Program. If the primary reason 
borrowers default is because of their inability to pay, then the number of borrowers in default 
should decrease significantly.

Other than varying the term of the loan or the repayment amount, the standard, 
extended, and graduated repayment plans are only marginally different from each other. All 
three repayment plans are modified fixed payment plans. On the other hand, the income- 
contineent plan chanses the repayment from an amortization of pnncipal over a penod of 
time to basing the repayment, m pan. on AGI as a proxy for ability to pay. Principal, interest 
rate, and time - the usual determinants of a loan amomzation plan - are almost completely 

unrelated to the payment.

Sianaard Repaymeni

Under this repayment plan, a borrower makes equal monthly payments for a period of 
time not to exceed 10 years, and is generally subject to a mmimum repa^ent of $50 per 
month or the balance of the borrower s Direct Loan, whichever is less The standard 
repayment plan under the Direct Loan Program is identical to the standard repayment plan

under the FFEL Program.

Extended Repaymeni

Under the extended repayment plan, a borrower makes equal monthly payments for a 
period of time that exceeds the repayment period under the standard repayment plan. Under 
ihe FFEL Program, the e.xtended repayment plan is only offered to borrowers wno have

consolidated their loans.

Graduated Repayment

Under the graduated repayment plan, a borrower makes payments of two or more 
different amounts that increase at established intervals. Under the Direct Loan Pro^am. the 
smallest payment must not be less than 50% of the standard repayment amount, and the 

largest payment may not exceed 150% of the standard repayment amount.

Income-Contingent Repayment

The income-contingent repayment plan is available to all Direct Loan borrowers 
except for Federal Direct PLUS loan borrowers. Under the income-contingent repayment 
plan payments vary in relation to the Adjusted Gross Income (AGI) of the borrower and, if
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applicable, the borrower's spouse. Any balance remaining on a loan after 25 years of 

income-contingent repayment is canceled.

The Depanment of Education is proposing an income-contingent plan in which the 
borrower will rcpav a small percentage, adjusted for the amount of debt the borrower has 
accumulated at the time the repayment period begins, of his or her inrome. Specifically, the 
annual repayment obligation equals a percentage of the borrower’s AGI. The b^e payback 
rate is 3% and increases by .2T. for each S1,000 borrowed. The maximum Payback rate 
occurs at a debt of $61,000. .\ny calculated monthly payment amount less than $50 ($^ i^f 
the borrower is unmamed and has no dependents) is waived. However, borrowers would be 

given the option of paying the calculated amount to minimize negative amortization.

For mamed borrowers, the repayment amount also depends on whether the spouse has 
a Direct Student Loan. If there is only one borrower in the family, then the repayment 
amount would be the same as that for a single person with the same debt and AGI. However. 
11 there are two debts, then me average debt level would be used to determine the payback

rate.
Common Assumptions Between Agencies Concerning IRS Invoivement

in devdopmg the vanous opuons lor IRS mvolvement in the 
program, several assumptions were agreed to by Treasury, Education and mS. Ti«-related 
vanable definitions would cotuorm to IRS standards. Furthermore, the following three 

assumptions provided the common frameworlr for discussion:

1 The Deparmenl of Educmion mil mamiam and service direct student loan accounts.
There will be no changes <n the current tax withholding system iue., employers would 
not be required to differenttme student loan payments from income tax wtthholiUngS). 

i. Student loan repayments taken over by IRS wtll be treated as income tax Itabtlutes. 
subject to income tax penalties and interest.

Rela.xing of any one ot these assumptions makes fRS involvement in the Direct Loan 

Program infeasible.

The collection and servtcmg of student loans is distinctly different from ‘be collection 
and servicing of individual income taxes. Taxes are assessed on income earned during a 
narrowly deLed period of time, typically a calendar year. Student loan repayment amounts 

vary accordine to the pnnciplc. interest rate, and duration. Under the income-contingent 
repayment opuon. additional vanablcs such as family size and AGI are included in the

repayment formula.
Traditionally, loan seivicine entails much more than the processing of payments and 

default collection. 'Loan servicing inyolyes a high degree of customer servi^. Borr°were 
should be able to access information about their loan balance, repayment schedule, and o h
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related issues on a iimclv basis. Furthermore, reliable and timely customer service should 
result in a prompt reconciliation of debts. If IRS were to assume responsibility for 
maintaining and servicing student loan accounts, IRS would have to develop new systei^ to 
account for loan repayments and defaulted debt collection. These systems wou impac no 
only current systems, but also the Tax Systems Modernization Program.

In order to provide a reliable and timely customer service for the Direct 
Program, the tax collection system would need to be changed. Because the withholdmg 
system would have to be modified to differentiate student loan repayments from tax 
withholdings, employers would have to radically change their acOTuntmg systems in order to 
provide ms with tax withholding and student loan repayment information for each employee 
for each pav period. Changing the withholding system and Federal Tax Deposit requirement 
to allow ms m properly post student loan repayments and distinguish loan payment from tax 

paymcnls would be extremely burdensome to employeis.

to addition to the employer burden caused by the change tn reponmg 
IRS would also have to change .is systems .u order to process.
.nfcrmation. While IRS is in the process of a major systems modemtzation erfott, there are 
no plans to capture data from employeis at the level of detail necessary to track; and report

student loan collection.

Finally, if the tax collection system is changed to easily identify student loan 
repayments, particularly income-contingent repayments. mS would be in a position to tr 
swdL loans differently from tax payments. However, then mS processing 

and collection of defaulted loans would be subject to the laws and re^latio^ 
the student loan proeram. Moreover, to utilize mS’ enforcement tools, the laws regulating 
the student loan program as well as the Internal Revenue Code would have to be amended to

authonze mS collection of student loans.

The relaxation of any one of the three common assumptions makes mS mvolvement 
infeasible While greater mS involvement offers the attractiveness of greater efficiency (only

mission as the tax collector.

Options for ERS Involvement
An overs.gbi group wi.h represeutauves from .he Internal Revenue Service, .he Office 

of the Secretary of the Treasury and the Depanment of Education was establtshed *o 
cLfdinate the study. While the conference report language suggest that the study should
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Option 2

concentrate on the me of the withholding system m
group decided that the study should examme a range ot posstble involvement by the IRS.

Cunent law limits the role of the internal Revenue Service in the direci student loan

" "cImeTtiS fmn™rm oi^lot mc^prjwtth e1~

TtSyzed five major opttSm for long-run IRS involvement. These opuons mnged from the 
c^nt statutory requirements to IRS processing all direct loan payments. The opttons

considered were:
On,ion I Program as curremly auihorizcd IRS shares nam^ address. TIN AGl

and filing stums ivit/t Educaiwm. Under this option. Education would 
administer student loan repayments. IRS would contmue the refund offset
program tor student loan deiauiters.

Increased Information Sharing. -This option is similar to the fust option: 
however Education would use limited additional return information (based on a 
dcmonsltatton of needl to admm.sier an mcome-conlingent repayment system 
and aid in default collection. IRS would continue the refund of&et program for 

Student loan defaulters.

[RS Collects Defaulted Debt. Under this option. Education would admi^ter 
the student loan repayment system and refer defaulted debtore to the IRS for 
debt collection (requiring an administrative judgement from Education 

defaulted debt as a tax).

!RS Collects Income-Contingent Student Loans. This option would require 
legislation for IRS to nanale repayment ot student loans ihrougn wage 
withholding or estimated Davmems. for debtors who select income-contingent 
repayment.' In addition. IRS would collect defaulted debt.

Option 5 ms Collects Direct Student Loans. Regardless of Repayment Plan. Uhd« ‘his 
^ optioD. Iceisiation would be required lo allow IRS lo admmister repaymem of

aU direct smrient loans, regardless of the repayment pto select^ by the deb 
(i.e.. mcome-contmgem. fixed paymentj. In addition, IRS would collect

defaulted debt.

In addition to the five issues specifically required by the OB^ conference report 
several criteria were developed to analyze these options. First, the Depanment of Education 
developed a theoretical desenption of the ideal student loan repayment system. ^ 
theorencal description provided a standard by which all proposals could be compared. In 
addition, the streLths and weaknesses of each option were identified. Each option w

Option 3

Option 4
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developed in sufflcicm detail lo allow lor preliminary program cost esumates.

Each option was analyzed using ihe framework; meniioned above. Only aflM fully 
analyzing all the available dau did the overstghl group recommend the option for mS 
involvement that best served the inieresis of the public and the Federal government.

One word of caution should be stated concerning the analyse performed for this 
study. The five options were developed and analyzed only in sufficient detail to al ow for 

preliminary cost esttmates and the identificatton of the ma,or
Detailed developmental work was not included as part of this sludy The Implementalion 
Plan identifies much of the work necessary to begin the recommended option II is e^ied 
that ms and Departmenl of Educalion would require ai least tteire years from '^“e of 
enactment to implement any promam that requires subslantial mS involvement (Options 3, 4,

or 5).

Short-Run Versus Long-Run IRS Involvement

Bv law, the internal Revenue Service pi^ys an important role in the Federal Direct 
Student Loan Program. Option 1 describes the current direct loan program Within the 
confines of the InSmal Revenue Code’s disclosure provisions, IRS would share limited 

income tax information with the Depanment of Education. In addition. mS 
to offset refunds for taxpayers, referred to IRS by Education, who have 
student loans and provide iniormation. as authonzed by Internal Revenue Code Section 6103, 

to assist Education in locating defaulted borrowers.

This report looks bcvond ihc current program to study ihe feasibility of IRS 
involvemenl in the long-run. In the long-run. Option 1 is oniy one of five 
consideration. The loUowmg sections provide the framework lo evaluate each of

options for long-run feasibility.

Report Outline
Section n represents the Department of Education s descnption of the ideal stutot 

loan servicing and collection svsiem. Section IE is the Executive Summary hom a report of 
focus groups conducted on behaif of the Depanment of Education Section IV d“cnb« ita 
live omioii for mS involvement in some detail with the major advantages and disadvantages. 
It also provides the summary of the costs for each option. Section V 
the arcL of analysis mandated by ihe OBRA conference repon. Section VI con ains 

recommendation of the Deparimenls of Treasury and Hucation as well ^ bro^ 
impleraeniation plan and legislative issues which would have lo be addressed. Th 
AppendLs to this report contain .be conference report language, locus group report, and IRS

cost estimation meihodology.
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Section II

The Ideal System For Servicing and Collecting Student Loans*

Introduction

The Student Loan Refoim Act of 1993 requtres the Secretaries of Edutatton and 
Treasury to develop a plan to involve the Internal Revenue ServtM m the Mllectton of 
student loan repayments. This paper outlines the Department of Edtmatton s P« tmmary 
thoughts on what shouid be included In the Federal Government s tdeal student toan 
repayment svstem. This paper is intended to provide a starting point from which Treasury 
and Education can work together to develop a cost.effective repayment system that best 
serves the needs of students and the Federal Government. Along with this repayment system, 
the Depanment of Education will continue to carry out its statutory responsibility ol loan 
origination, institutional oversight and momtonng, and general program evaluation and 

management activities.

