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EXECUTIVE SUMMARY

This report sets out the results of our analysis and recommendations regarding the Federal Diréc
Loan Program’s (FDLP), Inioome Contingent Repayment plan. The Income Contingent Repayment
(ICR) plan allows FDLP borrowers to repay loans as a percentage of income. Policy maker
considaed many interrelated variables that have an impact on the costs to the Federal Government
when they were designng the ICR plan with terms that would be attractive to borrowers. The ICR
plan has been in effect for only afew years and the costand benefits associated with the plan are not
fully known. Nevertheless, we decided to provide as much information to program managerssa
possibleat this time, along with ourrecommendations for additional studies of ICR plan costs and
users. In ader to better support future policy decisions, the Assistant Secretary for Postsecondary
Education should collect the information and conduct the long-term studies recommended bel ow:

C Expand the accumulation of and report | CR costs separately from other FDLP costsin order
to be ableto attribute the costs to the original loan program.

In our opinion, the true cost of the various programs will not be reflected accurately
unless the costs of the ICR plan ae matched against benefitting programs. Although
ICR is available only in the FDLP, many borrowers with education loans nmg
consolidate their loans into the FDLP and elect taepay their new loan under the ICR
plan.! In addition to loans made under the Department’s major loan program, t@
Federad Family Education Loan Program (FFELP),education loans made under other
Department of Education and Department of Health and Human Services programs
are eligible for consolidation into the FDLP. Creating a separate cost center tha
identifies borrowers with their origina loan program will prode data to help evaluate
the FDLP, as well as the other loan programg

C Expand the data collected to include a long-term study to deter mine the char acteristics of
|CR borrowersin order to better understand and addr ess the needs of the population that the
ICR plan serves.

Using March 31, 1997, Department of Education data, the Geeral Accounting Office
(GAO) reported that the ICR plan had higher delinquency and default rates tha

. Once consolidated, the consolidated loan is a new loan under the FDLP.

2 Other loan programsinclude, Federal Family Education Loan Program (FFELP); Federal Insured Student Loans (FISL); Federal
Perkins Loans; National Direct Student Loans (NDSL); National Defense Student Loans (NDSL); Health Professions Student Loans (HPSL);
Auxiliary Loans to Assist Students (ALAS); Loans for Disadvantaged Students (LDS); Health Education Assistance Loans (HEAL); Nursing Loans
made under the Public Health Service Act
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borrowers using other repayment plans’ However, the GAO report noted that,a
comparison of individual types of loans shows that ICR users do not have highe
delinquency and default ratesthan users of all other repayment plan& Similarly, our
analysis of loan payment collections from July 1, 1994, to December 31, 1996
disclosed that borrowers using the ICR plan have higher overall delinquency ad
default rates than borrowers using the other FDLP repaymenplans. Since these early
statisticsreflect the inclusion of defaulted Federal FamilyEducation Loan Program
(FFELP) loans that were consolidated into the FDLP from the Department’s Ddb
Collection Service (DCS), they distort the results and may not reflect the repayment
habits of the remainder of the ICR plan population. In our opinion, the Department
should conduct a long-term study to gather information in order to develop a model
to better understand the population that the ICR plan serves. This model wou
enable the Department to modify the ICR plan to better serve borrower needs.

C Continueto accumulate the cost of the ICR plan in or der to better support important policy
decisions.

The ICR plan has been in effect for only afer years and the costs associated with the
plan are not fully known. There are variables, sub as interest rates paid and charged,
loan repayment periods, and debt written off, in the ICRvlan that will affect total cost
of the ICR plan. The Department should accumulateand monitor the cost of the ICR
plan to both the government and he borrower so that it can determine if policies and
regulations require modification to achieve the intended goals of the ICR plan.

The Department agreed with the report’s focus on the importance of gatheringnd analyzing cost
and borrower data related to the Direct Loan’dCR plan. The Department noted that it accumulates
data on the FDLP income-contingent repayment plan throgh a number of Department systems. The
Department’s response is included as an Exhibit to this report.

