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Introduction

The third largest expenditure by the U.S. Department of Education does not
provide new financial aid to students nor impreve science labs at colleges and
universities. It goes out of the window, lost to student defaults.

Representative Tom Coleman (R-Mo)
NCEI Reports, Feoruary 18, 1988

There is no question that the taxpayer is paying—and paying dearly—for
defaults under the [guaranteed student loan] program.

Senator Sam Nunn (D-Ga)
Hearings on abuses in federal student aid programs,
February 20, 1990

Defaults are an epiden.ic threatening to become a habit.
Washington Post, September 2, 1987

We need action now to ensure that scarce student aid dollars are available to as
many deserving students as possible.

Representative Marge Roukema (R-NJ)
Newart Star Ledger, June 26, 1989




UNITED STATES
DEPARTMENT OF EDUCATION

skilled work force. Technological advances increase the demand for

a labor force that can adapt to a more complex workplace. According
to the U.S. Department of Labor, mere than half of all new jobs created over
the next 20 years will require some educatlion beyond high school, and almost
a third will be filled by college graduates.

The federal Guaranteed Student Loan (GSL) programs help students meet tie
challenges that lie ahead. They provide low-interest, long-term loans to stu-
dents with demonstrated financial need to help them pay for their postsecon-
dary education. In fiscal year (FY) 1990, 4 million students will participate in
the GSL programs, borrowing approximately $11 billion.

As more people have received loans, the number of loan defaults and the as-
sociated federal costs also have increased. Default costs have risen
eightfold since FY 1981. In fact, student loan defaults will consume nearly
44 percent of the entire $4.6 billion budget for the program in FY 1990.
These statistics—and the publicity surrounding them—are bad for the loan
program: they erode tlie program’s integrity and endanger its future. Obvious-
ly, resources that are lost to defaults cannot be used to support the education of
current and future students.

Last year, I announced an initiative to combat defaults. This handbook is part
of our continuing efforts to protect students, increase accountability, and
reduce default costs.

Our nation’s future economic success depends on an educated and

Students are not blameless for the defauits. However, defaults are one in-
dicator that studeuts are often being short-changed in their education. Behind
the default statistics are students who are either unable or unwilling to repay
their loans. Many of the defaults could have been prevented if everyone in-
volved in student loans—stucents, postsecondary institutions, lenders, guaran-
tee agencies, and the federal and state governments—had worked together.

1 US. Department of Labor, Opportunity 2000, Washington, DC U.S. Govt. Print. Off.,
September 1988, p. 14.
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iv Introduction

Only through such cooperation can we now restore integrity to the student
loan progam, help our students fulfill their loan respeasivilities, and avoid
leaving them in debt v'ith little or no education. It is time for all participants to
review the causes of default and develop a plan to deal with the problem.

This handbook is intended to offer postsecondary institutions, lenders, guaran-
tee agencies, accrediting agencies, and states practical suggestions to reduce
defaults. It is not intended for students. Students who have questions about
the student juan programs or other aid programs can obtain a copy of the
Federal Student Aid Fact Sheet from the Federal Student Aid Information
Center (1-800-333-INFO).

We have profiled orgaiucauons that have employed interesting and innovative
approaches to reducing defaults in the hope that their strategies might stimu-
late others to cevelop effective wchiiques appropriate to their particular or-
ganization. Although it is too early to evaluate the results for many of the
programs cescribed here, these programs show promise and should help other
paticipants develop their default management plans.

This handbook aisc includes analyses Lased on the Department of Education’s
survey of student loan recipients. Tlus survey provides us with new informa-
tion oxl former GSL borrowers an: thus enables us to ascertain who defauts
and why.

The other information in this hook is based on information provided by
hundreds of officials of postsecondary institutions, guarantee agencies, state
agencies, and major postsecor dary educaticr ascociations, from all 30 states
and the District of Columbia. We discovered many organizations that are
doing a remarkable job to reduce defaults. Space constraints prevented us
from profiling every group we wanted to, but we have incorporated ideas from
many groups in thic nandbook. We are grateful to all those people who took
time to answer ~ur questions and describe what their organizations are doing
to reduce defa .lts.

Student joan ¢ efaults are a serious, but not an unsolvable, problem. By work-
ing together we can reduce defaults while increasing educational success for
our students. Defaults are a waste of valuable student aid money and must be
stopped.

Lauro F Cavazos
Secretary of Education
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2 The Problem

Chart 1—The Annual Costs of Student Loan Defaults,
Fiscal Year 1981-1990
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REDUCING STUDENT LOAN DEFAULTS 3

The Rising Cost of Student Loan Defaults

The high and increasing cost of defaults on federal student loans is a serious
problei to everyone involved in postsecondary education today. The cumula-
tive value of outstanding defaulted student loans will reach $7.8 billion in FY
1990. Default costs for FY 1989 alone were $1.9 billion, representing 44 per-
cunt of te total federal program expenditures. In FY 1990, default costs are
expected to reach $2.0 billion (see Chart 1). This diversion of funds to pay
bad debts places an unnecessary and wasteful deinand on scarce federal 15sour-
ces—resources that could be used 10 aid current and future students.

Default costs have risen steadily in recent years largely because of an increase
in loan volume. In FY 1990 an estimated $11 Sillion will be loaned to 4.1 mil-
lion recipients in the GSL program, compared with $7.4 billion loaned to 3.4
million recipients in F7 1981.

But part of the increase in default costs is due to an increase in the percentage
o1 borrowers who default. Loans entering repayment status grew from $2.3
billion in FY 1981 to $10.4 billion in FY 1990, a fourfold increase. Over the
same period, hov sver, default costs increased eightfold. If defaults were a
separate program, it would be the fastest-growing program in the Department
of Education today.

The Department of Education has expanded its collection efforts by increasing
federal income tax refund offsets, federal employee s: lary offsets, referrals to
the Department of Justice, and referrals o privaie collection services. Annual
student loan default collections increased from $80 million in FY 1981 to an
esti‘nated $637 million in FY 1990.
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Which Students Default

Recent Department of Education analyses show significant differences be-
tween the characteristics of defaulters and nondefaulters as shown in Table 1.

Table 1
Percentage of Defaulters and Nondefaulters
Among Students Leaving Postsecondary Institutions in

1984 or 1985
by Selected Characteristics
Characteristic Defaulters Nondefau.lters
Did not have a high school diploma 23% 6%
Had neither a high school diploma 9 2
nor a GED
Never eamed a postsecondary degree 49 21
or certificate
Eamed less than $10,000 at time loan 51 24
entered repayment status
Borrowed less than $2,500 70 44
Had only one loan 68 45
Attended a proprietary school 37 17
Had at least one dependent 47 27
Was separated or divorced 12 6
Was older than age 25 at time of en- 28 19
rollment

Source* U.S. Departmexys of Education, 1987 National Postsecondary Student Aid Survey.

This analysis reveals the following:

m  Defaultei. were four times more likely than nondefaulters to enter
their postsccondary education without a high school diploma. Of
this group of defaulters, approximately 40 percent did not receive a
general educztional development certificate (GED).

m  Defaulters were more than twice as likely to have droppd out of
their postsecondary program.
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m Defaulters were more than twice as likeiy to be unemployed or un-
deremployed (eaming less than $10,000) than nondefaulters at the
time when repayment was scheduled to begin.

m Defaulters had fewer and smaller loans, which indicates that defaul-
ters attended postsecondary institutions for fewer years or went to
relatively inexpensive institutions. This statistic may be explained
in part by the fact that a significantly larger percentage of defaul’crs
than nondefaulters attended proprietary institutions—schools with
programs usually lasting no more than two years.




The Problem

Chart 2—Reasons Students Cited for Defaulting
on Guaranteed Student Loans
(Students Leaving Institution in 1984 or 1985)
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RELUCING STUDENT LOAN DEFAULTS 7

Why Students Default

In 1986 the Department of Education asked a large group of defaulters to rate
the relative importance of various circumstances i causing their default. The
results, depicted in Chart 2 (and in parts of this graph which are reproduced
throughout this handbook), indicate that most borrowers defaulted because
they did not have. or did not believe they had, the ability to repay their loans.
Many were also confustd by the administrative loar process.

As the chari shows, “Unemployed and without income” was cited more often
than any other reason. Defaulters ranked ‘‘Working but had insufficient
funds” just below unemployment as a very important reason contributing to
their default, and a significant number of defaulters said they were “Repaying
more inmiportant lozns than GSLs.” All these circumstances detract from a
borrower’s financia! ability to repay the loans.

These results aiso indicate that many borrowers are unaware of current repay-
ment options available to them. Unemployed workers are allowed to defer
loan repayments for up to two year., and employed borrowers who are willing
_ butunable to meet their repayment schedule may request forbearance from
theirlenders.

Although a borrower’s poor financial situation is the main factor in most
defauits, other reasons also contribute to the problem. *Dissatisfaction with
the education program” was cited as contributing to the default in 22 percent
of all cases. This indicates the importance of a high-quality education, since
some berrowers may not make loan payments if they believe they were
cheated of a quality education. A surpnsingly large percentage of defaulters,
39 percent, cited “Interfering personal problems.”

Two other reasons cited, “Confused by repayment process™ and “Did not real-
ize loan had to be repaid,” indicate the importance of loan counseting. A star-
tling 10 percent of defaulters did not realize they had reczived a loan, which
signals 2 lack of proper counseling by the postsecondary institutions and the
lenders invoived.

Chart 2 also shows that the reasons cited differ by institutional sector. Students
who attended two-year and proprietary institutions tended to default because
they were unemployed, whereas students who attended four-year institutions
defaulted more often because they had insufficient funds, although they were
working. Also, a greater percentage of proprietary school defaulters were un-
happy with their school program than were students at other two-year and four-
year institut.ons.

In summary, a more comprehensive effort must be made to prevent defaults
from occurring: Increased counseling, especially on topics such as repayment
options and student responsibilities, must be performed; students must be

© 1t Fow to budget better their expenses; and administration of student loans

16




8 The Problem
must be improved. Also, although student borrowers should be informed of
the loan deferment option in the event of unemployment, this type of defer-
ment is only a temporary solution. Borrowers need 10 gain the skills necessary
to find employment after gracuation, and the institutions should be teaching
those skills and helping with the job search




i2 What Postsecondary Institunons Can Do

Although proprietary schools do enroll students with the lowest incomes,
Chart 3 shows that proprietary schools in FY 1987 had higner default rates
than other institutions across all family income ranges. This companson
provides evidence that proprictary schools can do more to reduce their
defaults. In fact, many propnetary schools enroll low 1ncome sturt~nts and
have low default rates.

Bt not all high-default institutions are propnietary schoois. Thirty percent of
two-year institutions and 6 percent of four-vear institutic: .., i1.¢ default rates
greater than 20 percent—a rate that can be reduced with stronger action The
default problem 1< not simply a proprictary school problem, it exists for all :n-
stitutions
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Chart 3—Stafford Loan Default Rates,
by Family Income and Type of Institution
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REDUCING STUDENT LCAN DEFAULTS 11

Default and the Postsecondary Institution

When students first consider borrowing money to finance their education,
often the first place they contact is the postsecondary institution. Thercfore,
these nstitutions are in a unique position to offer students advice, information,
and referrals. They are also responsible for iving students a high-quality
education, admitting and awarding aid only to students who can benefit from
the institution’s program, and helping the students find employment after com-
pleting the program. A high default rate for an institution suggests that the in-
stitution may not be meeting one ¢r more of these responsibilities.