In summary, an ideal repayment system would have three mam components:

. ^.n.nnHtv in adinipi^tmtion and clear lines of accountabilitv. One entity should 
manage all student loan repayments regardless of borrower payment method. TTiis 
would mean that one aeencv oversees the Federal Government s student loan 
repayment system - se'rvicing, collecting, tracking, recordkeeping, accounting, and

enforcement.
. AKromar service. .Accurate. up-to.date data od student loan accounts =kould te

available on a continuing basts to borrowers, schools. Congress, and the Depanment of 
Education. The system must be responsive to the data requirements of these different

entities.

. Minimive hiTtlen. The system should be simple and straightforward for borrowers 

and should not be burdensome for employers.

Although this paper does not analyze the feasibility of designating IRS. Education or 
some other enutv to catty out these respoustbilities m the future the effect,ven«s o each 
approach must be evaluated bv how well it meets the cmetia of an ideal system. .At le® 
LSv Educatton will continue to use its current scrvtcng and repayment system to servtce 

and collect loans, and will use income information from tRS. as provided by statute, 
implement income contingent loans. Education will implement an income contingent 
repayment program by July 1994.

‘ United Stales Depanment of Education. December 1993.
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Simplicity in Administration and Clear Lines of Accountability

Managing student loan servicing and repayment issues in a more coordinated and cost- 
effective manner calls for increased centralized program oversight A smgle entity for 
managing student loans would ensure that policy objectives are ac^eved. borrowers are 
treated falrlv and consistently, and quality control is the highest This would improve loan 
servicing and collection effectiveness, reduce default costs, assign lead responsibility tor 
performLce outcomes, and improve accountability by making the lin« of responsibility clear 
and unambiguous. This is pamcularly cntical given concerns about the management of 

student loans reflected in GAO reports and congressional hearings.

» A student loan manaeement information system is needed for record keeping,
accounting, institutional oversight, and program evaluation and management activities. 
To manage effectiveiv, information is needed on each borrower: who repays, when 
payments are made, how much is collected (portion that goes for principal and 
mterest. collection costs ana ncnaiticsi. wnen the loan is fully repaid, who does not 
repay because his/her income is loo low. ana wno is in default.

. Ideally the entity tracking loan repayments and maintaining borrower records would 
also service all loans and would oversee the collection function on defaulted loans.

Accountability measures should not be directed solely at "defaulters" or 
"uncollectibles." but also on the day-to-day operation of the program to run more 
smoothly and efficienilv for borrowers, schools, and the Federal Gover^ent.
Currently, approximately 80 percent of all borrowers pay their student loans on time. 
With the introduction of income contingent loans, fewer borrowers will be classified in 
default because individuals with insufficient income will not be required to make loan 
payments. However, the cost to the Federal Government of loans not fully paid may

not change significantly.

. Because students wuh small loan balances . SZSCO) are more likely to default than 
those with higher balances, anv collection system must be able to focus collection 
resources on loans of this size. Other^vlse. losses could be higher in the new system, 
especially if borrowers realize that small loans do not receive high pnority.

Customer Service

In an ideal system, borrowers should be able lo access infonnauon aboul iheir loan 
balance, repayment schedule, and other related issues on a itmely basts. Customer service 
must be a high priority. Reliable and timely customer service should result in prompt 
tcconcilialion of debts. ,\n ideal customer service system would emphasize timeliness, 
reliability, and accessibility. Such a .system should include:

A 24-hour automated helpline for borrowers, employers, and educational institutions
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where customers can obtain information about loan balances, etc.

An on-line interface in which all relevant agencies can access a single system for the 
specific data relevant to their immediate tasks.

• A dispute resolution mechanism whereby borrowers’ problems can be promptly 

resolved.

• Publications that descnbe the various repayment plans and collection procedures m 

simple terms.

• Periodic customer satisfaction surveys to determine customer reaction and any need for 

changes.

During the month of December, Education and ERS jointly convened focus groups to 
obtain the views of students, borrowers, and the financial aid community regarding inconae 
contineeni repavraent and IRS involvement in servicing and collectmg student loans. This 
inform“ation will be helpful in factoring in public acceptance as the new student loan servicmg 

and repayment system is designed and implemented.

Minimiziiig Burden

An ideal student loan servicing and repayment system should impose minimal burden 
on borrowers, employers, and financial aid institutions. By streamlining the system and 
thereby eliminating complicated procedures and unnecessary reporting requirements, 
borrowers can better understand their loan obligations and avoid delinquencies. In a ideal 
system, a borrower will have the ability to choose a plan with manageable repayment terms 

that comports with his/her general economic circumstance.

IRS Wage Withholding

• IRS wage withholding could be the most convenient for the borrower because the 
repayment amount would automatically be deducted from an employee’s paycheck. 
Wage withholding is not reconciled for 18 months following the beginning of the tax 
year, however. If this system were adopted for student loan repayment, the 
reconciliation issue would have to be addressed, as well as the additional burden that 
wage withholding could impose on employers. The burden on employers would 
depend on whether employers had to keep track of loan payments or if borrowers were 
entirely responsible for increasing their withholding to cover loan obligations.

. Some borrowers are outside the IRS withholding system. At this time, it is difficult 
10 predict how manv borrowers fall into this category' and whether there will be an 

inherent compliance problem with self-employed borrowers.
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• Some borrowers are required to file, and do not For this group, it may be necessary 
for IRS to use its normal enforcement mechanism to ensure that tax obligations and 
student loan payments arc met Alternatively, a different repayment plan could be 

selected for this group.

• For non-filers who have very low incomes and are not required to file, the annual loan 
payment could be deferred, under income contingency. Many individuals in this 

category may have taxable income during later years.

IRS Tax Form 1040

• Some have suegested using annual payments at tax time through the ERS Tax Form 
1040. This repayment method is used by other countries. The advantages to this 
approach are that it would impose minimal burden on borrowers and employers, and 
be the most convenient system to implemenL However, it would not allow for 
continuous tracking of repayments, proper allocation to principal, mterest and 
collection costs on'specific loans, nor timely detection of defauitmg loans.

.Automatic Payroll Deduction

Another repayment option is an automatic payroll deduction or bank-administered 
automatic withdrawal system. Under this approach, a borrower would either request 
that the employer deduct his smdent loan payment each pay penod or instruct his bank 
to make penodic payments. In either case, the payment would be credited to a central

loan repayment account.

Using this approach, the collection and servicer agent would be paid immediately and 
the payments would be easy to track on a continuous up-to-date basis. However, this 
system would not address the needs of many of the hardest-to-track borrowers (self- 
employed. unemployed, multiple part-time jobholders). Under this option, there would 
be an additional burden to employers, panicuiarly small businesses, who would haye 
to adjust their payroll systems as a result of the added payroll deduction.

Monthly nr Quarterly Checks

• This option Gives borrowers control over when and how their student loan are repaid. 
Despite the convenience of employer wage withholding, some borrowers may prefer 
this option to preserv’e their privacy regarding outstanding debts.
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Section HI

Focus Group Executive Summary*

Scope of Project
me Depamnem ef Education is implementing a direct loan process in which post 

seconds™ stSuoans w.ll he administered directly by the govet^ent. ^ sysjem may 
“7he mvolvement of the Internal Revenue Serv.ce in the collectton of these loans.

Four repayment options are being considered;

. Standard Repayment ■ fixed payment each month for ten years 

■ . Extended Repayment - fixed payment each month for twenty years

. Graduated Repayment ■ .smaller payments m early years and larger payments in 

later years
. Income Contingent Repayment - payments which vary annually based on rncome 

of borrower and that of his or her spouse

In addition, three payment methods are being considered.

• Check - Write a check each month to the government

. Employer Withholding ■ Have employer witttold part of
way they withhold taxes and Social Secunty; borrower would reconcile under­
payment or over-payment at the end of the year on then tax form

. Electronic transfer - Have borrower s bank automatically transfer funds each 

month to the government
These focus groups were designed to help the Department of Education better

S~5-S==Sg|.-Wd. The focus group locations and parttc.pant erttena are summarized m the following 

table.

Prepared by Price Waterhouse under contract to the Department of Education.
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PARTICIPANT GROUP

Washington. DC

(Pre-test) Current smdents. two-year, propnetary, four-year and 

graduate schools

Current students, proprietary & 2-year schools

Former students, propnetarv & 2-year schools

.Atlanta. GA

Current students, proprietary & 2-year schools |

Financial aid advisors representing two-year, proprietary, four- i
year and graduate schools 1

Columbus. OH
Current students. 4-vear colleges

Former students. 4-vear colleges and graduate programs

Los Angeles, CA
Current students, graduate schools

Defaulters

Key Findings

Repayment Schedules

Participants seek tlcxibility and a variety of options to choose from when it comes to 
repavme their student loans. Their choice of repayment schedules seems to depend most^ on 
the amo“unt borrowed, their anticipatea income and their general outlook for the future M > 
are concerned about potential financial problems and would like to choose the plan that the. 
think can best help them to endure their difficulties.

The least favored repayment plan was the extended plan, with pamcipants seeing 
twenty years as too long a period of time to repay a student loan. This option was also 
perceived as very costly in terms of interest paid. It may have some appeal to students with

very large debts.

The standard ccpavnrcnl plan was appealing lo participants because it makes the task 
of budgeting easier, and pavmems arc perceived to be manageable m most cases. However, if 
financial ha’rdships occur, pamcipants believe this repayment plan could be .
Many former students are currently repaying their loans on this plan. Ten years may actually 

be too long a pertod of time for those with small debts.
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The graduated repayment plan gives students some time to get established before 
havine to make large loan payments. While some participants believe they will be m a better 
position to make larger payments later, others aren’t so optimistic about the future, or believe 
their expenses will increase along with their income as they take on family obligations. They 
are concerned that payments at the end may become too large, and a large amount may be 
spent on interest because of the smaller payments in early years.

The income contingent plan allows borrowers to pay off their loan as they can afford 
to do so. However, most participants object strongly to the inclusion of a spouse’s income m 
the equation, and believe repayment amounts should be based solely on their individual 
income. Participants would also like this repayment plan to be based on current mcome, not 
last year’s income, anticipating that less income this year than last could result in economic 
hardship. They would also like this repayment plan to take into account current expenses, 
and be based on discretionary income rather than gross income. Participants recogmz^hat 
determming borrower’s income could add to administrative expenses for this option. They 
also believe this option has the greatest potential for fraud. When asked if they would 
voluntanlv report thetr mcome to the Department of Education under this opuon they note 
that people might voluntarily report their income, but it would probably not be their whole

income.