8 The GAO calculations based on Department of Education data as of March 31, 1997, identified the ICR plan’s delinquency and default

rates as 16 percent and 5 percent respectively, based on borrower counts.

4 GAO separated the FDLP loans into three Separate |oan types: (1) consolidated loans, (2) non-consolidated loans, and (3) former DCS

loans. GAO then analyzed the delinquency and default rates by repayment plans by type of FDLP loan.
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| ntroduction

The Student Loan Reform Act of 1993, enacted on August 10, 193, established the FDLP under the
Higher Education Act of 1965, as amended. Under the FDLP, loan capita is provided directlyat

student and parent borrowers by the Federal Government rather than through private lenders
Borrowers under the FDLP are provided a range of repayment options, including the ICR plan.

Under the ICR plan, the borrower’s monthly repayment amount is generally based on total Dirdéc
Loan amounts, family size, and adjusted gross incom¢A Gl), reported for the most recent year. The
Secretary recal culates the borrower’ s repayment amount ech year. The maximum repayment period
is 25 years, after which the Secretary cancels the unpaid loan portion. Under certain conditions
borrowers may qualify for arepayment amount of zero under th ICR plan. Otherwise, the Secretary
requires a minimum monthly payment of five dollars (effective July 1, 199). Previously the minimum
required payment was fifteen dollars. Because payment amounts can expand or contract with eh
borrower’s ability to pay, ICR allows borrowers with lowincomes or high debt to fit their student
loan payments into their budget.

Scope and M ethodology

The objectives of our audit were to:

| dentify areas for improvement in the FDLP with an emphasis on the ICR plan, and
consolidations. To accomplish these objectives we reviewed the loan consolidation
process and analyzed FDLP colkction information. This report sets out our findings
and recommendations related to the ICR plan. With regard to our objective related
to consolidation loans, we issued SFA Action Memorangim 97-09 to the Department
on September 18, 1997.

| dentify the FDLP collection processin order to providdte information to other OIG
staff for the Department-wide financia statement audit and another OIG review. To
accomplish this objective we made a site visit to the Direct Loan Service Centemi
Utica, New York.

To achieve our audit objectiveswe relied on computer-processed data contained in the Department
contractor’s database. We performed testing for completeness and reasonableness of the computer
processal data. Although we discovered some weaknesses in the data, we concluded that the data
utilized in our analyses was sufficiently reliable to meet our audit objectives. However, &
determined that the ICR plan, a new repayment optionand the data reviewed were too new to allow
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long-term projection. Nevertheless, we decided to provide as much informatn to program managers
as possible a thistime, along with our recommadations for additional studies of ICR plan costs and
users.

Our audit covered the perial July 1, 1994 through December 31, 1996. Our review was conducted
from January 1997 through October 1997. We visited the Direct Loan Service Center (DLSC) i
Utica, New Y ork where weobtained an overview of collection procedures. We requested |oan and
collection data from the Department’ Direct Loan contractor Computer Data Systems, Inc. (CDSI)
located in Rockville Maryland. We conducted a material portion of our fieldwork and our analysis
of the data at our Seattle and Kansas Cityoffices. In addition, we relied on information in a GAO
report entitled, DIRECT STUDENT LOANS Analyses of Borrowers Use of the Income Contingent
Repayment Option, dated August 21,1997, which was an analysis of Department of Educatia
records as of March 31, 1997. Our audit was conducted in accordance with generally acceptd
government auditing standards applicable to the limited scope of review described above.

Statement on M anagement Controls

We performed limited procedures regardig management controls at the Direct Loan Service Center
in Utica, New York. We obtained a generalunderstanding of the loan collection process but did not
perform any substantive testing of procedues or operations. Our limited review did not identify any
significant weaknesses. We performed a reliability assessment for the data used in our report ah
determined that it was sufficiently reliable to support the audit results and findings.