To evaluate the magnitude of each posisecondary mstitution’s default problem
and to require specific actions from high-default institutions, the Department
of Education calculates a fiscal year cohort default rate—defined as the per-
centage of borrowers entenng repayment status in one fiscal year who default
before the end of the following fiscal year- ~for each school each year. The fis-
cal year 1987 cohort default rate for all institutions with at least 30 borrowers
was 17 percent. This means that 17 percem of all borrowess who entered
repayment status in FY 1987 defaulted before the end of FY 1988.

Table 2 shows that the average default rates for various institutional sectors dif-
fer significantly. For example, 'n FY 1987 proprietary schools haa 1n average
default rate of 33 percent—twice the rate of two-year institutions arvi more
than four tumes the rate of four-ycar institut.ons, Also, proprietary schools,
while accounting for 39 percent of the institutions participating in the student
loan program, accounted for 89 percent of institut:ons with default rates

greater t.an 60 percent and 84 percent of institutions with default rates greater
than 40 pereent

Table 2
FY 1987 Cohort Default Rate by Tvpe of Institution

Type of Institution Default Rate
Propnetary 336
Public two-vear 18

Private two-year 4

Publi¢ four-year 7

Pr.vate four-year 7

17
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Although proprietary schools do enroll students with the lowest incomes,
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have low default rates.

But not all high-default institutions are propncetary schoois  Tharty percent of
two-year institutions and 6 percent of four-year institutic.... 1..d default rates
greater than 20 percent—a rate that can be reduced with stronger action The
default problem 1< not stmply a proprictary school problem, 1t exists for all :n-
stitutions




REDUCING STUDENT LOAN DEFAULTS 13

Recommendation #1
Counsel all students on their loan
responsibilities.

A Department of Education study shows that many defaulters are confused
about the loan process and their repayment responsibilities (see Chart 4.
Postsecondary institutions are now required to counsel students before disburs-
ing funds (at entrance) and again before students leave the school (at exit).
These counseling sessions give the institution an opportunity to improve
borrowers’ understanding cf the terms and conditions of the loans and impress
on all borrowers the importance of meeting their repayment obligations.

Entrar.ce Counseling

Students must understand the responsibilities and the debt burden they will
face before they take out aloan. Also, the entrance interview may be the only
opportunity the school has to communicate with students who withdraw on lit-
tle or no notice. Thus, all aspects of the Guaranteed Student _oan programs
must be covered during this initial counseling session. The school should—

—em; .asize that borrowers must repay their loans even if they do not
complete the program or _lieve they benefited from the program;

Chart 3—Reason for Defaulting on GSL: Lack of Adequate Counseling
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14 What Posts.condary Institutions Can Do

~—discuss the term< and conditions of GSL joans.

—review the student’s rights and responsibilities, the ramifications of
default, and the repayment options available to borrowers (see Ap-
pendix A through E);

——encourage students to borrow the minimum amouni needed, thus
reducing borrowers’ monthly payments;

—provide a sample repayment table that presents average anticipated
morithly repiyment based on projected indebtedness (see Appendix

[}

—help students to understand th: sale of oans by lende.s and the use
by lenders of outside contractors o service loans; and

—collect additional informaiion from bosrowers, such as names of their
ncxt-of-kin and Social Security and driver’s license numbers, to help
lenders in locating the borrowers if necessary.

Many institutions have found that giving students a written test following the
counseling session is especially effective for measuring the students’ com-
prehension of the topics discussed in the meeting. Intensive counseling should
foilow for students who fail. 7" 2 test could include—

—the stated interest rate on the borrower’s loan,
—-the appucable grace peniod provided to the borrower and the ap-
proximate date the first installment payment will be due,

—a description of the charges that may be imposed on delinquent pay-
ments,

—consequences of default,
-—key student responsibilities
—-repayment options, and

— nancial terms that are necessary for borrowers to know (¢ 2, loan
servicer, grace penod, interest capi-ization)

Exit Counseling

Immediately before a student '=aves school cr after a schoo! iears that a stu-
dent has dropp:d out, a counselor should contact the student and schedule an
exitinterview. This session should reiterate the student’s rights and respon-
sibilities, the terms and conditions of the Joans, ramifications of default, and
repavment options, and also emphasize the actops the student will need to
take in the mor ths ahead. In addition, the school should—

—provide a sample loan repayment schedule based on the borrower's
o totai loan indet .cdness for attendance at that 1nstitution,
- ) o iy
2

cvd
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REDUCING STUDENT LOAN DEFAULTS 15

— provide the name and address of the borrower’s lenderts) according
to the institution's r>cords;

—provide guidance on the preparation of correspondence to the
borrower’s 12nder(s) and completion of deferment forms (perhaps in-
cluding sample letters and change of address nonces that the student
might send to lenders);

—review the role of loan servicers and secondary markets;

— obtain information regarding the borrower’s address, the address of
the borrower’s next-of-kin, and the name and address of the
borrower’s expected employer;

—suggest to the borrower some debt management strategics t0
facilitate repayment by the borrower, and

—strongly encourage borrowers who have ary questions to seek help
from their institution, their lender or loan servicer, or the Federal Stu-
den’ nformation Center (1-800-333-INFO).




16 What Postsecondary Institutions Can Do

COUNSELING STUDENTS:
Court Reporting Institute of Dallas
Dallas, Texas

The Court Reporting Institute of Dallas {CRID), the largest count reporting
school in the country, has developed a comprehensive counseling program. In
addition to requiring students to attend entrance and exit interview sessions,
CRID also reminds students of their loan responsibilities when they pick up
the second disbursement of their loans and holds an annual default prevention
week.

With this latter action, CRID has managed to make default counseling not
only informative but entertaining. Two years ago, CRID decided 1o designate
one week of every school year as Defaut Prevention Week, during which ac-
tivities and events designed to increase students’ awareness of student loans
would be incorporated into the regula class schedule. In 1989 CRID choze
the theme De¢fault Busters (inspired by the movie Ghostbusters). The week’s
activities included the following:

W School-wide awareness campaign. Students were given Default
Buster butions, and those who were wearing buttons when their
names were called were awarded prizes.

W Panel discussion. This focused on the roles of the borrower,
school, lender, servicer, and guarantor in the loan and repayment
processes, featuring the head of the local guarantee agency, a repre-
sentative from the negional office of the U.S. Depantment of Educa-
tion, a representative from a local lender, and a representative from
the local servicer. The discussion was followed by a question and
answer period.

W Student loan 1.Q. test. Students studied information provided on a
student loan fact siweet and took a written exam at the end of the
day. Throughout the week a person designated as the Default
Buster visited classrooms to quiz the students orally on questions
randomly selected from the 1.Q. test. Students who answered cor-
rctly received steno paper, and those who answered incorrectly
were slimed by a ping pong gun.

®  Theme design contest. Students this year were invited to design
creative T-shirts; the top three designers won cash prizes of $500,
$100, and $50. The T-shirts were sent to state I¢ islators, Last
year CRID held a poster design contest.

W Lenter writing campaign. Students wrote to state and federal legis-
lators thanking them for supporting the GSL. program and thus ena-
bling them to receive an education, descnbing their future plans,

MC and informing them of their intention to repay their loans.

¢85
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it

m  Entertaining final presentation including a skit and & music rap poe
formed by CRID’s faculty and staff. This year's skit, CRID's adap- .
tation of the Three Little Pigs, demonstratqd the detrimental,
long-term effects of failing to repay loans.

1 The first two pigs who had defaulted on their loans were rejected for a housing lom snd
we.e forced to build thewr homes using sticks and straws. The third pig, who hed repeid his
loan, receved a mortgage and was able to build his home with bricks. The wolf, silss Fed.
Gov , was able to blow down only the homnes of the first two pigs. After experiencing loss of

Q :dit. the first two pigs made arrangements 1o repey their student loans.

26
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COUNSELING STUDENTS:
Spelman College
Allanta, Georgia

Spelman Cc llege, founded in 1881, is a historically black women's college in
Atlanta, Gorgia, with an enroliment of about 1,800 students. It offers a liberal
arts edu”ation in a supportive leam:ing environment, which extends to the
financil aid counseling prograsu. Spelman's program involves not only stu-
dents tut also the families of students, and it starts not when the students begin
college. but from the time young people begin thinking about college.
Spelman’s counseling program involves many steps:

®  Staif from Spelman’s financial aid office visit high schools and
churches upon request to discuss financial aid options witl: high
school juniors and seniors.

®  When prospective students and their parents come to visit Spelman,
the financial aid office gives them information about loans, em-
phasizing the seriousness of debt and the students’ responsibilities.

8 Once admitted to Spelman, students are required to meet with finan-
cial aid officers on a one-on-one basis at least twice a year. Topics
of discussion include dett managcment, expected repayment, inter-
est rates, and loan consolidation. During the counseling session,
the students’ financial records are discussed and staff strongly ad-
vise students to borrow the smallest amount necessary.

® Ifastudent chooses o leave Spelma 1 before graduating or is dis-
missed from the college, counseling services are provided concem-
ing financial aid and the responsibility of loan repayment.

A
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IRecommendation #

Work closely with lenders to
reduce defaults.

Postse ndary institutions and lenders both are concemned about defaults.
High-default institutions may not be allowed to participate in the student loan
program, and high-default lenders lose time and money collecting on delin-
quent loans. By sharing information, ic. 1s, and responsibilities, both schools
ang lenders stand to benefit from lower defauit rates.

To help forge a cooperative relationship, schools should take the following ac-
tions:
m  Meet with representatives from the lending institutions and leam
about the actions lenders are taking to reduce defeults.

Recommend responsible lenders to students.

m Coordinate efforts to ensure that students will receive counselirg
on all relevant aspects of repayment. For exampie, some postsecon-
dary institutions that do not have the staff to counsel students on
personal financial planning enlist the }ender to counsel students on
this topic.

m Provide lenders with pertinent information on the student’s
whereabouts, such as references, possible employers from place-
ment files, name changes, social securi:y number, and driver’s
license number.

@ Notify the lender when a student’s enrollment status changes. The
sooner the lender knows that a student has left school, the easier it
will be to locate the person and establish a repayment schedule.

2 Contact the lender when the institution cannot locate a student.
This will allow banks to begin skip tracing, to locate the student as
soon as possible.

V]
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Recommendation #3
Improve the quality of the educa-
tion offered at the institution.

Aninstitution that offers a high-quality education will ensure that its students
have the necessary skills to find employment and meet their financial respon-
sibilities after they graduate. Also, as Chart § shows, some students default be-
cause they are unhappy with the education they received.

Institutions must meet the challenge of offering their students the highest-
quality education in the following ways:

W Strengthening the curriculum. The curriculum offered should be
up-to-date, comprehensive, and challenging. For example, a
secretarial school should teach more than typing and dictation; it
should teach writing, office management, and basic computer skills.

®  [Insisting on an excellent faculty. The faculty must have good
qualifications, and the faculty st.ould be large enough to give stu-
dents individual attention. By evaluating faculty periodically,
schools can improve or replace poorly qualified staff and hire addi-
tional personnel when the need arises.

® Improving the availability and effectiveness of academic rounsel-
ing. One-to-one tutoring can be very effective in assisting students
in their coursework.