Participants would like to see the option of repaying loans through work or community 
service programs, particularly for those who are unemployed.

Repayment Methods

Participants arc most concerned with control and convenience in selecting a repayment 
method. Although mauy ate wary about lettiug a bank or employer m^e then loan payment 
for them, they like the convenience associated with having one less bill to pay.

Writing a monthly check and employer withholding were the most popular payment 
methods. Those who prefer to write a check every month feel they mamtam more 
over their finances that wav. More specifically, they can pay more when they are able and 
withhold payment when necessary. The check also serves as documentation that a payment 
was made, should a question ever arise. Those who dislike the idea of wnting a check every 
month find they may forget to do it, or see it as just one more thing they have to do.

Employer withholding was perceived as an easy and convenient payment method by 
manv participants. The pavment is made without any thought or effort on the borrower s 
paa once withholding is set up. Also, payments are much less patnful than wnting a check. 
That is the borrower feels that money was never theirs so they don t miss it. Participants 
would parttcularlv like this method of withholding if it were done on a pre-tax basis. 
Concerns about this method center on employer fraud and mistakes, and pnvacy issues. 
Some participants worry employers would withhold the money but not pay the gove^ent. 
Others worry that mistakes made by the employer would be difftcull to trace and correct,
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while thev would still be responsible for the payment Some participants object to their 
employer'knowing about their financial obligations. Participants also wonder how they would 

know what their ouistanding balance is with this method.

While electronic transfers are also seen as an easy and automatic method of payment 
bv some, the majoritv of participants don’t like the loss of control over their finances 
envisioned with this 'method. While they wouldn’t forget to make the payment with this 
method, thev worry that they wouldn’t know exactly when the money would be taken out of 
iheir account, and thev would have to remember to have the funds m the account to cover the 
payment This method was also seen as making it difficult to keep track of their account 
balance. They are also afraid of mistakes being made with this method, and of having no 

way of documentinc that payments were made.

Loan Processing/Serv'icing Agcncv

Panicioams fcit that cusiomcr scrv.ce and efficiency are the most imponant qualities 
.hat a loan processinq aeenev should have. They expressed concerns about poor customer 
serv.ee receded in the p'ast Iron, the dtffcrent organizattons that they have dealt wtt^ as well 
as some apprehension about what organization could administer the program most efficiently.

Organizations mentioned bv panicipants as possible contenders for loan processing and 
servicing were the Department of 'Education, the Internal Revenue Service, pnvate contractors 
(such as'banks), Sallv Mae. ihe Federal Credit Union, and educational ii^titutions. While the 
Department of Education was mentioned most frequently and was thought to be most 
empathetic to the student perspective, some panicipants do not see loan processing as the 
Depanment’s area of expenise. Some panicipants also think the Depanment of Education 
has more imponant responsibilities on which it should focus its attention. And while the 
Department of Education was expected to be the most knowledgeable of the student 
perspective, those who have had direct experience with the Depanment (including financial 
aid advisors) do not necessanly find ns staff knowledgeable or accommodating.

Private industry was the second most often mentioned loan processing and servicing 
agenev Privaie contractors were thought to be more customer service oriented than 
-ovemmental agencies, although some panicipants were skeptical about having only one 
organization provide the serxaces. Rather, they would like to see several pnvate contractors 
provide services so that the element of competition is not removed from the mix. banks in 
panicular arc thought to have the appropriate expenise.

Those who favor the IRS as ihe loan processing and servicing agency see it already 
having the necessarv expertise, infrastructure and access to information. Panic^ants predict 
defauU rates would declme if the IRS were involved, and that they would be effective at 
collecting from defaulting bonoweis. On the down side, many panicipants perceive the IRS 
as a strong-arramg organization that would not understand a late payment or do 
renegouate loan terms if neccssan,'. The IRS is also seen by some as inefficient, difficult to
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navigate, and lacldnE m a customer service orientation. Some participants suggest if the IRS 
is to be involved, that a separate division be created specifically for dealing with student 
loans, and that personnel be trained specifically for dealing with student loan issues. Some 
suggest the IRS should only be involved with late payers and defaulters.

Most participants say that the loan processing and servicing agency which is chosen 
will not affect their choice of loan repayment plan.

Pursuing Those Who Do Not Repay Their Student Loan/IRS Involvement

Participants vacillate between harshness and leniency when asked how the government 
should handle those who do not repay their loans. While on the one hand, the vast majority 
of participants want to see the loans repaid, they also believe leniency is in order for those 
who are communicating with the government and letting them know if they are having 
financial difficulty. Little or no leniency was suggested for those who have the means to 
repay their loans and simplv refuse to do so. with renegotiation of loan terms being the first 
choi^ie. but seizing assets acceptable in 'hard core" cases. Reporting late payments and non­
payment to credit bureaus was seen as panicularly harsh, especially tor those having financial 
difficulties or those who may be applying for a deferment that may take many months to 

obtain.

Many participants believe that not repaying a student loan is just as serious as, or 
more serious than, not paying taxes, although they believe the consequences for non-payment 
of taxes are much more severe than for non-payment of student loans. They believe more 
stringent IRS enforcement of student loan payments would decrease the default rate, but it 
may also discourage some students from taking loans and pursuing an education or as much 
education as they might like. Some participants believe IRS enforcement would cause 
students to take the loans more seriously in the first place, and those who are unlikely to 
repay them might also be less likely to accept them. Panicipants believe ERS enforcement 
would have a limited impact on tax filing behavior, with most panicipants conveying that 
filing a tax return is something that they just have to do.
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Section FV

Options for IRS Involvement

Options 1 through 5 are presented in a progressive format Option 1 calls the

Option 1 - Information Sharing as Currently Authorized

Description
In the shon-run. Option 1 is ihc only option. It is the Diteci Loan ^ogram as 

cnrrcmlv authorized bv law. The Omnibus Budget Reconciliation Act of 1993 authorized 

Internal'Revenue Service to share limited individual income tax information with the 
SrpTrtment of Education lor the purpose of establishing income.contingent repaymenjs under 
°e federal Direct Student Loan Program. Option 1 represents minimal involvement by IRS. 
Option 1 comes close to emulating ihe ideal student loan system outlineu in Secuon IL

Under this option, ihe Dcpartmenl of Education reiains complele control over the 
student loan program. Not onlv does the Department of Education oversee rhe policy and 
r^Xw prLiS. ii would be solely responsible for ongmating and servicing Duecl Imans.

Included with this responsibility, but not limned to, would be.

establishing regulations and procedures 

issuing loans 
maintaining records
pcnodic billing (including mcome-conimgeni repayment amoun ) 

processing payments 
posting accounts 
handling borrower inquiries 
issuing deferments or forbearances 
resolving disputes 
collecting defaulted accounts^ 

monitonng program
In addition lo processing and program managemenl responsibililies. die Depanment of

1 The refund offset program, administered by IRS. is included m each of rhe five oprions. 
under the rehmd Sb..1:':tt Lg

^;r.^r“feri:;pa:er“ o° ms'?o? refund offset when o.her debt collection effort have

Tofailed.
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Education would be responsible for maintaining a high degree of customer service. Because 
only one agencv would be involved, the lines of accountability are very clear.

The Department of Education is required to have the first year regulations for the 
Direct Loan Program in place by May 1994 so that it can begin to issue loans in July 1994. 
Education is also rcquued to have subsequent year regulations m place by December 
Because this is a new procram, the Depanment of Education expects that there will be 
chances between the initial and final regulations. As part the evoluhonary regulatory process. 
Education is required to use necotiated rulemaldng m developing the final regulations. To 
minimize chances in the regulations, the Depanment of Education is planning to incorporate 
the results of the negotiated rulemaking sessions into the first year program.

While income-contingent is only one of many repayment options under the Direct 
Loan Program u provides several challenges to implement. Income-contingent repayment is 
not dependent on the tax svstem (e.g.. wage withholding, estimated payments) for payment 
proccssinc. IncomeKiontmgent means that repayment should be based, in pan, on the ability 
lo pav. \ieihod of pavmeni is not. nor should lL±e. entered into the equeuwn as a 
precondition for income-contingent repas'meni. Repayments can be made either by wntmg a 
check or transicmnc funds electronically as long as the repayment amount is based on ability

to pay.
Initiallv, the Depanment of Education intends to base repayment on pnor year’s 

adjusted cross income (AGI) and amount borrowed. Education h^ wntracted with a pnvate 
vendor to"administer the Direct Loan Program. Involvement by the Internal Revenue Service 
IS strictlv limited to sharinc infonnation from individual income tax returns (e.g., name, 
addrcss.'taxpaver .dcntilica''tion number, filing status and adjusted gross income) with 
emplovees of the Depanment of Education as authonzed by the Omnibus Budget 
Reconciliation Act of 1993. While this information can be provided on a 
10 IRS processing constraints, data tiom the most recent tax year would not become available

until July or August of the following year.

Advantages
Option I IS the least disruptive option for the IRS to implement. Since IRS cunently 

offsets refunds of taxpayers refened by the Department of Education, all Option 1 adds to 

[RS is the shartng of limited infonnation.

Option 1 also emphasizes customer service, one goal of the ideal student loan 
Students, or borrowers, no longer need to depend on banks for their education 
effectivelv eliminates problems associated from having loans at multiple banks. Funhermore. 
since IRS participation in the program remains in the background, borrowers only interact

with one acency.
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Disadvantages

The major disadvamaK of Opt.on 1 stems from a conflict between Educatran’s 
processing method and Internal Revenue Setvtce’s disclosure ptovtstons (Section 6103 of the

is authorized to disclose tax information to employees of the Department of Education, but 

not to its agents (contractors).

Because IRS disclosure provisions prohibit sharing tax return information with 
contractors, the Department of Education may not be able to offer income-contingent 
repayments as an option to borrowers. Even if the Department of Edjicauon ^IculaU^ 
inLL-contingent repayments and provided the results to the contractor, §6103 would be 
violated. To comply with §6103, the Depanment of Education may have ^^e lo^ for 
borrowers electing the income-contingent repayment option. Since the standard, extend^ and 
graduated repayment plans do not depend on tax return information. Education s contractor 
could service loans under those repayment plans.^

To resolve the conflict between Educatton’s reliance on contractors to administer the 
Direct Loan Program and §6103 disclosure provisions. Education Pl^mg to offer inrome- 
contingent repayment on a conditional basis. Income^ontmgent will be dependent on the 
borrower signing a waiver which allows IRS to provide the direct loan servicing contractor 
with AGL filing status, and entity information for the purpose of determining the required 
repayment amount. While the use of a watver allows the IRS to legally rele^e ^turn 
information to the contractor, it greatly complicates the operational process of informatio

sharing.
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Option 2: Increased Information Sharing

Description

Option 2 builds on Option i. .As m the first option, the Internal Revenue Service 
would continue to play a passive role in the Federal Direct Student Loan Program. The role 
of the IRS would be limited to sharing tax return information and offsetting refunds.