Because of inherent limitations, a study and evaluation made fortte limited purposes described above
would not necessarily disclose al material weaknesses in the control structure.
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AUDIT RESULTS

Asaresult of our analysis of the FDLP's, ICRplan, we recommend that the Department: (1) expand
the accumulation of and report ICR costs separately from other FDLP costs in order tbe able to

attribute the costs to the orginal loan program, (2) expand the data collected to include a long-term
study to determine the characteristics of ICR borrowers imorder to better understand and address the
needs of the population that the ICR plan erves, and (3) continue to accumulate the cost of the ICR
plan to both the government and the borrowerin order to better support important policy decisions.

|CR Costs Should Be Attributed To The Original Loan Programs

In our opinion, the costs of the ICR plan should be identified with the original loan programs
Section 68 of the Managerial Cost Accounting Concepts and tndards for the Federal Government,
Satement of Federal Financial Accounting Sandards (SFFAS) No 4, promulgated by the Federa
Accounting Standards Advisory Board on July 31, 19%, provides the rationale for accumulating and
reporting program and activity costs. It states:

“To perform managerial cost accounting on a ‘regular basis means that entitie

should establish procedures to accumulate and report costs continuously, routinely,
and consistentlyfor management information purposes. Consistent and regular cost
accounting is needed to meet the second objective dfederal financial reporting which

states information should be provided to help the user determine the costsfo
providing specific programs and activities and the composition of, and changesi

those costs.”

Section 69 goes on to link the need for accumulating and reporting progm and activity costs to both
the Chief Financial Officers (CFO) Act of 1990 and Government Performance and Results Ac
(GPRA) of 1993:

“The CFO Act of 1990 states that agency CFOs shdl provide for th development and
reporting of cost information and the periodic measurement of performance. nl
addition, the GPRA of 1993 requires each agency, for each program, to establils
performance indicators and measure or assess relevant outputs, service levels, ah
outcomes of each program as a basis for comparing actual results with establisre
gods. The nature of these legsl ative mandates requires reporting entities to develop
and report cost information on a consistent and regular basis.”
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Consistently accumulating and reporting on program activity costs would allow the Department to
report FDLP performance and results to Congress as required under the GPRA. Furthermore

mandated by the Student Loan Reform Act of 1993, the ICR plan may be used by borrowers from

avariety of Department of Educaton and Department of Health and Human Service loan programs.

Creating a separate cost center that identifies borrowers with their original loan program will provide

data to help evaluate the FDLP, as well as the other loan programs.

|CR Borrower Characteristics Should Be | dentified

In our opinion, it isimportan for the Department to determine the population of borrowers actually
using the ICR repayment plan® A recent General Accounting Office (GAO) report based on March
31, 1997, datareported the ICR plan as having higher delinquency and default rates than borrowers
using other repayment plans! However, the GAO report notes that, “A comparison of individua
types of loans shows that ICR users do not have higher delinquency rates than users of all othe
repayment plans.” GAO goes on to state that “As with delinquencies, a comparison of individla
types of loans shows that ICR users did not have higher percentages of loans in defaukcross the
board than users of other repayment plans.” A long-term study to gather information to develop a
model to better understand the population that the ICR plan serves may enable the Departmeniot
modify the ICR plan to better respond to borrower needs.

FDLP borrowers can select from severa repayment options (see Agendix A). As stated in the GAO
report cited above, “The ICR opton is the most flexible. It allows borrowers to pay relatively small
or no monthly payments when their incomes are low and to pay more hien their incomesrise.” Even
though ICR is more flexible, our andysis of loan pyment collections from July 1, 1994 to December
31, 1996, disclosed that borrowers using the ICR plan lave higher delinquency and default rates than
borrowers using the other FDLP repayment plans. Since these early statistics include defaulte
Federa Family Education Loan Pragram (FFELP) |oans that were consolidated into the FDLP from
the Department’s Debt Collection Service (DCS), they distort the results and may not reflect &
repayment habits of the remainder of the ICR plan populatiof.