®  Updating facilities, materials, and equipment. Teaching students
how to handle antiquated machinery or to program in an obsnlete
computer language will not prepare students adequately for jobs in
today’~ market,

Chart 5—Reason for Defaulting on GSL: Dissatisfiea with Program
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Improve retention programs

IRccommcndaiion #4

to keep students in school.

Half of ali defaulters drop out before completing their postsecondary education.

Many who drop out are ill-equipped to find employment later and do not have the
means to repay their loans; others quit school becaus they were dissatisfied with
the program and refuse to repay because they feel cheated. An institution that has
a high dropout rate should develop and implement a comprehensive program to at-
tack the attrition problem. In implementing a program, schools should take the
following actions:

Strengthen the.academic counseling program. A schooi can hire more
tutors, require the faculty to serve as academic advisers, and offer
remedial classes.

Revise the admissiors policy and screening practices to ensure that stu-
dents enrolled in the institution have i reasonable expectation of sic-
ceeding ir. their programs of study. One way to determine whether
students will be able to complete the program is to require potential stu-
dents to pass an exam designed to test their skills and educational back-
ground.

Use only salaried employees or volunteers to recruit students. Studies
on proprietary ins.dtutions have found many examples of aggressive,
commissioned representatives or salespeople who used inisleading in-
formation and exaggerated promises to recruit stedents.

Provide accurate information concerning completion rates, cost of at-
tendance, and program requirements so students can assess their
chance of completing the program before committing themselves to
the program or 10 a student loan. This action is now required of all
nonbaccalaureate vocational programs.

1 Pelavin Associates, Inc., Conswner Rights and Accountability in Postsecondary
Vocational-Technical Education: An Exploratory Study, 1988; Interface. Unfair At Any
Q Trice: Welfare Recipienas At New York Proprietary Schools, 1989.

E
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IMPROVING STUDENT RETENTION: I
Valley College of Medical and Dental Careers
Los Angeles, California

Valley College of Medical and Dental Careers, located in an inner-city neighbor-
hood of Los Angeles, enrolls 650 students, approximately three-guarters of whom
are from disadvantaged or low-income backgrounds. Because of the financial
«nd academic difficulties its students face, Valley Collcge developed a program in
1987 to help its students stay in school, eventually graduate, and hecome medical
and dental professionals.

Valley College’s student retention program has several features:

@  The admissions procedure inciudes testing designed to admit only
those students whe will benefit from the program. This policy,
however, does not discriminate against the poor. For example, the
school accepted one student who was homeless at the time of her
entrance interview; she graduated recently and now has a job
paying $20 an hour.

s Academic tutoring helps students keep up in their coursework. The
main difficulty for most students is in mathematics, so Valley Col-
lege has implemented special math classes to improve students’
math skills. The college also establisi.. the Lamplighting Pro-
gram, a peer-tutoring program in which student tutors, or
lamplighters, as they are called, help their peers with any academic
problems.

s Stucent Services, a new Valley College program, helps students
deal with problems outside schoo! that often affect students’ perfor-
mance in school. For example, one female student who was being
physically abused by her husband was directed to a crisis interven-
ticn agency and placed in a safe house; she was then able to com-
plete her education. Student Services also helps students find
carpools, volunteer opportunities in the health care area, and part-
time jobs.

s Students’ absences are monitored. If a student is absent one day,
the teacher calls the student at home to find out the reason for the
absence. If the student is absent for two days, the teacher and
another staff person call. The monitoring continues until the stu-
dent retums.

Valley College reports that its retention rate has increased 30 percent since the
program began.

S
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Recomunendation #5
Work to reduce defaults by
dropouts.

Students who drop out of a program default on their loans at a much higher
rate than do students who graduate. Many withdrawals occur during the first
two weeks of classes, before the students have put substantial time and effort
into their coursework. Students who drop out during this initial period are
sometimes held responsible for the entire tuition charged for the school ses-
sion. By not disbursing student loan funds to students during the first 30 days
of enrollinent and by giving stud=nts who drop out after 30 days a fair refund
for the balance of the session, postsecondary institutions can reduce default
costs due to withdrawals. Here are some specific actions these institutions can

take:
]

Delay certification of first-time borrowers’ loan applications so that
the borrowers receive no loan proceeds until at least 30 days into
the loan period. Currently, schools with default rates greater than
30 percent are required *» delay certification for first-time bor-
rowers; and all schools, regardless of default rate, are required to
delay certification of SLS loans for first-time borrowers.

Be aware of problem signs, such as a series of absences. If students
seem to be having problems with the coursework, encourage them
to receive academic or other counseling.

Increase the review of students’ in-school status so as to recognize
promptly those instances in which borrowers withdraw without
notifying the institution. The sooner the school and lender know
that a student has left school, the easier it will be to track the former
student’s whereabouts when repayment is due.

Explain carefuily i0 prospective students that if they zre dissatisfied
with the education or do not complete the schoo! sessicn, they will
still be held responsible for repaying the loan

Establish a fair and equitable refund policy. One considered fair is
a pro-rata refund policy, which is currently required of schools with
default rates greater than 30 percent. Whatever their refund pclicy,
schools should clearly state their refund policy to all students
before they receive a loan.

Process refunds quickly.

When the lenderis sent a refund to be applied to the student loan,
send a notice to the student telling him tc contact the lender immedi-
ately to begin repaying the balance.
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IRccommc*\dation #6

Teach students to budget and
manage their personal finances.

Too many students default because they cannot budget their finances. A sig-
nificant number of former students, even though they were working, did nnt
have the funds available to repay their loans—or they were repaying other
loans (see Chart 6).

Students often blindly accept student loans without understanding the financial
burden that loans will place on their economic situation after they leave

school. The jobs they are offered immediately after graduation will citen be
entry-level positions, and the deduction of taxes and insurance from their
salary could leave very Litle to pay all their living expenses as well as their stu-
dent loan(s).

To determine how much money they need to borrow and how much they will
be able to repay after graduation, potential borrowers reed to calculate their in-
school and out-of-school budgets. Schools can help students by offering cour-
ses in budgeting and p:rsonal financial management or by including this type
of material in the eatrance and exit counseling sessions. Some institutions
have found it heipful to work with bankers and insurance representatives to
develop a course outline and present the material.

Chart 6—Reason for Defaulting on GSL: Difficulty Budgeting Finances
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In the budgei session, the instructor should—
— help students realistically assess their finances;

—emphasize the danger of excessive indebtedness because bad credit
can be very detrimentas to borrowers in future years;

—advise students of their opiions if repayment is impossible;

—emphasize the need to begin detailed financial planning while in the
grace period (repayment will be due six months after graduation); and

~—inform students of the option to consolidate loans for more manage-
able payments.

The session can be divided into two parts, covering the in-school budget and
the out-of-school budget. Appendix D contains samples of both budget
worksheets.

e
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HELPING STUDENTS FIND JOBS:
Baker College of Business
Flint, Michigan

Baker College of Business, a privaic non-profit school with campuses in Flint,
Muskegon, and Owosso, Michigan, offers two- and four-year programs in a
wide range of fields. Primarily a career college serving adults who are retum-
ing to education, most of the school’s students range in age from 21 to 40 and
already have some work experience txfore attending. Baker Coliege often
provides training to people seeking a career ~hange after being laid off in other
industries.

Baker College recognizes the value of actual work experience, both to enhance
what students learn in the classroom und to increase employment opportunities
upon graduation. Through work, students also learn valuable job skills, includ-
ing handling responsibility and getting along with employers.

The schwol sponsors two work-experience programs that allow students to get
on-the-job experience with preparation for work in their chosen fields. More

than 60 percent of the graduating students participate in one of the two work-

experience programs offered at Baker College.

m  The Co-op Program allows students to earn four class credits and a
regular salary for part-time work after school and on weekends.
Students usually begin working in the last or next-to-last quarter of
school. The program matches employers and students in fields
such as business management, computer programming, and travel
and tourism planmng. Many students find that the Co-op Program
leads to permanent employment at the firm where they interned
while in school.

®  The second intemship, also worth four class credits, requires be-
tween 120 and 300 hours of work ov=r a 10- to 12-week period and
is required for graduation in several uf the programs. For example,
participation is required in biomedical technology, statistical
process control, drafting, and roughly 10 other fields of the 33
associate degrees offered at Baker College. This program is
generally shorter than a Co-op internship and is unpaid. The re-
quirement makes graduates of these programs attractive to prospec-
tive employers who know that the school is providing them with
well-trained and experienced personnel.

According to Baker College, approximately 20 percent of its graduates get
jobs from their work-experience employers.
Baker College supplements the two intemships with & seminar in employment
O ategies. Ltudents are required to successfully complete the seminar in order
EMC graduate. The seminar is a two-day, eight-hour course that teaches students
oy
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Recommendation #7
Establish a good job placement

program.

The most common reason borrowers default is that they are unemployed (see
Chart 7). Schools with low job r'acement rates must make job placement a real
priority. To do this they can t=Xe the follov-ing steps:

Propnetaly
schools

Two-year
schools

Four-year
schools

Q
EMC rce. See Chart 2. o

IToxt Provided by ERI

increase contacts with local employers b+ inviting companies io
recruit on campus or by holding job fairs w.rere potential employeis
can speak with students

Establish a job placement center where students can go to obtain
counseling, information about potential employers, and information
on job search strategies. Many schools have centers where students
can leamm how to handle interviews ef¢ tively and how to compose
persuasive resumes and cover leiters.

Ensure that the job placement center 1as the staff necessary to work
with students during their first year of school and help them think
about, prepare for, and ¢ventualiy search for employment.

Explore with local employers the feasibility of establishing intem-
ship and cooperative education programs.

Work with the local office of the U.S. Employment Se¢rvice and the
Private ™dustry Council supported by the U.S. Department of
Labor to obtain job information and placement assistance for stu-
dents.

Establish or improve an alumni network through which alumni can
meet with students to offer advice, information, and job leads.

Chart 7—Reason fer Defaulting on GSL: Unempinyed
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regular salary for part-time work after school and on weekends.
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is required for graduation in several ,f the programs. For example,
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associate degrees offered at Baker College. This program is
generally shorter than a Co-op intemship and is unpaid. The re-
quirement makes graduates of these programs attractive to prospec-
tive employers who know that the school is providing them with
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interviewing techniques and resume writing. Teachers also define application
procedures, ¢xplain ways of evaluating different job offers, and suggest a:ess
and appearance choices.

Baker College's job placement office is ~un by four full-time staff members.
In combination with the. two internship programs, the office’s efforts result in
the placement of almos. half the school’s graduates. The office arranges much
of the contact between students and potential employers, including presenta-
tions, on-campus interviews, mailings, and even breakfasts with company offi-
cials.

Baker College claims to have an overall emplcyment rate of approximately 96
percent among its graduates.
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Recommendation #8
Keep in touch with borrowers
after they leave school.

The first year after a student leaves the institution is critical. Often the former
students have not yet found jobs, or jobs that meet their expectations, and they
have incurred many new financial responsibilities. They may have moved
recently and not given their lender their new address; or they may not have
received a bill from their lender and may not realize that they are responsible
for making a payment anyway. During this period, e¢ucational institutions
should play a supportive role while still ensuring that borrowers do not enter
default. Institutions should take the following actions-

®  Send follow-up letters and make phone calls to remind former stu-
dents when their loan payments are due.