In terms of structure and organization. Option 2 is identical to Option 1. The 
Department of Education retains complete control over the student loan program. Not only 
does the Department of Education oversee the policy and regulatory process, it would be 
solely responsible for onginating and servicing Direct Loans. Included with this 

responsibility, but not limited to. would be:

establishing regulations and procedures 

issumg loans 
raaintainine records
periodic billing including mcome-contmgcm repayment amounts) 
processing payments 
posting accounts 
handling borrower inquiries 
issuing deferments or forbearances 
resolving disputes 
collecting defaulted accounts 
monitoring program

In addition to processinc and procram management responsibilities, the Department of 
Education would be responsible for maintaining a mgh degree of customer service. Because 
only one aeenev would be involved, the lines oi accountability are very clear.

There are three vanations ot Option 2;

• Option 2(a): E.xpansion of tax return information that can be shared with the 
Department of Education based on demonstrated need.

• Option 2(b): Expanding the scope of the waiver to include additional information to
Education's contractor based on demonstrated need.

• Option 2(c): Joint IRS/Education developed svstera to manipulate return information
so that there is no disclosure of return information to contractors.

These three vanations of an increased information sharing are designed to allow Education 
access to additional information which would aid in administering income^:ontmgent 
repavments and in the collection of defaulted debt. Tlie exact information that would be 
included in the enhanced program would be determined based on a need demonstrated by the 

Department of Education.
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In Option 2(a), legislative changes would be required. Under Option 2(a), ERS and 
Education would have to work together to determine the additional information to be 
specified under §6103 which could aid Education in administering the direct loan program. 
Additional tax return information could be useful to Education in several ways. Under the 
proposed Direct Loan Program, borrowers who elect income-contingent repayment will be 
required to provide information such as family size and marital status to the contractor as 
variable which influence the repayment amount. If Education were to process the repayment 
formula in-house, then IRS may be able to legally provide the additional information and 
eliminate the need to go to the borrower for the information. The use of additional tax 
variables in the repayment formula may prevent the contractor from backing out the 

individual pieces of return information.

In addition to providing Education with additional information to support the income- 
contingent repayment plan. Option 2(a) could also include information that may be beneficial 
to Education in collecting defaulted debL Although Education also uses contractors for much 
of their debt collection activities, IRS and Education could work together to determine if 
additional information could be used to determine defaulters' financial situation prior to
establishing installment agreements.

Under Option 2(b), the scope of information included in the waiver would be 
expanded to allow ERS to release more tax remm information to Education’s direct loan 
servicing contractor for the purposes of administenng income-contingent repayments. As in 
Option 2(a), the additional information to be included in the waiver would be based on a 

demonstrated need by the Department of Education.

Option 2(c) would consist of a joint IRS/Education system which would manipulate 
tax return information so that there would be no disclosure of return information. As p^ of 
Option 2(c) IRS could act in an "advisory" capacity to the Department of Education. The 
IRS has historical knowiedee of collection and processing functions. The IRS also knows 
how to use income tax information. The Depanment of Education recently was provided with 
additional collection tools such as wage garnishment. ERS could assist Education in the 
implementation of wage garnishment as an effective defaulted student loan collection 
technique based on its experience in collecting delinquent taxes. ERS also has a long history 
in processing information from a variety of sources. IRS may be able to assist Education and 
its contractor in improving their payment processing system. Such an ongoing partnership 
between the two agencies could end up being of mutual benefit. For example. Education may 
be able to assist IRS bv providing information on borrowers entering repayment so that the 
IRS can make a proactive contacl (i.e., sending tax packages to borrowers entermg repayment
status) to help eliminate potential noniilers.
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Advaniages

The increased information sharing under Option 2, like Option i, is least disruptive to 
ERS operations. Since IRS currently offsets refunds of taxpayers referred by the Department 
of Education, all Option 2 adds to Option i is the expansion of return information that can be 

shared with the Department of Education.

Option 2 also emphasizes customer service, one goal of the ideal student loan system. 
Students, or borrowers, no longer need to depend on banks for their educational loans. This 
effectively eliminates problems associated from having loans at multiple banks. Furthermore, 
since IRS participation in ihc program remains in the background, borrowers only have to 

interact with one agency.

Option 2 allows Education to make income-contingent repayments even more 
equitable. .Additional la.x return information can be used to develop a repayment plan that 
comes closer to rcpreseniinn ability to pay. In addition to AGI, selected line items, such as 
numner of dependents, could provide a more realistic repayment scheme.

Disaavaniagcs

With the institutionalizinc of consents (waivers), one concern is that the public will 
lose confidence in the integnty of the tax system. With other agencies (and contractors) 
having access to tax information, the potential for abuses of such information increases 
dramaticallv. Coupled with the integrity issue is the "big brother” perception and privacy 
concerns. One result from the focus groups conducted as part of this study is that the public 
already thinks that the IRS knows everything about taxpayers. With the increased sharing of 
information, this information then becomes the propeny of the Federal government, not just 
IRS. Knowledge of this information could lead to violations of privacy or discriminatory

treatment.

Max 5. 1994 IV - 6 DRAFT



Option 3: IRS Collects Defaulted Debt

Description

Option 3 builds on either of the previous two options. Like Options 1 and 2, the 
Depanment of Education retains almost complete control over the student loan program. Not 
only does the Department of Education oversee the policy and regulatory process, it would be 
solely responsible for originating and servicing Direct Loans. Included with this 
responsibility, but not limited to, would be:

establishing regulations and procedures 
issuing loans 
maintaining records
periodic billing (including income-contingent repayment amounts) 
processing payments 
posting accounts 
handling borrower inquiries 
issuing deferments or forbearances 
resolving disputes 
monitoring program

All of these responsibilities belonged to the Department of Education under Options 1 and 2 

as necessary functions for a competently run program.

However, the role of the Internal Revenue Service fundamentally changes under this 
option. In this scenario, IRS would move from being a passive partner to active participation 
as legislation would be enacted that would authorize IRS to collect defaulted student loans for 
the Department of Education. In effect, IRS becomes the pnmary collector of defaulted 

loans.

Under Option 3, the Depanment of Education continues to determine when a debtor 
enters default status. Once a debtor defaults, the Secretary of Education declares the entire 
outstanding principle to be defaulted and refers the remaining balance to the IRS using an 
administrative judgement that allows the IRS to treat the defaulted debt as if it were a tax.

As a tax, a defaulted student loan would be subjected to the same collection 
procedures used to collect delinquent individual income taxes. IRS collection personnel 
would not be aware that they were collecting an assessment that had once been a defaulted 
student loan. The first step in the IRS collection process consists of a series of computer 
generated notices requesting payment. Some taxpayers respond to the notices either by 
complying with the notice and others partially comply or fail to comply with the notice. If 
taxpayers do not respond to the notices, these cases would enter Tax Delinquent Account 
(TDA) status. Resolution of TDAs begins at the Automated Collection Service (ACS) call 
sites. ACS is a relatively low cost collection system. A series of phone calls are made at the
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ACS call sites to taxpayers requesting payments. If these phone calls do not resolve the 
TDAs. the cases enter a queue and are electronically pnoniized. Cases with the highest 
priority are assigned to a Revenue Officer (RO). Those cases not assigned to an RO remain 
in the queue until all cases with a higher prionty have been assigned. Revenue Officers use a 
variety of activities from phone calls to personal interviews to resolve the TDAs and are 

responsible for the cases until they close.

To maximize customer service and minimize problems with ERS using its collection 
authority, the Department ol Education will perlorm dispute resolution to the same degree it 
currently does prior to refund offset reierrals. The accounts referred to the ERS should be as 
"clean” as possible. ERS personnel are trained to collect taxes under the Internal Revenue 
Code. Student loans are subject to different statutes and regulations. By trying to resolve 
disputes with defaulters prior to referrai to ERS. potential problems with ERS collection are 
minimized. While the ERS docs have an appeals process and problem resolution program to 
handle disputes, these programs are geared towaras tax collection, not debt collection. 
Employees of the Depanmeni ol Education lor ns contractors) should be more responsive to 
the needs of its borrowers. Education nas me expertise and knowledge of the student loan 
process and the regulations pertaining to their programs. Rather than being referred to ERS. a 
defaulter may be entitled to a forbearance or deferral. In addition, a defaulter may enter 
voluntary repayment rather than be suoiectcd to IRS collection. Finally, if disputes are 
resolved prior to referral, then the impact on IRS operations are minimized.

Since ERS would collect defaulted student loans as if they were delinquent taxes, the 
avenues available to resolve problems after referral would be identical to the mechanisms 
used to resolve tax disputes. Taxpayers have the problem resolution program, appeals and 
Tax Court available to resolve disputes with ERS. While the dispute resolution mechanisms 
for taxes could be used to solve defaulted student loan problems, borrowers. Education and 
ERS would be better served if disputes were resolved prior to referral.

As staled earlier, the IRS wemid assume responsibility for collecting ail defaulted 
student loans regardless of originating loan program (Federal Family of Education Loans or 
Direct Ixjan Pro^am).^ Depending on the year of implementation, the ERS could eventually 
pick up the 7 to 10 million defaulted accounts from the Federal Family of Education Loans. 
The S22 billion accounts receivables would become pan of IRS’s accounts receivable 
inventory. To ensure integrity and accountability in the student loan system, the IRS would

^ Under the refund offset program, ihe Depanment of Education issues a 60 day nonce to 
defaulters of their intent to refer their account to the ERS for refund offset For the 1994 
filing season (through February 22. 1994) S30.432.984 was received in voluntary payments 
and $130,234,311 was offset for the Department of Education.

^ IRS would assume responsibiliiv for collecting all defaulted debt under Options 4 and o 

as well as under Option 3.
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have to develop internal accounting routines that would track student loan collection efforts 
separately from normal tax collection. Furthermore, IRS must be able to notify the 
Department of Education when the defaulted debt has been paid in full In determining the 
success of the Direct Loan Program, the Department of Education must be able to measure 
the impact on defaults and the ability to collect defaulted debt Finally, for program integrity, 
Education also must be able to track default information by individual since borrowers in 
default are not eligible to receive further assistance from the Department

As in Options 1 and 2, the Internal Revenue Service will continue to offset refunds to 
pay defaulted debt In addition to the refund offset program, the ERS will submit the 
defaulted debt to the same activity used to collect delinquent taxes. In fact, IRS will not 
discriminate against defaulted debt or treat it any differently from tax collection. Defaulted 
student loans will receive the same series of notices that are sent due to delinquent tax cases. 
The deferral level that applies for tax cases will also apply to student loans.