5 Other loan programs include, Federal Family Education Loan Program (FFELP); Federal Insured Student Loans (FISL); Federal
Perkins Loans; National Direct Student Loans (NDSL); National Defense Student Loans (NDSL); Health Professions Student Loans (HPSL);
Auxiliary Loans to Assist Students (ALAS); Loans for Disadvantaged Students (LDS); Health Education Assistance Loans (HEAL); Nursing Loans
made under the Public Health Service Act

6 The Income Contingent Repayment (ICR) plan allows FDLP borrowers to repay |oans as a percentage of income, so they can choose
their career of preference. Policy makers considered many interrelated variables that have an impact on the costs to the Federal Government when they
were designing the ICR plan with terms that would be attractive to borrowers.

! The GAO calculations based on Department of Education data as of March 31, 1997, identified the ICR plan’s delinquency and default

rates as 16 percent and 5 percent respectively, based on borrower counts.

8 In 21996 audit, we recommended that the Department discontinue active pursuit of consolidating Debt Collection Service (DCS) loans
into the Direct Consolidation Loan Program.
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We believe long-term tracking would assist the Dgartment in managing the ICR plan. For example,
the correlation between low mortly payment amounts and higher delinquency rates could be useful
information for ICRmanagers. One of the ICR plan’s advantages is to allow borrowers with lower
incomes to make smaller monthly payments. However, over 34 percent of the borrowers wint
calculated monthly payments of 5 dollars or less (excluding zero-payment borrowers) were 31ro
more days delinquent? The delinquency rates continued to increase as the payment amourgt
increased and peaked at over 43 percent for borrowers in the $30.01-50.00 payment range
Thereafter, the delinquency percentage decreasedhs the monthly payment amounts increased. In the
$500.01 and up range the delinquency rate was 16.25 percent.

Delinquency Rates

By Scheduled Monthly Payments
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while not typical, the Department should consider tracking costs that appear unusual and warran
additiona investigation. For exampleour analysis identified 660 borrowers with a Principal Balance
Outstanding (PBO) over $100000 of which 102 had a calculated monthly payment amount of zero.
In addition, there were many borrowers with very low scheduled payments. For example, @n
borrower with aloan of over $315,000, which includes $230,000 of Health Education Assistane
Loans, was only required to pay $126 a month. This borrower’s debt currently increases almds
$2,000 every month. If this situation were to continue, at the end of the 25 year repayment period
the total l0an amount and acrued interest would be ailmost $1 million. The taxpayer subsidy in this
instance could be $600,000.

|:| Delinquency Rates

o For borrowers whose cal culated monthly payment is $0.01-5.00, the minimum required payment is $5.00.
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| CR Costs Should Be Deter mined

As discussed in the GAO report cited above, thereis no single awer to whether a borrower will pay
more or less under the ICR plan compared with other repayment plans. Borrowers with a limite
ability topay could pay more as aresult of larger total interest cost over the full term of their loans
and tax liability on the amount they weraunable to repay within the 25 year repayment period. ICR
may be less costly for borrowers who have the ability to repay their loans over ghorter period of
time than the extended or gaduated repayment plans. The additional cost to borrowersis primarily
the result of the increased amount of interest paid on the debt over time.

Asillustrated in thechart below, the ICR plan could be more costly to borrowers compared to the
other repayment plans when borrowers use the full period available to repay their debt. Borrowers
on the standard repayment plan would pay the least amount of interest on their $15,000 loa
compared to the other repayment plans. For the ICR plan, of the $39,188 total amount paid, th
borrower’s payments would total $36,048. Under existing rules, the unpaid balance of $3,140s
forgiven by the Departmentbut considered as income to the borrower for tax purposes. Using a 15
percent marginal tax rate, the borrower would have atax liability of $471 on the $3,140, while the
taxpayer would pay the remaining amount of $2,669.