® Encourage former students 1o call the institution if they have any
questions.

®  Invite former students to make an appointment with a counselor if

they are having a problem with payments. Inform former students
of the cptions they have if repayment is impossible.

= Encourage unemployed former studerits to use the job placement
services at the institution.

s Use skip tracing to locate foriner students if necessary. Once the

former students have been found, check to be sure they are making
iimely payments.




REDUCING STUDENT LOAN DEFAULTS 31

WORKING WITH FORMER STUDENTS:
Phoenix Institute of Technology
Phoenix, Arizona

In 1986, Phoenix Institute of Technology (PIT), which offers courses in
electronic technologv, automotive technology, and drafting and commercial
art, began a comprehensive program to reduce its loan default rate. It incor-
porated many elements into its plan—counseling students about loans, teach-
ing them about budgeting, working to keep them in school, and tutoring them
for the GED.

In addition, PIT continues to assist bormowers after they leave the institution.
This includes two features:

m Delinquency and default lists. PIT checks the delinquency and
default lists provided by the lender and guarantee agency and at-
tempts to contact former students who are not repaying their loans,
first by letter and then, if necessa.y, by telephone. The letters
remind former students of their obligations to repay their loans and
the possibility of deferment or forbearance in some cases. The let-
ters also wam of the many serious consequences of default and the
need for borrowers to remain in contact with their lenders. If
telephone contact is successfully made with a borrower or a T2fer-
ence, an update of the borrower’s address and telephone number is
requested and the borrower is strongly urged to contaci the lender.

@ Placement office The placement office continucs to be involved
after students graduate. When the officc gets a request for place-
ment assistance, former students who are still in the grace period
are sent employment information ana a reminder about loans com-
ing due. The placement office is also notified when a graduate be-
comes delinquent or is in default. Borrowers in delinquent or
default status are advised (0 begin rep aying their loans.
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Recommendation #9
Analyze the default problem at the institution
and take the appropriate actions.

To determine where most effort is neeced, each institution should determine
the causes of default by its students. To answer the question, “Why do our
students default?” each institution can collect and analyze the following infor-
mation:

m  the jobpla~ ..ent rate for former students,

m the employment rate in students’ fields of study (for carcer and
vocational schools).

the dropout rate,

the certification rate and liccnsure rawe (for career a~A vocational
schools), and

m  the reasons forme - students give for defav...ng.

An instiution that has a low job placement rate should strengthen its job place-
ment program and update its cumculum so that students will have the skills
necessary to join the job market.

An institution that has a high dropout rate must determine why students are
not staying in the program Are they inadequately prepared for the program?
Once in the program arc they nc: receiving academic tutoring and counseling?
Did students have unrealisi.. expectations about the program? Were the stu-
dents not serious about completing the program from the start? An institution
can make changes to the admissions policy and the curriculum to ensure that
students who are admitted will stay in the program. Schools can also take cer-
tain precautions, such as delaying disbursement of 10an funds, ' so that stu-
dents who do drop out early do nct owe large amounts of stu~  ‘27n funds.

An institution that has low cernfication and licensure rases 1 ot be provid-
ing adequate training 1o its students. The institution should make an extra ef-
fort t6 determine which skills and knowledge are necessary to pass
-crtification and licenst:., examinatious and include courses in its cumculum
to address these needs

Ar institution whose students are graduating from the program, being certified
and hcensed (if the inst.iution is a professional schooi ), and getting sufficiently
high-paying jobs must look deeper to determine why its students default.
Former students who defaulted can be interviewed. Did they understand the

1 Currentiy, ail scheols must delay di<-ursement of SLS fundr and hugh-default schools must
delay disbursement of GSI. funds ¢ “irst-time borrowers for 30 days

41
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ramifications of defaulting? If not, this problem should be more heavily em-
phasized in the counseling session ior future loan recipients. “Vere the defaul-
ters having problems making ends meet each month? If 0, a oudgeting and
consumer course could be developed. Were the defaulters not repaying ihcir
loans because of administrative misunderstanding and confusion with their
lenders? If so, the institution could arrange a iiiceting with area lenders to dis-
cuss the problems students are encountenng. Lenders who attempt to com-
muncate with thei. borrowers and diligently collect loans could be
rec~mmended to future students.

An approach to default reduction that works at one istitution 21y not be lue
best approach for another instituiion  Each must tailor a plan for reducing
defaults that meets 1ts needs and situation.




34 What Postsecondary Institutions Can Do

ANALYZING THE DEFAULT PROBLEM:
Al Collins Graphic Design School
Tempe, Arizona

Al Collins Graphic Design School in Tempe, Arizon, trains sudents 10 be commer-
cial atists and illustrators. In January 1988, Al Collins hired a full-time loan defink
manager, Mary Lyn Hammer, to help the school lower its default rate. By lstening
to the studesits and investigating their claims, Hammer discovered that moet defsults
resulted from a lack of communication among the students, lenders, servicers,
guarantors, and secondary markets, or from the students’ dropping out of school.

To deal with the first problem, the school authorized Mary Lyn Hammer to—

-—resolve problems with lenders;

— help students apply for deferment of repayment or forbearance;

—help students get affordable payments by cross-referencing loans sold o
different secondary markets;

—maintain a data base on all loan recipients. This includes current status,
enroliment dates, current address and phone number, employment infor-
mation, emergency contacts and other references, loan repayment
schedules, lenders, servicers, secondary market holders, guarantors of the
loans, and account activity data;

—help borrowe:s get out of delinquent status (based on reports provided by
the lenders);

—conduct automatic skip tracing when an address is no longer valid or
when requested by a lender or servicer; and

——provide montily separation reports 1o lenders (i.e., monthly listings of the
lender’s student borrowers along with the school’s most current informa-
tion on each student, such as last date of attendance, current Address,
phone number, reference data, and employment data).

To deal with the second problem—students’ dropping out—the schooi developed a
retention program, consisting of the following activities:

m  The school closely monitors students’ attendance.

® A stdent who indicates an intention to drop out, or who has an anen-
dance record or grades cle ~ 1o minimum standards, is required to meet
with a group of admin’ ..rators and faculty who counsel students in-
dividually to i npvove their situations.

w  The school sends several letters to dropouts, reminding them of their
repayment obligations and options and encouraging them to retum to
school.

m  Some students who are having financial difficulties are encouraged
© . toswitch to the evening program rather than drop out.
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Recommendation #2
Communicate effectively wi:h student borrowers
during all phases of the loan ¢ racess.

Studies have found that students who had been in touch with their lenders
before the repayment period began were less likely to default. Studies have
also found that borrowers who default usually never made the first paytm:nt.l
Lenders must make every effort to get the student to make that critical first
payment.

In doing this, it is important for lenders to remember that student loans are
ofter: the first major debt that students will incur. Interest capitalization, for-
bearance, loan servicers, and insurance and origination fees are terms tizu. are
completely foreign to many borrowers. Any communication with borrowers
should be conducted in plain language and any unfamiliar terms should be
carefully explained.
To communicate effectively with borrowers, lenders should take the following
steps:

m  Counsel students before lending money to ensure they understand

their responsibilities, the debt burden they will have after gradua-
tion, and the consequences of default.

®  Encourage borrowers to visit or call the loan office when they have
questions, need information, or have problems with repayment.

m  Promptly notify the borrower if they sell the loan, informing the
borrower of the new lender and the new address to which loan pay-
ments must be sent.

m  Write all correspondence in terms that borrowers can easily under-
stand.

m  Coordinate efforts with schools and help them counsel students.

1 Career Traming Foundation, Default Management Manual, 1987.
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Default and the Lender

In a recent ftudy of lenders and defaults conducted for the Department ~*
Education,” researchers concluded that neither the income of the borrower at
the time of loan origination nor the type of school the borrower attended is the
sole indicator of a high lender default rate. Table 3 shows that lenders with
high default rates tend to have higher-than-average default rates across all sec-
tors of postsecondary institutions. This suggests that borrowers’ repayment
performance may br: iclated 1 lenders’ practices.

Table 3
Average Fiscal Year 1985 Cohort Default Rate
by Sector for High-Default and Low-Default Lenders*
(largest 100 institutions)

High-Default Low-Default

Type of Institution Lenders Lenders
Private two-year 26.9% 5.9%
Public two-year 35.9 9.5
Private four-year 17.8 5.1
Public four-year 17.7 4.6
Proprietary 44.6 13.1

Source: Federal Funds Information for States

An earlier study, conducted in 1986 for the Department of Education,” iden-
tified several activities that significantly lower the lenders’ default rates:

®  Multiple disbursing of loans throughout the school year.

®  Contacting borrowers directly to update therr status while they are
in school.

1 Federal Funds Information for States, An Analysis of Lender Default Rates in the Stafford
Loan Program, June 1989

2 High-default lenders had rates of above 30 percent and low-default lenders had rates below
10 percent.

3 Applied Management Sciences, Inc , A Demonstration of Beravior Scoring Models to
Prevent Defaults and to Collect Defaulted Loans in the Guaranteed Student Loan £ oorz .0,

1086. .
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s Conducting enrollment verification from the borrower’s institution.
m Verifying academic progress from the borrower’s institution.
@ Reporting loan approvals to credit bureaus.

The first four activities provide lenders with current information on each
borrower’s enrollment, academic progress, address, and anticipated graduation
date. This information is important not only because it helps lenders locate
borrowers more quickly after they leave the institution, but als? because it al-
lows lenders to identify dropouts early and put them into repayment status.
Multiple disbursement also leads to a reduced loan amount for dropouts, pos-
sibly making payments more affordable.

The last activity. reporting loan approvals to credit bureaus, if communicated
to borrowers, can impress on thera the fact that failure to repay will impair
their credit ratings.

The study also found that lenders with specific divisions or account repre-
sentatives to hand'e student loans were more successful than others in prevent-
ing delinquent cases from becoming more delinquent or from defaulting. The
servicing of student loans is very different from the servicing of commercial or
other personal loans. Having staff with expertise and experience in working
with student loans has been found to help significantly in cc...cuons.

In summary, strong actions by a lender—actions taken while students are in
school and after they enter repayment status——can reduce the lender’s default
rate.




8 What Lenders Can Do
I Recommendation #1

Research the loan risk before
lending money.

Lenders are allowed to—and should—research the loan risk before offering a
student a loan. This research involves evaluating the student’s credit history
and the institution.

B Check the student’s credit history; {f it is poor, require a cosigner.

Every lender checks a potential borrower’s credit history before
making a private loan; the same should apply for student loans. Stu-
dents often have no credit history, and they should not be dis-
crimizied against for lack of a history; but a lender should check
with national credit bureaus to determine whether the student has
unpaid or delinquent debt. If a student has such a poor credit his-
t~ry, the lender should require a cosigner.

8 Evaluate the postsecondary institution the student will be attending.

Lenders should evaluate the institution the student will attend—in-
cluding its default, job placement, program completion, profes-
sional certification and licensure rates. If the evaluation is
unsatisfactory, the lender should not lend the student money 1o ai-
tend this particular school. The lender should explain why it will
not offer the student a Guaranteed Student Loan to attend that par-
ticular institution and advise the student that a loan would be avail-
able to attend another school.
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Recommendation #2
Communicate effectively wih student borrowers
during all phases of the loan ;rocess.