While defaulted student loans will be collected as delinquent tax liabilities, IRS 
Collection function will have to develop an effective collection strategy. If student loan cases 
are assigned priority in collection workload selection, then defaulted student loan cases may 
be worked ahead of higher value tax cases. The average defaulted student loan balance is 
approximately $3,700. The average value of tax collection cases referred to the field is much 
higher. Assigning priority would allow more student loan cases to be worked, which may 
result in higher defaulted loan collections. If defaulted student loan cases are not assigned 
priority, then many of the cases would wind up in the queue and remain there until the 10 
year statute of limitations expires. Assigning workload priority to defaulted student loans 
ensures that these cases will be actively worked.

While assigning priority represents one extreme of collection workload management 
strategies, the other extreme is allowing student loans to be worked on the same criteria as 
income tax cases. Compliant taxpayers may become noncompiiant based on their experience 
with IRS collecting student loans. IRS loan collection may leave defaulters with the 
impression that the IRS is soft on student loan collections. This attitude could spill over to 
their perceptions of IRS tax collections.

In addition to the concern about compliance, collection prioritization may be increased 
for defaulted student loans to reflect the age of the accounts. Defaulted student loans from 
the FFEL Program already have been worked extensively by hanks, guaranty agencies and 
Education’s debt collection contractors. These defaulted accounts have received a number of 
notices and telephone contacts as well as tax refund offset Because they have been worked 
extensively, a higher percentage of defaulted student loan cases may be referred to Collection 
Field personnel than if they were delinquent tax cases.

Defaulted student loans would be added to any delinquent taxes. The coupling of 
student loans and delinquent taxes would serve to increase the priority of the collection effort. 
From the Revenue Officers’ perspective, student loans would be indistinguishable from
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delinquent taxes. However, from a program accountability perspective, student loan 
collections should be tracked separately from tax collections. Therefore, in cases where a 
taxpayer has both a defaulted student loan and delinquent taxes, payments will have to 
artificially allocated between taxes and student loans. If taxes are paid first, then the 
borrower would not be eligible for another student loan until all delinquent taxes and student 
loans are paid. If student loan accounts are credited first, then borrowers would be eligible 
for additional loans even though they have delinquent tax accounts. The prioritization of 
defaulted student loan or delinquent tax payments needs to be determined prior to ERS 
involvement in defaulted student loan collection.

Advantages

The major advantage of Option 3 is that since defaulted debt can be treated like a tax, 
the Internal Revenue Service can use its full collection powers. With the use of increased 
enforcement powers, the size of the defaulted student loan portfolio should gradually be 
reduced. IRS does have more powerful collection devices available than the Department of 
Education. Besides wage garnishing (levy), IRS'has the authority to levy bank accounts and 
seize physical property. The Service also uses the refund offset mechanism to apply 
payments to delinquent tax accounts. Because ERS would be treating defaulted loans like a 
tax, all of these collection mechanisms would be available for use on accounts which meet 
the requirements.

Based on historical tax collection data, the Service collects approximately 70% of the 
original assessed dollars in tax cases within the first three years. Approximately 70% of 
eventual collections are received during the first year. Between the banks, guaranty agencies 
and the Department of Education, approximately 60% of defaulted student loans eventually 
are collected.* Between the guaranty agencies and the Department of Education, 
approximately $22 billion in student loans are currently in default Loans are different from 
taxes: therefore, it is unclear whether ERS would have a higher collection rate than Education.

An additional advantage of using the ERS as the default collection agency concerns 
defaulters who also have outstanding tax liabilities. ERS assigns workload selection priorities 
to delinquent cases based on a number of factors. One of the factors is the size of the 
delinquent account. The addition of defaulted debt to the amount of delinquent taxes will 
increase the collection priority of those borrowers. Furthermore, the defaulter only has to 
deal with one agency rather than two.

Option 3 has the potential of another advantage to the ERS. There is the possibility 
that some defaulters will turn out to be individuals for whom IRS has no prior tax filing

* This includes collections from the refund offset program administered by the Internal 
Revenue Service.
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record. Since the population of borrowers in repayment status tends to be mobile, the 
Depanmeni of Education could have information on potential noncompliant taxpayers.

Disadvantages

There are major disadvantages to using the Internal Revenue Service as the defaulted 
student loan collection agency arising from the following:

• A high percentage of defaulted loan balances fall below the IRS deferral level.
• There are approximately 7 million current defaulters in FFEL and approximately 

650,000 defaulters add^ annually.
• Unless ERS receives very substantial increments of resources, collection of student 

loans will divert resources from tax collections.

Each of these factors creates large workload management problems for ERS Collection.

To aid collection workload management., the ERS established a deferral level which 
fluctuates depending on the inventory of cases and available resources. Cases under the 
deferral level receive the normal stream of collection notices and refund offset After ±e 
final notice collection efforts are placed on hold until additional delinquent taxes and interest 
raise the account above the deferral level. While the notice stream is an effective collection 
tool, taxpayers (or borrowers, in this scenario) may perceive the IRS as bemg soft on 
compliance.' After all, these defaulters have already received a number of notices from 

banks, guaranteed agencies, and Education.

The collection of defaulted student loans will greatly impact ERS workload 
management Based on department of Education statistics, there are approximately 7 to 10 
million borrowers currentlv in default with an additional 650,000 defaulters expected each 
subsequent year through 2000. All of the currently defaulted loans and the majority of the 
expected defaulted loans are from the Federal Family of Education Loans (FFEL). Only a 
small percentage of projected defaulters are expected to be from direct loans.

Since the majority of the defaulted loans are held by guaranteed agencies, the cost 
analysis assumes that IRS would not receive the entire ponfolio at once. Instead. IRS expects 
2.05'million defaulters each year for the first five years. To work these cases. IRS would 
require a substantial increase in resources. Furthermore, collection resources required for 
active work beyond the notice stream and refund offset would have to be mcreased
substantially."

' Sec the Compliance Analysis section for further details. 

" See the cost analyses for further details.
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All of this means that there will be large opponunity costs associated with ERS 
collectine defaulted student loans. To handle the increased workdoad. ERS would require 
additional resources. However, instead of applying the additional resources to student loan 
cases, the IRS could use the resources to collect delinquent taxes. On average, student loans 
balances are lower than delinquent taxes. Lf the additional resources were applied to 
outstanding taxes cases currently in ERS’ inventory instead of defaulted student loans, 
approximately $770 million per year in tax revenues could be collected.

Furthermore, regardless of how payments are divided between defaulted loans and 
delinquent taxes, the prioritization scheme will be amficially derived. While treating 
defaulted student loans as if it were a tax for coilection purposes minimizes problems for 
IRS’ collection personnel, it does not allow the Service to accurately separate collections from 
individuals who defaulted on a student loan and have outstanding tax liabilities.

Finally, student loans are different Lrom taxes; therefore, IRS’ ability to collect 
defaulted student loans will be different irom us amliiv to collect delinquent taxes. Tax 
liabilities are based on income, so there snould-be a nigh probability ot eventual collection.
On the other hand, defaulted student loans are not income dependent. Loans are offered as a 

means to enable students to afford post-secondary education.

Based on studies conducted by the General .Accounting Office and various guaranty 
agencies, defaults are more likely among those attendmg propnetary schools and commumty 
colleges independent students, freshman, dropouts, students with meager financial resources, 
and those who do not receive loan counseling. In 1989. the Department of Education 
analyzed the effects of five variables on default status: type of institution attended. AGL 
independent/dependent status, years of schooling completed, and enrollment status (i.e., 
graduated withdrawn). Statistical analvscs indicated that AGL type of institution, and years 
of schooling were highly correlated with default. Because the correlation between AGI ana 
default status was negative, the collection of defaulted debt by the ERS poses a high degree oi

risk.
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Option 4: LRS Collects Income-Contingent Direct Student Loans 

Description

Option 4 builds on Option 3. In addition to collecting defaulted debt. Option 4 
requires that the Internal Revenue Service process all income-contingent Direct Student Loan 
repayments through the tax system. All other Direct Loan repayments will be handled by the 
Department of Education or its Direct Loan Servicing Contractor. This option requires that 
the Internal Revenue Service be granted the legislative authority to collect smdent loan 
repayments as if they were taxes.^

Income-contingent repayment schedules are based on the borrowers ability to pay. 
Borrowers would estimate the additional wage withholdings or estimated quarterly payments 
necessary to meet their required repayments. The estimated withholding or quanerly payment 
for student loan repayment would be based on a worksheet or formula provided to the 
borrower by the Depanmeni of Educauon. For wage earners, borrowers could either specify 
the additional withholdings or adjust their allowances on Form W-4, Employee’s Withholding 
Allowance Certificate. Self-employed taxpayers would have to increase their quarterly

estimated tax payments.

The reconciliation between required and actual payments and liabilities would occur 
on the annual individual income tax return. In principle, this reconciliation would be similar 
to the reconciliation between tax payments and tax liabilities. The most likely method for 
handling student loan reconciliations would be through the creation of a new schedule and the 

addition of new lines on Form 1040.

Because the Department of Education would retain responsibility for overseeing the 
entire Direct Loan program and would mamtam and service accounts, the ERS would have to 
be notified on an annual basis to expect student loan repayments. The IRS would then:

• Compare the sum of required loan payments and tax liabilities to total actual payments
(the sum of withholding, estimated payments and remittances with the return).

. Issue notices and notify Education of underpayments (nonpayments).
• Refund overpayments.

If a borrower fails to pay or underpays the required repayment for that year, IRS would issue 
a balance due notice and attempt to collect the delinquent amount through normal collection 
procedures. However, the Depanment of Education, not ERS, would make the determination 
of when the debtor entered default status. Education would then accelerate the outstanding 

loan balance and refer it to ERS for collection as if it were a tax.

' In effecL income contingent repayments would be a surtax under this option.
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Advantages

This option has several distinct advantages over the first three options. It leverages an 
exisiinc system for collecting revenue based on income. As with the income tax system. 
income'’-contmgent student loans could be repaid through wage withholding, estimated 
quancrly pavraents and a remittance filed with the tax return (subject to a potential penalty 
for underpayment). If wages are the primary source of income, borrowers can either use an 
existing line on Form W-4 to specify additional withholdings or decrease the number of 
allowances to cover their student loans. If a borrower is self-employed, then additional 
calculations would be necessary to determine the additional payment to include with the

quancrly return.

Because no changes to the withholding system are planned, burden on employers is 
minimized. In fact, the burden and responsibility rests with the borrower. Employers would 
not be able to. nor would ihev be reauired to. separate withholdings for student loans from 
wiihholdmcs tor taxes. While there will have to be some changes to the existing individual 
income tax'"forms as well as the addition of another schedule, employers would not have to 
develop or change existing accounting systems to handle income-contmgent repayments.