A Comparison of FDLP Repayment Plans
(815,000 Initial Loan Amount)

$40,000 e s s418e) |
€ 8300007 e T ) RN
0 -
E P T BN B e
f $20,000 ’ e
3
A $10,000( _
$0 ‘ ‘ =
Extended (15 years) ICR (25 years)
Standard (10 years) Graduated (15 years)
D Interest Initial Loan Amount Comparison
of Student
Loan

Repayment Plans - Assumptions

All calculationsarefor asingle borrever. Interest rate remains constant at 8.25 %. Maximum allowable payback period for the Graduated and Extended
repayment plan examples. Borrower'sincome starts at $1%8)00 and grows 5 % annually for the ICR plan example. The Initial Monthly Payment for each
repayment plan exampleis: Standard - $184, Extended - $146, Graduated - $105, and ICR - $106. Source: Analysis by National Council of Higher
Education Loan Programs, Education Finance Council, and the Coalition for Student Loan Reform entitled “ An Examination of the Long-Term Coststo
Student Borrowers of Income Contingent Repayment under the Federal Direct Loan Program” , dated, November 1996.)

The ICR plan has been in effect for only afew gars and the costs to the government associated with
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the plan are not fully known. There are variables, such as interest rates paid and charged, |aa
repayment peiods, debt written off, in the ICR plan that will affect total cost of the ICR plan. The
Department should accumulae and monitor the cost of the ICR plan to both the government and to
the borrower so that it can determine if policies and regulations require modification to achieve the
intended goals of the ICR plan.

The Compounding Effects of Interest Increase Borrowers Debt. As of December 31,1996, 30
percent of ICR borrowers (representing over $193 million of PBO) had zero monthly payments
These borrowers may be eligible to go 25 years without making any payments while interestsi
capitalized and accrued. At the current interest rate, borrowers reach the 10 percent limit in about
14 months and the loan amount doubles in slightly more than 12 years.

Capitalized and accrued interest increase borrowers dbt. Our analysis shows that nearly 44 percent
of al ICR borrowers monthly scheduled payment amounts do not cover the interest on thei
outstanding principal amounts. As desgned, unpaid interest is capitalized until it reaches 10 percent
of the origina loan amount and is accrued thereafter’® Over the 25 year repayment period
borrowers can end up accruing more in interest costs than the original principal amount borrowed.

After 25 years the borrower’s unpaidICR loan amount is forgiven. In this situation, the borrower
is liable for the income tax on the forgiven amount and the government will be covering ¢
remainder. Appendix B illustrates the costs fothe borrower and government on the selected unpaid
loan balances.

ICRisuniquein that it isthe only stalent loan repayment plan that does not require the borrower to
at least cover interest costs éxcluding deferment and forbearance periods)! Thus, the government
isrespansible for the interest on the money that the Department borrows from the Treasury for the
| CR loans when the borrower’s payment does not cover thaiterest accruing on the outstanding loan
baance. For example, in 196 the Treasury charged the Department 6.64 percent interest while the
Department charged borrowers 8.25 percent. However, as previously stated, amost 44 percent of
I|CR borrower payments do not cover the interest on their loans. As aresult, the government must
cover the additional expense of borrowing funds from the Treasury.

10 During deferment periods borrowers with Unsubsidized Direct Loans can choose to pay the interest or have it

capitalized. Also, borrowers who request that interest payments be forborne will have their interest payments capitalized.

1 The dternative plan allows borrower payments to be less than the accrued interest amount. However, for our

audit period, we did not identify any borrowers on the alternative repayment plan.
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Recommendations

We recommend that the Assistant Secretary for Postsecondary Education:

1 Expand the accumulation of and report ICR costs separately from other FDLP costs
in order to be able to attribute the costs to the original loan program.

2. Expand the data collected to include a long-term study to determine th
characteristics of ICR borowers in order to better understand and address the needs
of the population that the ICR plan serves.

3. Continue to accumulate the costs of the ICR plan to both the government and #h
borrower in order to better support important policy decisions.

Department of Education Response and Auditor Comments

The Department strongly agreed with the report’s focus on the impoahce of gathering and analyzing
cost and borrower data related to the Direct Loan’s income contingent repayment plan. Téa
Department noted that they accumulate data on the FDL P income-contingnt repayment plan through
a number of Department systems. This issue was discussed at the exit conference. However, ¢h
Department was unable to provde the data requested. While the Department accumulates the data
in various data systems, we emphasize the need to accumulate the information in the manner ev
recommend to ensure that the data collecteds complete and reliable so that the Department can: (1)
accumulate the ICR cost separately from other FDLP costs in order to attribute the costs to th
origina loan program; (2) prepare along-term study to determine borrower characteristics in order
to better understand and address the needs of the population that the ICR plan serves, and {3
continue to accumulate he costs of the ICR plan to both the government and the borrower in order
to better support important policy decisions.