Studies have found that students who had been in touch with their lenders
before the repayment period began were less likely to default. Studies have
also found that borrowers who de fault usually never made the first payment.’
Lenders must make every effort to get the student to make that critical first
paymeiil.

In doing this, it is important for lenders to remember that student loans are
ofter the first major debt that students will incur. Interest capitalization, for-
bearance, loan servicers, and insurance and origination fees are terms tiza. are
completely foreign to many borrowers. Any communication with borrowers
should be conducted in plain language and any unfamiliar terms should be
carefully explained.

To communicate effectively with borrowers, lenders should take the following

steps:
"

Counsel students before lending money to ensure they understand
their responsibilities, the debt burden they will have after gradua-
tion, and the consequences of default.

Encourage borrowers to visit or call the loan office when they have
questions, need information, or have problems with repayment.

Promptly notify the borrower if they sell the loan, informing the
borrower of the new lender and the new address to which loan pay-
ments must be sent.

Write all correspondence in terms that borrowers can easily under-
stand.

Coordinate efforts with schools and help them counse! students.

1 Career Traning Foundation, Default Management Manual, 1987.
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COMMUNICATING WITH BORROWERS:
Citibank
Southwestern United States

The Citibank Student Loan Business has a number of Account Managers who
visit postsecondary instituuons in the country. Jim Roth is an Account
Manager for the Southwest Region who has addressed a number of student
groups on the subject of their future financial responsibilities. The atmosy, Yere
is both instructive and supportive; students histen and are encouraged to
participate.

During these sessions, the Citibank Account Manager helps students peeview
their first year out of school. A scenario is presented depicting a graduate with
a job paying $20,000 a year. Quesuons of “How much will you be required to
pay for rent?”; “‘How much will a car cost you?"’; “How about clothes?"; etc.
are asked. Using the responses from the students, Roth is able to illustrate to
students that it will be difficult, even witk: a good job, to cover all their an-
ticipated expenses and still pay off their student loans.

Roth then asks students to consider and propose alternatives to an expen-
sive lifestyle. The stud=nts tynic2lly make suggestions like: “You could
get a roommate™; “You could move back home.” All offered suggestions
are discussed. The students begin to feel the implications of their debt at
this point.

The Account Manager then points out that their first 1oan payments will be due
six months after they graduate. Students are asked to envision what that time
will be like. If the students are enrolled in a typical college or university, they
are reminded that it will be around th. oliday season. They will want to spend
money on gifts and other holiday expenses. Therefore, they are encouraged tc
save some money during the grace period to help prepare themselves to meet
their first payment obligation and still enjoy the holiday season.

Roth also strongly encourages students to contact their lenders if they have
trouble paying back their loans. It is made clear that most banks would “much
rather have a student go into a restructured payment program than lose [the
student io default].” They are told plainly “Do not duck out [of paying off
your loans], because someone will find you.”

Students pay attention to the presentation by Roth, or one of his fellow Ac-
count Managers, because they realize he is a banker who deals with these is-
sues on a daily basis.

49
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COMMUNICATING WITH BORROWERS :
Signet Bank
Baltimore, Maryland

Signet Bank, Maryland's lender of last resort and lender to nearly 50,000 stu-
dents nationwide, has; recently implementcd a new program %o make sure that
students who take out Guarantead Student Loans understand ttat they have
borrowed the money from a bark and must repay the bank.

In 1989 the bank surveyed students from one high-default postsecondary in-
stitution in Maryland and discovered that some students who borrowed money
from Signet did not understand that their financial assistance was a loan and
not a grant. The survey also found that 10 percent of the borrowers had
dropped out of the institution and that 6 percent had not filled out their own
loan applications. In addition, une-quarter of the loan applications contained
incorrect information.

Signet found that many institutions filled out loan applications for their stu-
dents and simply asked the stxdents to sign on the bottom line. Thus, many
students did not understand that the applications originate at a bank, are
processed by a bank, and result in an agreement with a bank to repay the loan
after graduation.

As a result of its survey findings, Signet now requires students at high-default
institutions to obtain loan applications from the bank instead of the educational
institution. On September 25, 1989, Signet sent a letter to 26 postsecondary in-
stitutions in Maryland, each of which had default rates exceeding 25 percent,
explaining that these institutions would no longer receive loan applications
from the bank and that studeats who attended these institutions should contact
the bank directly for applications.

Forcing students to contact the bank to apply for a loan instead of going to
their financial aia office will make students aware of the relationship between
the borrower and the lending institution.
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Use effective collection

IRccommcndation #3
techiniques.

According to the National Postsecondary Student Aid Study (NPSAS), 27 per-
cent of defaulters reported that they were confused by the repayment process.
They were wrongly billed, never contacted for repayment, or had other
problems with the lender.

Once student borrowers enter repayment status, lenders bear the immediate
responsibility for ensuring that students do not enter default. To ensure that
lenders meet this requirement, the Department of Education requires lenders to
perform due-diligence procedures in loan coliections when loans become delin-
quent to get the lcan back into repayment. Due-diligence procedures consist
of the following steps:

®m  When aloanis delinquent, the lender must send the borrower at
least two collection notices during the firs* 3C days.

® When aloanis delinquent by 31 to 60 days, the lender must attempt
to contact the borruwer twice by telephone.

® When aloanis delinquent by 6] to 150 days, the lender must at-
tempt to contact the borrower by tzlephone every 30 days. If unsuc-
cessful, at least one more forceful collection letter must be sent
during each 30-day period.

® When aloanis delinquent by 151 10 180 days, the lendcr must send
a final demand letter (if the borrower’s address is known) requiring
payment in full within 30 days and notifying the borrower that a
default will be reported to national credit bureaus.

® The lender must use normal commercial skip-tracing techniques
which include contacting any references and cosigners to locate a
borrower whose address is unknown.

m  Before filing a default claim, the lender must request assistance
from the guarantee agency (preclainis assistance), if available.

_ Inaddition to conducting due-diligence procedures lenders shiould take the fol-
lowing steps:

®  Work with the educational institutions to obtain information on tiie
student’s whereabouts. After graduating, student borrowers are
very mobile, and extra effort must be made to 1ocate them.

m  Use any supplemental preclaims assistance offered by the guaran-
tee agency.

Contact delinquent borrowers more often than is required.

ol
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Telephone borrowers on weekends and evenings if they cannot be
reached during the day.

Consider rescheduling a student’s loan so that repayment coincides
with a time when the borrower will most likely be able to repay
(e.g., right after the borrower receives a paycheck).

Offer graduated repayment schedules to borrowers.

Be ..exible—if a borrower is willing but unable to make the month-
ly payment, consider offering the borrower fortearance.
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Recommendation #4
Carefully monitor
loan servicers.

Lenders who use loan servicing contractors o help them in collections must
ensure that the .ervicers follow the same due-diligence procedures that lenders
are required to foulow—sending timely collection notices, using skip-tracing
technicues to locate borrowers, and requesting preclains assistance from the
guarantee agency.

If these procedures are not followed properly, the federal government will
withdraw its guarantee for the loans. Thus lenders are ultimately held financial-
ly responsible for servicers who do not adequately collect their loans.

To ensure that their loans will be federally guaranteed, lenders should peri-
odicaliy audit and review their servicers’ operations to make sure that federal
regulations regarding delinquent borrowers are being followed. If they are
not, the lenders must step in and begin servicing these loans themselves or hire
another servicer.

. N
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46 What Garantee Agencies Can Do

Default and the Guarantee Agency

Guarantee agencies conduct a varicty of activities that include reviewing
schoois and lenders, establishing and cnforcir.g program requirements, such as
due-diligence, providing preclaims and supplemental preclai...s assistance,
reviewing and paying default claims filed by lenders, collecting defaulted
loans, and disseminating program material and information.

If due-diligence requirements are met, guarantee agencies will reimburse
lenders for their default claims. In turn, the Department of Education reimbur-
ses a guarantee agency for a percentage of thesc claims, ranging from 80 to
100 percent. At the beginning of each fiscal year, every agency receives 100
percent reinsurance of default claims. However, when reinsurance claims paid
to the agency during any fiscal year reach five percent of the agency’s total
amount of loans in repayment at the end of the preceding fiscal year, the
agency's reinsurance rate drops to 90 percent. When claims reach nine per-
cent, the agency's reinsurance rate drops to 80 percent. In fiscal year 1988,
twelve guarantee agencies hit the 90 percent trigger and, of those twelve, three
hit later the 80 percent rate.

Clearly, guarantee agencies have a financial incentive to reduce defaults.
Many agencies have, in fact, implemented comprehensive default reduction in-
itiatives. Some, however, have not. The pages ahead outlinz actions guaran-
tee agericies can take to prevent defaults from occurring.

Guarantee agencies not only have a financial incentive 1o reduce defaults but
also to recover loans that have aiready entered default. A g.arantec agency is
permitted to reia:, 30 percent of its collections on a loan, plus 10 percent for a
loan reinsured at 5t per-ent, or 26 percent for an 80 percent reinsured loan.
Guarantee agencies collected $539 million in FY 1988.

A 1986 study1 that analyzed guarantee collections found that agencies were
abic to collect on 27 percent of defaulted cases within six months of paying
the claim and 34 percent of cases that had been in collection 18 months.

The study determined the following:

m Early collection efforts 2re most successful when letters and follow-
up telephone calis are used.

m  Tax refund offsets are an effective method of obtaining direct pay-
ments and also of inducing borrowers tc make voiuntary payments.

m  Wage garnishment is very successful in obtaining payments from
those borrowers who could legally be subjected to it.

1 Applied Ma.iagement Sciences. Inc.. A Demonstration of Behavior Sc.wing Models to Prever.t
Defaults and to Collect Defaulted Loans in the Guaranteed Studr- ' oan Program, 1986
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m  Legal action is an effective technique for obtaining payments as a
last resort.

In summary, persistence is strongly related to recovery success and collections
can be successful on resistant borrowers, even years after default.

Voo
c:t)
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Recommendation #1
fully enforce all established laws and regulations.

Many guarantee agencies are taking strong action to reduce defsults in their
regions. By monitoring lendess and educational institutions, ‘0 ensure that
they are properly administering the student loan program .nd adequately
preventing defaults, they are serving notice that high de{aults will not be per-
mitted in their jurisdiction. Some guarantee agencies are penalizing and even
bringing legal proceedings againsi lenders and institutions that are not comply-
ing with the law, to ensure that only legitimate ones participate in the program
and to deter future violations.

Guarantee agencies must take the following steps:

@ Ensure that lenders are fcllowing due-diligence procedures. All
lenders participating in the program are required by regulation to
follow these practices.

s Targe. audits at high-default schools. A high default rate signals a
problem at the school that should be investigated

Conduct thorough on-site reviews.