Using the existing system also benefits the government as opposed to changing the tax 
svstem. While CRS would have to make extensive changes in processing and accounting, they 
pale in companson with the changes that would be necessary to accommodate an overhaul of

the withholding system.

Disadvantages

Because Option 4 incorporates Option 3. the disadvantages of Option 3 also apply to 
Option 4. Since Option 3 contains a full description of these disadvantages, the discussion ot 
drawbacks to Option 4 will focus on the income-contmgent portion that is unique to IRS

involvement.

The weaknesses of Option 4 How directly from its strengths. Option 4 uses the 
existmc tax collection svstem to collect income-contingent student loans. One consequence 
of this “option IS that the Direct Loan Program goal for program accountability is not fully 
meu Because payments are not separated by account category, loan payments tor individuals 
choosing income-contingent repayment are indistinguishable from tax payments. This has 
serious consequences if cither the loan or tax is underpaid or not paid. For example, a 
borrower undcrwithheld taxes and correctly adjusted withholdings for the student loan. Loan 
payments and student loan payments are inseparable. Which account is fully credited? It 
becomes an pnoriuzaiion issue of how payments are allocated between income taxes or 
student loans. Recaraless of the borrower's intent. Option 4 requires that an artificial
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prioritization between student loan and tax acxounts be developed.

While spousal income is included as a basis for income-contingent student loan 
repayment under all options, it becomes a particularly sigmficant problem when ERS is 
involved in collection. The individual income tax system is a progressive tax system which 
means that the marginal tax rate increases as income increases. Tax withholdings are based 
in part on filing status; however, the potential exists that mamed borrowers could have taxes 
withheld at a lower marginal rate and then be liable at the higher marginal tax rate.
Therefore, even though a married borrower could have adjusted withholdings to account for 
the income-contingent student repayment, the borrower (and spouse) may be underwithheld 
for taxes. Therefore, the amount that was intended to be student loan payments may be used 

to offset the delinquent tax

From the point of view of traditional loan servicing, an additional disadvantage with 
Option 4 is that the Department of Education will not know how much has been repaid until 
loan and tax withholdings have been reconciled with the required liabilities on the individual 
income tax return. This”reconciliation occurs only once a year. Approximately 18 months 
could pass before an underpayment is noticed. This is a serious weakness.

Option 4 has one final disadvantage that stems from using the tax system for 
collecting payments. As stated earlier, reconciliation between payments and liabilities occurs 
once a year. Furthermore, payments are posted only once a year. Therefore, this plan really 
amounts to an annual payment While this docs not matter on the surface, it docs matter over 
the course of the repayment schedule. On a conventional loan, the amount borrowed is 
amortized over a fixed period at a fixed interest rate. Varying the repayment frequency can 
vary the payment amount and the total interest as well as the term of the loan. More frequent 
payments reduces the total interest paid on a loan. From a borrower’s perspective, payments 
coincide with pavdavs. Borrowers paid on a monthly basis should conform to borrowers who 
do not choose income-contingent. However, not all borrowers are paid on a monthly basis. 
Manv payrolls are based on bimonthlv, biweekly, or weekly basis. These more frequent 
payments should result in a quicker repayment schedule. However, the existing tax collection 
system precludes crediting individual accounts during the course of the year.

To the extent that student borrowers underreport their income to ERS, income- 
contingent repayments will be incorrectly calculated. To the extent that they fail to pay their 
taxes, they will fail to repay their student loans.

« Under refund offsets, outstanding tax liabilities receive first consideration.
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Option 5: ERS Processes All Federal Direct Student Loans 

Description

Option 5 builds on Option 4. Ln Option 5. the Internal Revenue Service would collect 
defaulted student loans and process all direct student loan repayments, regardless of 
repayment method. Option 5 requires that Congress pass legislation which would allow the 

Internal Revenue Service to:

• use its enforcement functions to collect defaulted or delinquent student loans;
• use its tax collection system to collect income-contingent direct student loans; and,
• process all other direct student loan payments (c.g., standard, extended or graduated 

repayments).

Under this option, the ERS becomes the primary student loan collector tor the Federal 

government.

The underlving assumptions that were discussed in Option 4 are retained in this 
option. The Depanment of Education retains overall responsibility tor the Federal Direct 
Student Lxian Program (PDSLP). Included with this responsibility is the maintaining and 
servicing of student loan accounts. Funhermorc. the Department of Education is responsible 
for determining when borrowers enter default status. For payment processing and default 
collection purposes, the Internal Revenue Service would treat loan repayments like a tax.

Based on Depanment of Education projections, the income-contingent repayments 
constitute only 20% of all direct loans. The income-contingent portion would be handled 
according to the system described under Option 4. ,As in Option^4, the ERS would not 
distinguish income-contingent loan payments trom tax payments.

The remainmc 80% oi student loans would be repaid via standard, extended, or 
graduated payments. From a processing point of view, there is virtually no difference 
between standard, extended, or graduated payments: they are all variations of a fixed 
payment plan. Since the Department of Education would remain responsible tor maintaining 
and servicing accounts, all that ERS would require from Education is the payment amount tor 
the coming year. Payments could be received either through additional withholdings or 
estimated payments, similar to the income-contingent repayment option, or ERS could issue a 
coupon book to each borrower with the monthly payments for the coming year. By using 
coupon books. IRS would then be in a position to track payments and issue reminder notices
when payments are behind schedule.

" This means that the IRS would treat nonpayment or underpayment of student loans 

identicallv to nonpayment nr underpayment ot taxes.
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For borrowers electing a repayment plan other than income-contingent and electing to 
use coupon books, IRS would be able to identify student loan payments. IRS would be able 
readily distinguish student loan repayments from tax receipts. Since payments are already 
separated from normal tax collection, IRS can track individual payments. For example, if a 
borrower misses a payment, IRS can issue a reminder notice and notify Education of the 
account status. Under income-contingent, it is impossible to identify underpayments or 

nonpayments until the tax return is filed.

K borrowers elect to repay their student loan through adjusted withholdings or 
estimated quarterly payments even though they elected standard, extended, or graduated 
payments, the reconciliation between required and actual payments and liabilities would occur 
on the annual individual income tax return. This reconciliation would be similar to the 
reconciliation performed by borrowers who selected the income-contingent repayment option.

Advantages

This option has the same advantages as Option 4 with respect to income-contingent 
repayments. The addition of IRS processing fixed payments add several benefits to the 
F^eral govemmenL^°

Income-Contingent Repayments

T ike Option 4, Option 5 leverages an existing system for collecting revenue based on 
income. As with the income tax system, there are three ways to pay the yearly liability:

1. wage withholding
2. quarterly payments
3. payment filed with return (subject to a potential penalty for underpayment)

If wages are the primary source of income, borrowers use an existing line on Fom W-4 to 
specif additional withholdings to cover their student loans. If a borrower is self-employed, 
then additional calculations would be necessary to determine the additional payment to 

include with the quarterly return.

Because no changes to the withholding system are planned, burden on employers is 
minimized. In fact, the burden and responsibility rests with the borrower. Employers would 
not be able to, nor would they be required to, separate withholdings for student loans from 
withholdings for taxes. While there will have to be some changes to the existing individual 
income tax forms as well as the addition of another schedule, employers would not have to 
develop or change existing accounting systems to handle income-contmgent repayments.

Fixed payments consist of the standard, extended and graduated repayment plans. 
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taxUsing the existing system also benefits the government as opposed to changing the iua 
system. While ERS would have lo make extensive changes in processing and accounting, they 
pale in companson with the changes that would be necessary to accommodate an overhaul of 

the withholding system.

Fixed Repayments

ERS processing of fi.xed repayments offers additional benefits. The ERS is already in 
the business of processing large volumes of information. The addition of student loan 
processing represents a marginal increase in business over current tax return processing.

Disadvaniages

The disadvantages of Option 4 also apply to Option 5. In addition. Option 5 generates 
^omc eauitv issues. Borrowers, whether thev opted for income-contingent or fixed repayment, 
wno elect to repay ihrouun the tax svstcra will be treated differently from borrowers who use 
coupon books. In the case ot underpayment op-nonpayment of student loans or taxes, 
borrowers using the tax system would be subject to an artificial allocation of payments. For 
borrowers selecting coupon book repayments. ERS would know where the underpayment or 
nonpavment occurred. ERS can track payments using coupon books. While this unequal 
treatment of borrowers exists under Option 4. Option 5 centralizes it within one processor. 
The public perception ot IRS processing student loan payments maybe extremely negative.
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Section V

OBRA Conference Report Issues

Introduction

Section IV provided a brief description of the five options developed for determining 
the feasibility of IRS involvement in the Federal Direct Student Loan Program (FDSLP). In 
addition to the descriptions, the major advantages and disadvantages ( from the Federal 
government’s perspective) and program cost estimates were addressed. In addition to 
developing alternative roles for IRS involvement, the OBRA ’93 conference report 
specifically requires that the Departments of Treasury and Education address five issues 
concerning the involvement of the Internal Revenue Service in the FDSLP. In this section, 
each issue is examined in the context of each option. The five options for IRS involvement 
which were developed in Section IV are:

Option 1 Information sharing as currently authorized (Le., name, address, TIN, AGI, and 
filing status). Under this option, Education would administer student loan 
repayments. IRS would continue the refund offset program for student loan 

defaulters.

Option 2 Increased Information Sharing. This option is similar to the first option;
however, additional legislation would be requested to allow Education to use 
additional income and employment information to administer an income 
contingent repayment system. ERS would continue the refund offset program 

for student loan defaulters.

Option 3 ms Collects Defaulted Debt. Under this option. Education would administer 
the student loan repayment system and refer defaulted debtors to the IRS for 
debt collection (requiring a administrative judgement from Education to treat 
defaulted debt like a tax).

Option 4 IRS Collects Income Contingent Student Loans. This option would require 
legislation for the ERS to handle repayment of student loans through wage 
withholding or estimated payments, for debtors who select income-contingent 
repayment. In addition, ERS collects defaulted debt.

Option 5 IRS Collects Direct Student Loans, Regardless of Repayment Plan. Under this 
option, legislation would be required to allow ERS to handle repayment of ^ 
direct student loans, despite the repayment plan selected by the debtor (i.e., 
income contingent, fixed payment). In addition, ERS collects defaulted debt.

Whether IRS could implement such a system of student loan repayment system with its 
current resources and without adversely affecting its ability to collect tax revenues?
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The Internal Revenue Service could implement Options 1 and 2 with mmimal 
resources. The Service currently pertorms refund offsets tor the Department of Education and 
will continue to do so under the direct loan program. In addition, the Internal Revenue 
Service is working with the Department ot Education on the sharing of tax return information 

for the purposes of administering income contingent repayments.