ED - OIG ACN: 07-70002 Page 10



Appendix A
Repayment Plans

Standard
C Up to 10 years to repay; Fixed, monthly payments; $50 minimum monthly payment

Extended
C Between 12 and 30 years to repay (excluding deferment and forbearance periods) depending
on loan amount; Fixed, monthly payments$50 minimum monthly payment [ See table below
for repayment periods]

Graduated
C Between 12 and 30 years to repay (excluding deferment and forbearance periods) depending
on loan amount; Monthly payment = the monthly interest accrua or 50% of the amoun
required under standard repayment, whiclever is greater; Monthly payments may range from
50-150% of payments under standard plan; payments increase every two years. [See talal
below for repayment periods]

| ncome Contingent
C 25 years to repay; After 25 years, unpaid loan portion is forgiven; Monthly payments based
on adjusted gross income (AGI) and recal culated annually

Alternative
C Specia approval by the Secretary; 30 years to repay; if monthly amount does not cove
interest, it is capitalized (to 10%) and accrued thereafter (like ICR)

L oan Amount and Repayment Period (M aximum Number of Payments)
The Repayment Period/M aximum Number of
If the Direct Loan Amount is: Monthly Payments|s:

less than $10,000 12 Years/ 144 Monthly Payments
$10,000 - 19,999.99 15 Years/ 180 M onthly Payments
$20,000 - 39,999.99 20 Years/ 240 M onthly Payments
$40,000 - 59,999.99 25 Years/ 300 M onthly Payments

$60,000 or more 30 Years/ 360 M onthly Payments
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Appendix B

ICR Cost Analysis For Borrower and Gover nment

Unpaid Borrower’s Portion of Total

Balance Estimated Tax Total Cost Repayment Repayment

Amount Paid Forgiven by Liability on of Repaying Coststo be Coststo be

Amount by Borrower ED at End of Forgiven Loan | Loan Under Paid by Covered by

Borrowed | Over 25 Years 25 Years®? Balance ICR Borrower Taxpayers
$2,500 $6,009 $520 $78 $6,529 $6,087 $442
100% 93% 7%
$10,000 $24,032 $2,094 $314 $26,126 $24,346 $1,780
100% 93% 7%
$15,000 $36,048 $3,140 $471 $39,188 $36,519 $2,669
100% 93% 7%
$20,000 $47,596 $7,431 $1,115 $55,027 $48,710 $6,316
100% 89% 11%
$25,000 $57,373 $21,631 $3,245 $79,004 $60,618 $18,386
100% 7% 23%
$30,000 $65,526 $31,977 $4,797 $97,503 $70,322 $27,180
100% 72% 28%
$40,000 $77,469 $52,752 $14,771 $130,221 $92,240 $37,981
100% 71% 29%
$50,000 $84,261 $78,573 $22,000 $162,834 $106,262 $56,573
100% 65% 35%
$75,000 $86,751 $157,559 $44,117 $244,310 $130,868 $113,442
100% 54% 46%
$100,000 $86,751 $239,035 $66,930 $325,786 $153,681 $172,105
100% 47% 53%

[Assumptions: Single borrower; initial income = $15,000 (rising 5% annually); Interest rate = 8.25%; inflation = 3%

annually]

Source: Analysis by National Council of Higher Education Loan Programs, Education Finance Council, and
Cadlition for Student Loan Reform entitled “An Examiation of the Long-Term Costs to Student Borrowers of Income
Contingent Repayment under the Federal Direct Loan Program”, dated November 1996.

12

NOTE: The 25 years refers to the maximum loan repayment period for ICR loans.
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EXHIBIT

Department of Education Responseto the Draft Report
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