Establish stringent administrative comphance criteria and sanctions
for noncompliance.

u  Enforce sanctions against lenders who violate the guarantee
agency's established terms and conditions under which ¢’ “*ms are
paid
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MONITORING LENDERS AND INSTITUTIONS:
New ] ersey Higher Education
Assistance Authorily

In 1986, the New Jersey Higher Education Assistance Authority (NTHEAA)
devcloped a plan for systematically auditing institutions, At that time, NTHEAA
was concemed that institutions with serious administrative deficiencies were
eligible to participate in the GSL programs.
Under their compliance plan, NJHEAA identifies schools with high default rates
and notifies them of their intent to conduct a program review at their institution.
These institutions are evaluated on how they perform in the following six
categories:

1. Student withdrawal rate

2. Non-netification of required enro'lment status changes to GSL lenders
and NJHEAA

3. Incomplete documentation
4. Files mussing entirely
5. Late refunds

6. Retunds never paid

Using the percentage 1n each category, NJHEAA calculates a “Noncompliance
Index™ for the institunon to determune the sanction. These percentages constitute
“violation points” that are weighted by’ multiplying the percentage of missing files
and refunds never paid by four, and the percentage of incomplete files and late
refunds by two. The index is equal to the sum of the weighted violation points
divided by the number of categories The following sanctions are imposed based

on this index:
Noncompliancelndex — Sagnction
9 9orless None
10010 146 Plan of Cormective Action
15010249 Limitation for 9 months
25010349 Limitation for 18 months
35010699 Suspension for 18 months
70 0 and above Termination

| By developing a precise measure {or noncompliance and defined sanctions,

; NJHEAA can systematically evaluate institutions. Since 1985, 40 New Jersey

1 institutions parucipating in the program have closed, inciuding haif of those
that were audited
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Help institutions in their default

IRecommcndation #2

reduction efforts.

As noted earlier, institutions are required to conduct entrance and exit inter-
views (o participate in the student loan programs. Also, high-default institu-
tions are required to take other specified actions 10 reduce their default rates.
Guarantee agencies can assist institutions in their endeavors by taking the fol-
lowing actions:

Produce and distribute debt management materials, such as
pamphlets, videotapes, and posters, that instiions can use in their
. entrance and exit interviews.

m  Provide training and technical assistance to financial aid ad-
ministrators.

®  Keep institutions abreast of regulatory changes that affect them.

Notify institutions of delinquent borrowers during the preclaims
period before the borrowers enter default. Institutions may be able
to encourage borrowers to repay their loans and contact lenders
with more up-to-date address information.

L‘:(;
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HELPING INSTITUTIONS REDUCE DEFAULTS:
Massachusetts Higher Education
Assistance Corporation

In 1983, the Massachusetts Higher Education Assistance Corporation (MHEAC)
formed a loan-counseling task force to review literature, studies, and current
models; identify experts in the field and create a comprehensive loan-counseling
model, if necessary, to encourage secondary ard postsecondary institutions to pro-
vide financial debt management materials to meet the needs of their students. The
task force is composed of representatives from the lending community, postsecon-
dary institutions, high school guidance offices, loan servicing organizations, and
MHEAC staff.

The task force's first order of business was to develop an agreed-on set of prin-
ciples. Afterreviewing the existing research and literature on student loans and
student loan counseling, the task fo:ce reached the following conclusions:

m  Ability w repay is not the only important attribute for repaying loans;
willingness to repay is also very important.

Loan counseling must include a discussion of how debt relates to fu-
ture eamings and lifestyle choices.

& 1 oan counseling must encourage students to consider altematives to
borrowing.

m  The first payment is the most important. Most defaults are atributable
to borrowers who never make the first paymer ..

With these basic principles established, the task force began to develop materials,
methods, and procedures for improving loan-counseling skills and techniques.
The group commissioned reports on consumption pattems, developed materials
(including posters, brochures, and videos) on loan borrowing, implemented a
repa,ment hotline 0 assist potential defaulters, and established a speakers bureau
for couns2ling high school seniors and their parents on financial aid. One of their
more saccessful publications, a comprehensive booklet titled Educanionai Loans.
1t s your Choice, along with supplemental brochures and handouts that accom-
pany this booklet, explain to students in a clear and well-organized way every-
thing from budgeting expenses to altematves to default

o
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| Recommendation #3
i Help lenders collect repayments
before loans enter default.

On some loans, a lender must tum to the guarantee 2gencies for authority and
borrower information that is not at the lender’s Jisposal. To help lenders,
guarantee agencies can take the following steps.

m Provide training and echnical assistance to ienders.
a Investigate effective collection i chniques.

®  Provide lenders with information on the postsecondary institutions,
such as default rates, job placement rates, and dropout rates, to as-
sist them in evaluating the institutions before loan funds are dis-
tributed.

Help suppert effective tracking of student status.
m  Provide effective preclaims and supplemental preclaims assistance.

If state law permits, get information on borrowers’ whereabouts
from the state’s department of motor vehicles, tax department,
employee registcr, and unemployment commission.

m  Publicize the consequences of default.
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Recommendation #4
if loans enter default,
pursue coulections diligently.

After Joans enter default, the responsibility for collections lies with the guaran-
e .. acies. Although effective collection procedures may differ by region
(e.g.» California has found that using bilingual collectors in predominantly
Hispanic areas improves collection), the following recommendations apply to
all guarantee agencies:

s Train all collectors in the Guaranteed Student Loan programs. Col-
lectors should know the rules and regulations of the student lcan
programs if they are to collect repayments effectively.

®  Contact defauiters frequently through letters, phone calls, or private
collection agents.

®  Consider automating the collections procedure. Guarantee agencies
can save ime and money by automatically scheduling accounts to
be worked and by using auto-dialers to climinate wasted time on no
answers and busy signals.

@ Pursue cosigners equally. The cosigners (sually parents) are ofien
in a better position to repay loans.

s Seek authority for and implement programs of state tax-refund off-
sets and wage gamishment.

Pursue litigation when appropriate.

® Participate fully .n the federal income iaa-refund offset program by
referring all available accounts that are not in repayment status to
the Department of Education for potentizl offset by the Internal
Revenue Service
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PURSUING COLLECTIONS DILIGENTLY:
Pennsylvania Higher Education
Assistance Agency

In 1952, the Pennsylvania state legislature passed a law enabling the Pennsylvania

Higher Education Assistance Agency (PHEAA) to gamish wages without going

‘hrough ordinary court precedures while still maintaining the concept of due

process. PHEAA takes the following steps when borrowers become delinquent:

& The possibility of wage garnishment is used 1o deter possible defaul

ters. When loan recipients are delinquent by two to four months, they
are inforined that PHEA A may bring a lawsuit against them to force
repayment of the loan. Borrowers who are delinquent by four to eight
months are contacted several additional times and wamed that “legal
action including the attachment of [their] wages” can result if they do
not voluntarily repay their ioans.

®  Loaas that are in default enter the next stage. PHEAA conducts a
computer check of the defaulter’s employment status with the state’s
employmeni records. If the borrower is empioyed and is eaming a
salary above the poverty level, wage gamishmes:t procedures are in-
itiated. This automated system is able to process a great number of
cases for a cost that amounts to no more than ordinary billing costs.

@ The loan defaulter is informed of the proceedings and has 30 days to
dispute the debt. In an average year, only about 30 out of every
10,000 cascs are disputed. In the case of a dispute, there is no need to
wait for ar. open court date; an independert hearing is held at PHEAA
with a local lawyer serving as an independent hearing examiner op the
casc.

W if no dispute occurs, or if a dispute is resolved in favor of PHEAA, the
employer is presented with the claim and is required by law to garnish
the loan defaulter’ s wages. Depending on the amount of the debt and
the defaulter’s wages, up tc 10 percent of the defaulier’s income is
withheld.

Before the legislation was enacted, 50 cases of wage gamishment a week were
processed through the ordinary court procedures. Since enactment of this policy,
approximately 400 defaulters a week have had their v ages gamished. In the six
years before 1983 when these streamlined wage gariishment procedures were im-
plemented, a total of only about $1.8 million in wages was collected, an average
of $300,000 each year. 1 1984, the first year afier the new procedures went into
effect, almost $1.5 million was collected. The dollar amounts collected have con-
tinued 10 rise each year, so that between January and Ju.ie of 1989, more than
&“ 8 million was collected. Furthermore, the state’s costs associated with gar-

® hing wages have plummeted.
63
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Recommendation #1
Assess educational quality when reviewing
postsecondzry institutions for accreditation.

Without accreditation by a nationally recognized agency, educational institu-
tions are generally not eligible for any student aid or other federal education
funds. Thus stringent assessment by accrediting agencies czn ensure that stu-
dentloan funds are distributed only to institutions that offer students a good
education. Accrediting agencies should develop a systematic method for deter
mining whether students are leaming at institutions before continuing to ac-
credit these institutions. Such a method should include the following steps:

B Require institutions to document student achievument as a condi-
tion for accreditation. Measurements of student achievement in-
clude retention, job placement, admissions into gradvate or
professicnal schools, and success on licensure or certification ex-
aminations.

s Ensure that institutions are truthful about costs, refund policies,
graduation requirements, and any claims made in catalogues, adver-
tisements, :..d other materials given to prospective students. Institu-

tions that make such claims should be able to back this information
with documentation.

s Ersure that institutions counsel or test students who seek to begin
their studies without having a high school degree or GED.

s Stringently evaluate the institution’s facilities, teachers’ qualifica-
tions, curriculum, and program of studies.

w  Periodically reexamine the accreditation standards and procedures
10 ensure that they serve the student, and not the institution seeking
acereditation
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Racommendation #2
Evaluate the administrative
capability of institutions.

Accreditation not only serves as a symbol of quality assurance for parents and
students but implies that an institution has achieved a certain level of program
effectiveness, financial integrity, and administrative efficiency. Accreditation
often ignores the administrative structure of an institution, though this is impor-
tant for an institution’s overall performance. Accrediting agercies should take
the following actions:

®  Visit institutions to ensure that the schools comply with standards
forinstitutional eligibility.

m Validate the course length of 1ts inststutions  Title IV financial aid
18 tied to course length, resulting in a number of institutions
“streiching”™ their curricula for the purpose of quahfying for Ti''e
IV ad.

m Do not automatically accree.. branch campuses  All institutions
should be thoroughly revi . .. 0 before being accredited

m  If schools are not complyi~ - with established standards, promptly
revoke the institufion’s accreditation

8 Refuse acereditabon for two years 10 any schoo!l that loses s de-
creditation
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66 What States Can Do

Recommendation #1
Estabiish and enforce siringent licensing and
approval preoedures for postsecondary institutions.

States may sct educational, fiscal, and administrative requirements that all in-
stinticns in that state must meet. Studies on state oversight indicate that many
states are not evaluating institutions as cffectively as they could be.

According to one repon.1 arcview of staie oversight activiies revealed “the
patchwork effect... the iack of ciear definitions, and the confusing array of
state agencies involved.” For exan ple. many states have numerous agencies in-
volvea inoversight ranging from the Department of Motor Vehicles, which
licenses and regulates truck driving schools, to the Board of Cosmetology,
which oversees cosmetology schools. Often, these agencies serve primarily in
a different capacity and do not have the expertise to regulatie and license in-
stitutions

States must develop stnct requirements {or licensing and regulating institu-
tions 1o help curb fraud and abuse by some nstitutions  States sh~uld take the
following steps.

B  Coud'l activities with ali state agencies that license and regu-
late insttutions 1n the state

2 Implementtighter business-licensing requirements for all education-
al institutions to eliminate institutions that cannot provide the educa-
tion promised by the institution and do not maintain adequate fiscal
and administrative controis

s Ensure that institutions are financially sound Many state agencies
require inst:tutions 1o post bonds to protect stuacats if programs are
discontinucd oOr instiiutions close  States may also require institu-
uons to have teachout arrangements with other instimitions. Some
states have or are considering tuttion recovery plans, whereby in-
stituttons are required o pay into an insurance fund that 1s used to
retund tuiton io students when instituuons close.