From an operational perspective. Option 2 represents a minor extension of Option 1.
In Option 2, IRS would continue to provide passive suppon for Education’s direct loan 
program. Besides providing additional tax return information for administering income 
contingent repayment. ERS would continue to act as the collection agency of last resort 
through the refund offset program. In Options 1 and 2, IRS plays a supportive role, yet 
remains in the background. Options 1 and 2 are reimbursable programs for ERS, meaning 
Education reimburses ERS for the services performed.

On the other hand. Options 3. 4, and 5 represent significant new activity for ERS in 
collecting student loans. The role of IRS changes from being the collector of last resort to 
being the government’s primary student loan collector. The costs of these options are 
significant, particularly labor costs. Funhermore. ERS costs are extremely sensitive to the 
volume of defaulters and the percentage of defaulted accounts that are handled through the 
Automated Collection System ( ACS) and Revenue Officers in the field. Minor increases in 
the percentage of cases being worked in those functions significantly increase costs.
Processing costs are also sensitive to the volumes of direct student loans, particularly the
lockbox costs.

In addition to the direct costs, there are substantial opportunity costs associated with 
IRS involvement in the student loan program. Without additional resources, tax collections 
from delinquent tax accounts would suffer. If the additional resources were applied to 
outstanding tax cases currently in the queue instead of defaulted student loans, approximately 
$770 million per year in tax revenue could be collected. Given the size and distribution of 
ERS accounts receivables as compared with Education’s ponfolio of defaulted debt, collecting 
defaulted student loans could be construed as a mis-allocation of ERS’s resources. That is, the 
marginal revenue to cost ratio will generally be higher tor collecting tax delinquenctes than 

for collecting defaulted student loans.

The cumulative impact of increased disclosure of tax information and increased IRS 
involvement in nontax collection activities on voluntary compliance with the tax laws.

This requirement addresses two separate issues. The first is the impact of increased 
disclosure of tax information. Tlie Internal Revenue Service is authorized to disclose limited 
tax return information to other agencies as specified by §6103 of the Internal Revenue Code. 
To protect taxpayer pnvaev and ensure the integrity of the tax system and voluntary 
compliance, the Service strictly administers the disclosure provisions.

Since Options 1 and 2 arc primanly exchanges of tax return information with the
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Depanmem of Education, the impact of increased disclosure on voluntary compliance is of 
significant concern. Under the current program. Option 1, §6103 does allow IRS to disclose 
taxpayer entity information, adjusted gross income, and filing status to Education; however, 
this information cannot be released to the direct loan servicing contractor. To resolve the 
conflict between Education’s reliance on contractors to administer the Direct Loan Program 
and §6103 disclosure provisions. Education is planning to offer income-contingent repayment 
on a conditional basis. Income-contingent repayments will be dependent on the borrower 
signing a consent at the time of repayment which allows IRS to provide the contractor with 
AGI, filing status, and entity information for the purposes of determining the required 
repayment amount. The contractor may have other lines of financial business. If the 
borrower has dealings with the contractor’s other lines, then the contractor may be tempted to 

use the tax return information.

The second issue concerns the impact of increased IRS involvement in nontax 
collection activities on voluntary compliance with the tax laws. This issue applies to 
Options 3 4 and 5. Historically, the Internal Revenue Service has been concerned about 
involvement in nontax debt collection. The mission of IRS is collecting tax revenues owed to 
the Federal government. The Service is concerned that increased nontax debt collection 
activity eventually could undermine taxpayers’ confidence in the tax system, resulting in an 

erosion of voluntary compliance.

In the Omnibus Budget Reconciliation Act of 1981, Confess authorized IRS to offset 
refunds for taxpayers owing support debt to families receiving Aid to Families with 
Dependent Children. Since then. Congress expanded the refund offset program to encompass 
all Federal nontax debt. In order to determine whether refund offsets negatively influence 
voluntary compliance, IRS conducted a comprehensive long-term study. The fmal results of 
that study, released in February 1993, concluded that the program did have a long-tenn 
negative impact on compliance. However, the program benefits outweighed the costs. The 
dollars offset for delinquent debt were greater than the estimated loss in tax revenues.

The General Accounting Office also smdied the impact of refund offsets on voluntary 
compliance. In a study of guaranteed student loan defaulters, GAO agreed with IRS’s ^neral 
conclusion that there is a decline in compliance in the year immediately following an offset 
However GAO concluded that it was only a one year decline. Both IRS and GAO agreed 
that the refund offset program has yielded a net benefit to the Federal government despite the 
decline in compliance. However, if the impact on compliance is long-term, as indicated by 
ERS research, then the decline in compliance eventually could result in a net loss to the

‘ A total of approximately $719 million was lost due to the decreased compliance for 
taxpayers offset for the first time in 1985, 1986, 1987 and 1988. Of that $719 million, $621 
million was attributed to the increase in nonfilers and approximately $98 million was 
attributed to the increase in balance due filers. Over the same period, about $1.3 billion was
offset from the same population.
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Federal government.^

Based on IRS’s cxpenence in offsetting refunds to satisfy nontax debt. Option 3 
should result in a net decline in voluntary compliance with the tax laws. Option 3 restricts 
IRS activities to defaulters. For the 1994 filing season, the Department of Education referred 
over 2.9 million defaulters to ERS for offset with total outstanding liabilities exceeding $11.5 
billion. Under Option 3, ERS would eventually receive the entire portfolio of 7 to 10 million 
defaulters for collection activities. The refund offset program would be a major tool in trying 
to collect that debt. In the years following the offeet, compliance would decline. Because 
Options 4 and 5 retain the defaulted debt collection effort, the decline in compliance 

attnbuiable to refund offset also applies.

ERS collection of defaulted debt raises other concerns. Defaulted student loans tend to 
be old debt Defaulted debu under the FFEL program can be two or three years old before 
Education receives it from the guarantee agency. Defaulters have already received a number 
of nonces from the originating bank, guarantee agency and Education. In addition, defaulted 
student loans tend to have small balances (average is approximately $3,700). Because 
defaulted student loans are old and have small balances, it can be questioned whether ERS 
will be more capable of collecting them. A large percentage of defaulted accounts fall below 
ERS deferral levels. Until these accounts (along with any accrued delinquent taxes) rise above 
the deferral level, IRS collection efforts would be restricted to refund offset and the notice 
stream. On the other hand, if these accounts were to remain with the Depanment of 
Education, they would still be subject to refund offsets and Education’s contractor would 
continue to actively work the defaulted accounts.^ The lack of IRS activity on the large 
inventory of accounts below the deferral level could send the wrong message. If the ERS is 
soft on collecting student loans, then it may be soft on taxes. Voluntary tax compliance may 

suffer in the long-run.

Advocates of increased ERS involvement argue that the "fear factor" from ERS 
involvement would reduce future defaults and accelerate current default collections.
However, fear of ERS can act as a double-edged sword. Some taxpayers are compliant

‘ For further information concerning the impact of the refund offset program on 

voluntary compliance see:

United States General Accounting Office, Tax Policy: Refund Offeet Program Benefits. 
Appear to E.xcced Cosus. GAO/GGD-91-64, May 1991.

Internal Revenue Service. Research Division, The Impact of Nontax Refund Offsets on 
Voluntary Compliance. October 1992 (Revised February 1993).

^ The department of Education’s debt collection contractor uses telephone contacts to 

secure additional payments.
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because they are afraid of being caught while others remain out of the system out of fear. 
These taxpayers are of afraid of the consequences of coming back into the system. The IRS 
has a "bad guy" reputation. Once taxpayers become nonfilers, they remain out of the system 
due, in part, to the fear having to pay the accrued penalties and interest that have accrued on 

prior years accounts.

The ability of the IRS to enforce collection of student loans using an alternative system 
of dispute resolution, penalties, and collection devices.

This issue is not applicable to any of the five options. Options 1 and 2 rely on the 
Department of Education to administer the direct loan program with IRS playing a supportive 
role through information sharing. In Option 3, the Department of Education refers defaulted 
debt to ms for collection as a tax. At that time, it becomes subject to mS interest and 
penalties. In Options 4 and 5, it is envisioned that mS will use existing processing and 
collection systems, apply statutory tax penalties and interest, and not distinguish student loan 

repayments from tax payments.

The effect of separating loan collection from other loan servicing functions.

To be supplied by the Department of Education

The anticipated effect on the management of Federal student loan collections, and on 

borrower repayment of such loans.

To be supplied by the Department of Education
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student Loan Repayment Through Wage Withholding

Option to implement the President's Vision Using Mandatory Wage
Withholding Administered by the Department of Education

• Note: A voluntary system using wage withholding
administered by Education would operate in the same manner 
as the mandatory system. In all cases the borrower can 
choose the means of repayment (wage withholding, bank 
account electronic funds transfers, checks, etc.).

• Builds on the widespread existing system of the employer 
effecting voluntary deductions from wages, such as 
deductions for charitable contributions, for 401(k)-type 
retirement programs, or for savings and savings bond 
programs.

• Utilizes the Education loan collection apparatus already in 
place.

• Is borrower focused, meaning that the amount withheld and 
reconciliation of amounts withheld are the responsibility of 
the borrower in communication with the Department of 
Education, similar to other borrower initiated wage 
deductions.

• A borrower focused system eases employer compliance, since 
ED would not require employer reports to demonstrate the 
status of revenue collections. Borrowers, notified of 
missing payments, would be an automatic compliance check.

• Mechanics of the process:

• Education's contracted loan servicer (servicer) would 
furnish employers a description of the wage withholding 
program and all information necessary to make 
deductions and forward payments to the servicer.

• The servicer would provide all student loan borrowers 
information regarding repayment options, including 
repayment methods, payment plans, and the amount of the 
monthly payment based on their choice of payment plan 
and other factors.

• The borrower would notify his/her employer how much to 
withhold on a monthly basis, then the employer would 
begin salary deductions and forward payments monthly 
via EFT or check (can be a batch payment with 
individual breakout) to an address furnished to the 
borrower by the servicer.

• The servicer would provide borrowers with periodic



statements of the amounts received and the status of 
the account so the borrower could notify the employer 
and/or the servicer of any discrepancies.

Education would set up appropriate internal controls to 
identify missing payments and ensure employer and 
borrower compliance.

The borrower would be relieved of all liability for 
payments withheld by the employer that were not 
forwarded to Education.

Costs:
Monetary cost to employers using the wage garnishment 
model is estimated at $2.5 billion per year.

Using the ED system, data processing costs are 
relatively inexpensive, even if mandated. However, 
other significant costs occur due to back end 
transactions: coordination between payroll and 
personnel management; keeping and maintaining records; 
setting up and revising accounting system changes; 
resolving reconciliation problems; and fees for legal 
and professional advice.