®  Keepstausiios that measure msututions” quahty, these should in-
ciude program completion, job placement, and hicensing pass rags,
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Require fair tnuon refund policies - A pro-rata refund policy or
simalar type of pelicy can be quite effectuve at reducing default
costs assoctated with dropouts.

Designate a unit of state government to detect. mvestigate, and
rrosecate student tinancial ad enmes and frauds




66 Federal Government Responsibilities

The federal government must guide and assist schools, lenders, and guarantee
agencies in reducing student loan defaults and must protect the integrity of the
Guaranteed Student Loan programs by ensuring that all appropriated funds are
used to further students’ education. Clearly, defaults are a misuse of these
funds.

To stop abuses in the student loan program and to reduce defaults, the Depart-
ment of Education has moved on several fronts. The Department has taken
and will continue to take every action allowed by law—administrative,
regulatory and legislative—to discourage defaults and improve collections.
These include the following actions to intensify default prevention and collec-
tion efforts:

®  Training. The Department is improving the training of persons
who administer the Guaranteed Student Lean programs.

B Research. The Department will continue to conduct studies on
default behavior and effective collection techniques. As research
resuits become available the Department will disseminate results.

m  Dissemination of information. The Departmeni will also dissemi-
nate information on job placement, program completion, and cer-
tification pass rates for nonbaccalaureate vocational schools and
state and professional licensure requirements.

B Toll-free hotiine. The Department will publicize 1-800-MIS-
USED, its toll-free fraud and abuse hotline for students and the
public, more extensively in future publications.

B Audits and investigations. The Department’s Office of the Inspec-
tor General (OIG) investigates institutions that have very high
default rates, those that have been the subject of complaints, and
any others that the Department has reason to believe may be guilty
of fraud or abuse. OIG will be conducting more audits and inves-
tigations of schools suspected of frauduient or unfair practices.

B Due-diligence regulations. The Department requires lenders and
guarantee agencies to make specific efforts to fotlow-up on delin-
quent loans before they enter default status.

®  Crea'tbureau reporting. The Department reports Department-held
defaults to consumer credit bureaus in order to prevent defaulters
from obtaining credit financirg until they have made satisfactory ar-
rangements for repayment.

m RS offsets. The Department refers defaulted accounts to the IRS
which withholds the tax refunds of defaulters to pay for their stu-
dent loan debt.

(€) rerry

ERIC o




REDUCING STUDENT LOAN DEFAULTS

63

Recommendation #2
Take strong action
against defaulters.

Govemors and state legislators must send a strong message to students,
postsecondary institutions, and lenders that high defaults will not be tolerated.
To do this they must ensure that guarantee agencies have the support and the
legislation necessary to pursue defaulters aggressively. For example, many
states have enacted legislation tc give guarantee agencies more authority to
collect on delinquent and defaulted loans. States can also enact legislation to
deny professional licenses and state jobs to defaulters until they make ade-
uate repayment arrangements.

States should take the following steps:

Enact a state tax-refund offset program. The federal government
has collected approximately $637.3 million from 1.16 million
people since 1985 to offset defaulters’ federal tax refunds. States
can enact similar programs by offsetting defaulters’ state tax
refunds.

Enact a wage gamishment program. A well-designed wage gamish-
ment program can increase collections at very little cost while still
maintaining due process.

Deny professional licenses to defaulters until they take steps to
repayment.

Screen potential applicants for state jobs to prevent the hiring of
loan defaulters who have not entered into repayment agreements.

Ensure ihat information available at other state agencies, such as
the Department of Motor Vehicles, the tax department, and the un-
employment commission, is available to the guarantee agency.
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66 Federal Government Responsibilities

The federal government must guide and assist schools, lenders, and guarantee
agencies in reducing student loan defaults and must protect the integrity of the
Guaranteed Student Loan programs by ensuring that all appropriated funds are
used to further students’ education. Clearly, defaults are a misuse of these
funds.

To stop abuses in the student loan program and to reduce defaults, the Depart-
ment of Education has moved on several fronts. The Department has taken
and will continue to take every action allowed by law—administrative,
regulatory and legislative—to discourage defaults and improve collections.
These include the following actions to intensify default prevention and collec-
tion efforts:

®  Training. The Department is improving the training of persons
who administer the Guaranteed Student Lean programs.

B Research. The Department will continue to conduct studies on
default behavior and effective collection techniques. As research
resuits become available the Department will disseminate results.

®  Dissemination of information. The Departmeni will also dissemi-
nate information on job placement, program completion, and cer-
tification pass rates for nonbaccalaureate vocational schools and
state and professional licensure requirements.

®  Toll-free hotiine. The Department will publicize 1-800-MIS-
USED, its toll-free fraud and abuse hotline for students and the
public, more extensively in future publications.

W Audiis and investigations. The Department’s Office of the Inspec-
tor General (OIG) investigates institutions that have very high
default rates, those that have been the subject of complaints, and
any others that the Department has reason to believe may be guilty
of fraud or abuse. OIG will be conducting more audits and inves-
tigations of schools suspected of fraudulent or unfair practices.

®  Due-diligence regulations. The Department requires lenders ard
guarantee agencies to make specific efforts to follow-up on delin-
quent loans before they enter default status.

m  Crea'tbureau reporting. The Department reports Department-held
defauls to consumer credit bureaus in order to prevent defaulters
from obtaining credit financing until they have made satisfactory ar-
rangements for repayment.

® /RS offsets. The Department refers defaulted accounts to the IRS
which withholds the tax refunds of defaulters to pay for their stu-
dent loan debt.
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w  Skip racing. The Department has rigorously pursued borrowers by
matching the location of borrowers who have moved with the IRS
address files.

m  Federal employee salary offset. The Department refers defaulted
accounts belonging to federal employees to their employing agen-
cies for salary offset.

m  Justice Department referrals. The Department of Education refers
defaulted accounts to the Justice Department for litigation. In addi-
tion, the Justice Department is implementing the recently enacted
authority to contract with private attomeys to litigate against defaul-
ters.

m  Coilectionservices. The Department has expanded the number of
contracts with private-sector collection agencies to collect on
defaulted student loans.

m  Collection costs. The Department charges borrowe:s for collection
costs it incurs in enforcing defaulted student loans that it holds.

®  Regulatory actions. The Department of Education published a final
regulation on GSL defaults, whicn required institutions to take
specific default-reduction actions dependent upon their default
rates. The Department will continue to regulate where necessary to
reduce defaults.

m  Default-related legislation. The Executive Branch of the federal
govemment has proposed, and will continue to propose, default
reduction and collection improvement measurss
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Appendix C:
Sample Repayment Table
MONTHLY PAYMENTS'
(based on 10-year repayment schedule and
$50 minimum payment)
Total Balance 8% 9%  10%  12%  14%
$1,000 $50.00 $50.00 $5000 $5000  $50.00
2,000 5000 5000 5000 5000  50.00
3,000 5000 5000 5000 5000  50.00
4,000 5000 5068 5287 5739 6211 :
5,000 6067 6334 6608 7174 71.64
6,000 7280 7601 7930 8609  93.16
7,000 8493 8868 9251 10043 108.69
8,000 97.07 10135 10573 11478 12422
9,000 10920 11401 11894 129.13  139.74
10,000 12133 12668 13216 14348 15527
15,000 18200 190.02 19823 21521 23290
20,000 24266 25336 °5431 28695 310.54
25,000 303.32 31669 33038 35868  388.17
30,000 363.99 38003 39646 43042  465.80
35,000 424.65 44337 46253 S02.15 54344
40,000 48532 50671 52861 57389 621.07
45,000 54598 57005 59468 64562 698.70
50,000 606.64 63338 66076 71736  776.34

lln'nwﬂumpasiuomlhlymm Not all lenders give 10 years © repay.
¢
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7 Appendices
Appendix A:
Borrowers’ Rights and Responsibiiitiss

Borrowers’ Rights
Each borrower who takes out a loan, signs & promisscty nose, in which the boe-
. Toweragrees to repay the Joan. The promissory note is a legally binding doce-
ment. The borrower must receive a copy of this note upon sigaing it; the
original note must be retumed 10 the borrower when the loan is paid in full.

Each borrower has the right 0 a grace period before repayment period begins,
if the loan provides for one. The grace period starts when the borrower leaves

achool or drops below half-time status. The exact length of the grace period is
shown on the promissory note.

If a borrower has a Stafford Loan or an SLS, the loan proceeds must be made
payahie to the borrower or to both the borrower and the postsecondary institu-
tion.

Before the lender gives a borrower the first loan disbursement, the lender must
give the borrower the following information about the loan;

® The full amount of the loan, the interest rate, and when the bor-
rower must start repaying.

@ The effect that borrowing will have on eligibility for other types of
financial aid.

® A complete list of any charges to the borrower (loan fees) and infor-
mation on how those charges are collected.

8 The yearly and total amounts the student can borrow and the maxi-
mum and minimum repayment periods.

® A current description of loans the borrower owes to the
dary institution or the lender and estimates of the total debt and
monthly payments.
® An explanation of default and its consequences. One of those con-
sequences will be that the default will be reported to a credit
bureau. Such a report may harm the borrower’s credit rating.
® An explanation of refinancing and consolidation options and of the
option to prepay the loan at any time without penaity.
Before the borrower’s repayment period begins, the lender must tell the bor-
rower—

—the amount of total debt (principal and interest), the interest rate, and
the total interest charges on the loan;
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—the name of the borrower’s lender, where to send the payments, and
whom to write if the borrower has questions about the loan;

—what fees the borrower should expect during the repayment period;
and
— prepayment, refinancing, and consolidation options.

The borrower also must receive a loan repayment schedule detailing the date
when the first payment is due and the number, frequency, and amount of all

payments.

Borrowers who have Stafford Loans, have a right to federal interest benefits, if
qualified. That is, the federal govemment will pay the interest on the loan
until the repayment period begins and during authorized deferment periods.

(A borrower who does not qualify for federal interest benefits must arrange
with the lender to pay the interest of the Stafford Loan.)

A lender who sells the loan or transfers the right to receive payments must so
notify ‘he borrower.

Borrowers’ Responsibilities
The borrower is the individual primarily responsible for the loan’s repayment.

The borrower must keep the school informed of all address changes while in
school.

The borrower must notify the lend .r if the borrower—
—does not enroll in schoo’ . the period for which the loan was in-
tended;
—graduates, withdraws from school, or drops below half-time status;
~—transfers to another institution; or
~—-changes his or her name, address, or Social Security number.
The borrower must repay the loan according to the repayment schedule.

The borrower must make payments on the loan even if the borrower does not
receive a bill. Billing statements (or coupon books) are sent as a convenience
to the borrower, but not receiving such statements does not relieve the bor-
rower of the obligatior to make payments.

The borrower should always include the Social Security number on all cor-
respondence to the lender (including payment checks).

The borrower should notify the lender of any circumstance that affects the
borrower’s ability to repay the loan or eligibility for deferment or cancellation.

The borrower should remember that the loan money can be used only for tui-
tion and other related educational expenses.

O~ "re leaving school, each borrower should attend an exit interview.