The method should not involve significant government 
administrative costs but would require additional 
oversight related to employer compliance.

Political costs are significant, with the principal one 
being the cost burden placed on employers, especially 
small businesses. Payroll associations report 
widespread dissatisfaction with the increased number of 
government mandated wage withholdings and the 
complexity involved.

A second political cost is perceptions of federal 
intrusion that accompany a federal mandate. Employers 
perceive a mandate quite differently than an invitation 
to offer the same thing under the umbrella of an 
employee benefit.

A borrower focused wage withholding system administered 
by Education affords maximum convenience to the 
borrower, employer and the government and uses systems 
and technology already in place.

Legislation is required to mandate employers to 
withhold for student loan payments when requested by an 
employee.



Option to implement the President's Vision 
Through Split Loan Servicing

Borrowers can repay their loans according to 5 repayment 
plans; standard repayment plan (fixed payments for 10 
years); extended repayment plan (fixed payments for 12 to 30 
years depending on amount borrowed); graduated repayment 
plan (increasing payment amounts for 12 to 30 years 
depending on the amount borrowed); income contingent 
(varying payments for up to 25 years depending on amount of 
income, with forgiveness of balance at 26th year); 
alternative plan (unspecified conditions to meet special 
circumstances).

For those borrowers who chose the income contingent 
repayment plan, IRS would collect loan payments on 
Education's behalf through additional tax withholdings 
specified by the borrower. Education would service all 
loans and collect loans under other repayment plans directly 
through (a) contracted servicer(s).

Borrowers would reconcile tax withholdings between student 
loan and income tax liabilities on their income tax returns, 
and remit any differences, then IRS would remit collected 
amounts to Education's servicer.

Advantages:
• The borrower has the benefits of automatic wage 

withholding and loan payments with little or no 
inconvenience to the employer.

• This method builds on an existing framework that all 
employers and employees are required to use.

• The employer has no significant additional cost or 
administrative burden.

• IRS could administer the system with little change in 
its present structure and could use the existing 
structure to respond to employer concerns and to 
enforce employer and borrower compliance provisions.

• Although legislation would be required, the system 
could be effected soon after enactment.

Disadvantages

Borrower focus groups and student associations have 
expressed clear opposition to IRS involvement in loan 
collections, which factor may make income contingent 
loan repayment less attractive.

Results in critical disparities in treatment between



income contingent loan borrowers, other direct loan 
borrowers and guaranteed student loan borrowers that 
would be capitalized upon by banks and guaranty 
agencies to discourage participation in the direct loan 
program, such as:

• Borrowers enduring significant income loss 
(unemployment, job change, child birth) would have 
an 18 month lag until prior loan payments could be 
adjusted against current loan repayment 
obligations. All borrowers would have to endure 
the inconvenience of later reconciliations when 
switching plans and could switch only one time a 
year at reconciliation.

• Loan repayment shortfalls would be treated as tax 
liabilities subject to all the IRS collection 
tools.

• Borrowers would not be able to easily monitor the 
effect of monthly payments on principal reduction, 
which information might prompt them to change to 
more advantageous payment plans.

Seriously hampers the ability of Education (and IRS) to 
reconcile payments with liabilities due to an 18 month 
lag in receiving payment information and need to 
segregate student loan payments from universe of tax 
receipts.

Education would not become aware of defaults until up 
to 18 months after the event.

Education would not be able to comply with financial 
management reguirements specified in the Credit Reform 
Act of 1990 or the Chief Financial Officer's Act of 
1990 because of the 18 month lag.

Critics and analysts have pointed out repeatedly that 
to prevent fraud and abuse. Education needs access to 
real time data for efficiency in loan servicing, 
monitoring of school performance, budget forecasting, 
and financial management purposes.

IRS involvement in collection activities not related to 
tax collection has resulted in a decline in voluntary 
tax compliance.

IRS has not established a good record in collecting the 
relatively small debts represented by Education loans.



Service Delivery Advantages and Disadvantages: IRS vs ED

Note: The following discussion assumes that IRS would use
the tax system to collect student loan payments through wage 
withholding using the income contingent repayment plan.

IRS Advantages

• The payroll deductions are automatic from the 
borrower's perspective and pose nearly no additional 
burden from the employer's perspective.

IRS Disadvantages

• Student loan borrowers do not want IRS involvement in 
loan collections.

• Many borrowers would be limited to wage withholding 
under the income contingent repayment plan even if 
other plans were more advantageous.

• Unless IRS set up a customer service operation, IRS 
could not provide the borrower with advice and counsel, 
the key aspect of service.

• Borrowers could not monitor payments on an ongoing 
basis and evaluate the effects of payments on interest 
and principle until well over a year passed.

• Reconciliation of taxpayer accounts by taxpayers to 
segregate tax and student loan liabilities is certain 
to cause the borrower frustration, especially in the 
event of shortfalls, when the shortfall becomes a tax 
liability subject to imposing tax collection rules.

• Reconciliation of payment data between IRS and 
Education, coupled with a large lag time, is certain to 
delay accurate postings to many student accounts.

ED Advantages
• The borrower could use wage withholding to repay loans 

under the most advantageous loan repayment plan, not 
only the income contingent plan.

• The borrower's payments would be made automatically, 
but the borrower would have the advantage of following 
his/her account balance and monitoring the effect of 
payments on principal and interest.

• From the student's perspective, ED is perceived as 
consumer oriented and customer friendly.

• ED can provide one-stop shopping. ED would be



accountable for customer service for all aspects of 
student financial assistance administration and ED will 
be able to control the outcomes.

• ED would be able to provide the borrower more relief in 
the event of a loan repayment shortfall than would be 
available to the borrower incurring a tax liability.

• Because there are necessary linkages between aspects of 
program administration and subsequent loan service and 
collection, customer service would be strengthened if 
responsibilities for it are carried out by a single 
agency.

• With its close relationship to the schools and the 
continuous relationship it establishes with the 
students beginning in the earliest stages of the loan 
cycle, together with its familiarity with the programs 
it administers, ED is in the best position to advise a 
student on loan repayment throughout the repayment 
process.

• In general, withholding the payments and forwarding 
them to ED would be no more difficult than the common 
practice of withholding charity contributions or 
payments to a credit union, which is not possible with 
an IRS tax based system.

• The Department of Education has developed the 
infrastructure necessary to administer a centralized 
loan program that includes wage withholding as an 
option.

• Through its experience with the guaranteed loan program 
and the Perkins Student Loan program, ED has gained the 
institutional knowledge that would permit effective 
administration, with servicers to provide state of the 
art operational capability.

ED Disadvantages

• In terms of service delivery, there are no 
disadvantages to using ED as the primary servicer.



Carrot and stick options for ED mandatory and voluntary options

• Mandatory option carrots

• Excluding employers with fewer than 10 employees from 
the requirement would exempt over 75 percent of the 
employers but reach about 85 percent of the employees.

• Reimburse employers for all or a portion of costs.
Note; (Reimbursements would increase administrative 
burden considerably because of unavoidable government 
accountability standards. In addition to the budget 
impact, increasing direct loan program expenses has a 
high political cost).

• Mandatory option sticks

• Obtain legislation providing for civil penalties for 
non-compliance.

• Voluntary option carrots
• About 80 percent of the employees in the U.S. are 

employed by businesses that participate in the savings 
bond program. Interest level in wage withholding to 
repay student loans should be higher than interest in 
savings bond participation, which would Increase 
demands on employers.

• In terms of number of employees, only the top 25 
percent of the employers have to participate to afford 
wage withholding to 85 percent of the employees.

• Employers could be offered cash incentives to cover 
expenses (Note; subject to the cautions cited under 
mandatory carrots.)

• Using a wage withholding system based on the model of 
voluntary deductions from salary as an employee 
benefit.

• Initiate public service advertising campaign, utilizing 
trade and payroll providers and associations, to 
promote wage withholding as a public service and 
employee benefit.

• Prepare instructional and software packages to assist 
employers in effecting the option.

• Enlist payroll servicers, such as ADP, to assist ED in 
developing the operational aspects of the voluntary 
option as a simple and inexpensive service.

• Voluntary option sticks are not necessary.



Wage Withholding from the Student's Perspective

Initially and at intervals, all borrowers will be thoroughly 
advised about repayment options and plans. They will be 
specifically advised about short and long run costs of 
different repayment plans.

A voluntary or mandatory system of wage withholding as an 
automatic monthly loan repayment method, whether 
administered by ED or IRS, produces the same results from 
the borrower's perspective.

Many borrowers would feel burdened using the IRS tax system, 
when tax returns were filed. They may be confronted with 
perceptibly large tax deductions. In addition, they may be 
confronted by unanticipated underpayments.

Borrowers using the IRS tax system, who encountered 
problems, would have to coordinate between IRS and ED, both 
of which may not be coordinated with the other because of 
the volume of filers at tax time, but especially because of 
the 18 month information lag. Borrowers would be very 
frustrated.
A borrower using the ED administered system would receive 
periodic updates, at least quarterly, on the status of 
his/her account, including interest and principle.

With current account information and only one point of 
contact, borrowers under an ED administered system would be 
able to easily change payment plans, yet continue to use 
wage withholding.

Borrowers under an ED administered plan could easily stop 
wage withholding without enduring later reconciliations.

Under the ED administered system, a borrower/employee could 
have all of the benefits of wage withholding, without 
dealing with the bureaucracy of the employer's personnel 
office, by authorizing the employer to pay salary through 
electronic funds transfer to the employee's bank account and 
authorizing the bank to transfer funds to an ED account.
ADP advises that a large percentage of businesses use 
electronic funds transfers to pay employee salaries.



STUDENT LOAN REPAYMENT AND WAGE WITHHOLDING MEETING
AGENDA

OCTOBER 19, 1994

Progress report 

Work produet review

Cost methodology 

o Explain current analysis

o Develop alternative methodologies

Analyze and explain the Mandatory DoE option 

Describe split servicing between IRS and DoE

Compare service delivery advantages and disadvantages between IRS and 
DoE

Develop a blend of carrot and stick options for the DoE mandatory and 
voluntary options

Develop a menu of options from the student’s perspective; choice set 

Next steps

Improvements to slides

Meeting with Sperling and Galston scheduled for October 24th, 10:00 
a.m. (Treasury, DoE to attend)

Follow-up questions to agencies as necessary



Cost methodology - Explain current analysis (Methodology #1)

Describe all of the assumptions, formula and calculations used to develop the cost 
figures that we used in the most recent draft of the PDM on Student Repayment 
and wage withholding for each of the six costed options.

For example, here is how we did it: X number of borrowers, y number of 
businesses, z frequency of activity. This is step 1. This is step 2. Here is the 
conclusion. Here is how we would analyze it. The kinds of conclusions that can 
be drawn from this option are N. Here is a unusual property of this model O.