ERIC
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Appendix B:
Ramifications of Default

ment all may take action against defaulters. Defaulters can even be sved.
Borrowers should expect the following to occur if they default:

Reponofﬂcdeﬁuhmnnﬂonﬁcmditmus.mwmuadamged
credit rating for at least seven years.

The loss of generous repayment and deferment options.
Possible withholding of federal and state income tax refunds to
satisfy the loan obligation.

Exposure to civil suit.

Liability for collection costs, court costs, and attorney fees.
Possible referral of the account to a collection agency.

Gamishment of wages if the borrower's guarantee agency gar-
nishes wages or if the borrower is a federal employee.

Loss of eligibility for further federal T de IV student assistance.

Loss of eligibility for other types of government loans, such as
Small Business Administration or Veterans Administration loans or
federally subsidized mortgages.

In the end, defaulters car be required to repay’ substantially more than the
amount they would have had to pay if they hac not defaulted.
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Appendix C:
Sample Repayment Table

MONTHLY PAYMENTS'
(based on 10-year repayment schedule and
350 minimum payment)

T T AR N T

Total Balance 8% 9% 10% 12% 14%
$1,000 $50.00 $5000 $50.00 $50.00 $50.00

2,000 50.00 50.00 50.00 50.00 50.00
3,000 50.00 50.00 50.00 50.00 50.00
4,000 50.00 50.68 52.87 57.39 62.11
5,000 60.67 63.34 66.08 71.74 71,64
6,000 72.80 76.01 79.30 86.09 93.16
7,000 84.93 88.68 9251 10043 108.69
8,000 97.07 "10135 10573 11478 124.22

9,000 109.20 11401 11894 129.13 139.74
10,000 121.33 12668 132.16 14348 155.27
15,000 18200 19002 19823 21521 23290
20,000 24266 25336 I5431 28695 310.54
25,000 303.32 31669 33038 35868 1388.17
30,000 363.99 38003 39646 43042 46580
35,000 424.65 44337 46253 502.15 54344
40,000 48532 50671 528.61 573.89 621.07
45,000 54598 570065 594.68 645.62 698.70
50,000 606.64 63338 66076 717.36  776.34

S T R A TR AT T T T e AR R AT e
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bMWdulomeblommlypaym Not all lenders give 10 years to repay.
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Appendix D:
Sample Budget Worksheets

IN-SCHOOL BUDGET WORKSHEET

Yearly Resources Yearly Expenses
Family contribution Education expenses:
Financial assistance Tuition
Savings Books, fees, and supplies
Yearly eamings Housing expenses:
Non-taxable income Rent
Other Utilities
Total Resources Food
Transportation:
Gas/oil
Car payments
Car insurance
Car repairs
BusArain/air
Health:
Insurance
Doctor
Dentist
Prescription drugs
Clothing
Miscellaneous:
Entertainment
Personal items
Child care
Savings
Other
Total Expenses

PPPEPEFFETRTTT T 11
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OUT-OF SCHOOL BUDGET WORKSHEET

Yearly Resources Yearly Expenses
Expected Salary Housing expenses:
Less taxes Rent
Savings Mortgage Payment
Total Resources Utilities
Fumishings
Food
Transportation:
Gassoil
Car payments
Car ingurance
Car repairs
BusArain/air
Health:
Insurance
Doctor
Dentist
Prescription drugs
Clothing
Miscellaneous:
Entertainment
Personal items
Child care
Savings
Student loan payments
Other
Total Expenses
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Appendix E:
Options for Repayment

Institutions and lenders should inform borrowers who are having problems
with repayment about the options that are available. A borrower who qualifies
may be able to defer payment; have a portion or all of the loan canceled; have
8 portion or all of the loan repaid on the borrower’s behalf by a third party; or
enter forbearance with the lender, if the lender deems forbearance appropriate.

Deferment

Deferment periods are periods during which the payment of principal is
postponed and the interest is paid by the federal government. A borrower who
meets the specific requirements has a legal right to postpone student loan
repayment for a particular period of time.

A borrower may defer repaymen under any of the following circumstances:

®  Attending a GSL eligible institution on a full-time basis or, for new
borrowers (borrowers who had no outstanding loans on the date
they signed the promissory note for a loan that was either disbursed
on or after July 1, 1987 or was for a period of enrollment that began
on or after July 1, 1987), on a half-time basis.

®  Studying in an eligible graduate fellowship program or in a
rehabilitation training program for disabled persons.

® Participating in an intemship program that either is required to
begin professional practice or le.«ds to a degree or certificate (two-
year limit).

® A member of the armed forces (three-year limit).

® A volunteer in the Peace Corps, ACTION, or comparable tax-ex-
empt organization (three-year limit).

® Engaged as a full-time teacher in a public or nonprofit private
slementary or secondary school in an area designated by the Depart-
ment of Education as having a teacher shortage (three-year limit).

®  Serving as an active-duty member of the Nation1l Oceanic and At-
mospheric Administration Corps or as an officer in the Commis-
sioned Corps of the Public Health Sexvice (three-year limit).

®  Conscientiously seeking but unable to find employment (two-year
limit).

®  Temporarily totally disabled or caring for a temporarily totally dis-
abled dependent or spouse (three-year limit),

s On parental leave (six-month limit).
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a A mother of a preschool age child who eams no more than $1 over
the minimum wage (one-year limit).

Forbearance

Forbearance is the 12mnorary suspension of full or partial payments. A bor-
rower who is wiliing bus financially unable to make the loan repayment may
request forbear.ince from the lender, which the lender may or may not grant.
The lender may grant forbearance of principal, intercst, or both, for a par-
ticular period of ime. Unlike the case of deferment, interest continues to ac-
crue during this period.

Cancellation

The Department of Education cancels Guaianteed Student Loans only if the
borrower dies or becomes permanently and totally disabled.

The Department will also pay in full or in part a loan discharged in bankruptcy.

Repayment by a Third Party
Sometimes an outside party will make payments on behalf of a student bor-

rower, often for service rendered by the borrower. The following oi1ganiza-
tions may repay student loans:

8 The Department of Defense, for borrowers who are members of the
Amy or National Guard.

® Several siates repay student loans for borrowers who work in
“shortage professions,” such as math and science teaching and the
heaith professions, and for borrowers who work in manpower
shortage areas.
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Appendix F:
Glossary

Ability to benefit: The criteria under which students lacking a high
school degree or general educational development (GED)
certificate are admitted to postsecondary institutions and allowed
to receive aid (other than Supplemental Loans for Students).
Abnility-to-benefit students must (1) pass a standardized
admissions test, (2) enroll in and successfully complete a
remedial program if the student fails the admissions test or if the
student is admitted on the basis of counseling, or (3) receive a
GED by the end of the first year of the course of study or before
graduation or certification, whichever is earlier.

Accrued interest. Interest that accumulates, is payable at a later date,
and may be capitalized.

Cancellation: A repayment by the Secretary of the balance of a
borrower’s loan, due to total and permanent disability or death.

Certificaticn: The process through which the institution confirms in
writing the student’s eligibility for a loan.

Clock-hour schools: A school, generally a proprietary institution, that
offers short-term programs and measures academic progress or at-
tendance in terms of the clock-hours spent in training.

Collection agency: A firm or organization that specializes in debt col-
lection.

Consclidation loan: A loan made for the purpose of paying off loans
received while a borrower was attending school. The consolidation
loan usually has a lower monthly payment, a higher interest rate,
and a longer repayment period than the loans which it pays off.

Cosigner: A person who signs a loan note with the borrower and there-
by agrees to repay the loan if the horrower defaults.

Cumulative default rate: One of several measures of the propensity to
default; this measure is calculated by dividing the do'lar value of
all loans that have ever defaulted since the program began by the
dollar v-dve of all loans that have ever entered repayment status.
This percentage can also be calculated using borrowers rather

« than dollars. 8 4
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Default: Failure to repay a student loan according to the ierms agreed
to in the promissory note. In the GSL programs, default general-
ly occurs when a loan payable in monthly installments is 180
days delinquent.

Deferment: Suspension of required loan payments for specified periods
during which the borrower is engaged in further schooling,
military service, or other specified activities.

Delinquent status: The status of a loan when a payment is not made by
the due date.

Disbursement: The distribution of loan proceeds to the borrower.

Due-diligence procedures: Servicing requirements in federal regula-
tions with which ienders must comply to maintain the federal
guarantee on a student loan.

Fiscal year cohort default rate: One of several measures of the propen-
sity to default; this measure is the percentage of borrowers . ~ter-
ing repayment status in one fiscal year who default before the end
of the following fiscai year. This percentage can also be calcu-
lated using dollars.

Forbearance: Temporary suspension or reduction of principal and/or
interest payment, granted at the lender’s discretion. The bor-
rower must demonstrate to the lender his or her willingness but
inability to make payment during a pericad of hardship.

General educational development (GED) certificate: Certificates
awarded to students who 1-ass the GED examination in lieu of
receiving a high school diploma. This examination is designed to
appraise students’ achievement or performance in the broad
subject-matter areas usually required for high school graduation.

Grace period: Period between the date borrowers cease at least half-
time attendance and the date they enter repayment status, usually
six to nine months.

Graduated repayment schedule: Payment schedule that offers low pay-
ments in the initial years of repayment and increased payments in
subsequent years.

Guarantee agency: An organization that administers the Stafford Loan,
PLUS, and Supplemental Loans for Students (SLS) programs.

85

Q




80 Appendices

One of the purposes of a guarantee agency is to insure lenders
against losses due to borrower defaults.

Guaranteed Student Loan (GSL) programs: Group of programs com-
prised of the Stafford loan, the PLUS, and the Supplemental

Loans for Students (SLS) programs. (See specific loan program
definitions).

In-school period. Period between the date the student begins school
and the date the student leaves grace status.

Insurance Fee: Fec the guarantee agency may charge lenders to help
cover the agency’s expenses. Lenders may pass the charge on to
their borrowers.

Interest capitalization: Procedure whereby loan repayment is deferred
but interest continues to accrue and is combined with the original
loan principal, thus increasing the borrower’s debt.

Limitation, suspension and termination (LS&T): A procedure whereby
a scool or lender that fails appropriately to administer the GSL
programs may be subject to penalties, including limitation on the
amount of loans, suspension of the institution from participation
in the GSL programs for a specified time period, or termination
of the institution’s participation.

Loan principal: Total amount borrowed, not including interest.

Origination fee: An amount generally equal to 5 percent on the face
value of the loan which is deducted fiom each Joan made to the
student and transferred to the Department to help offset loan sub-
sidy costs.

PLUS loans: Variable-rate, generally unsubsidized loans for parents 1o
help pay for their children’s education.

Preclaims assistance: Assistance provided to lenders by the guarantee
agency to encourage delinque... borrowers to make payments and
to help locate borrowers after an account is delinquent.

Promissory note: The written agreement a borrower signs to record the
promise to repay the loan. The note lists the terms on which the
borrower agrees to pay back the loan.

Proprietary school: A for-profit school, usually offering trade or tech-
nical programs two years or less in length.

&6
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Pro-rata refund policy: A refund policy for a student who withdraws,
under which a school refunds a percentage of the tuition, fees,
room and board, and other school charges less any unpaid char-
ges and less a reasonable administrative fee. This percentage is
equal to the period remaining in the term divided by the total en-
rollment pericd.

Reinsurance payments: The payment made by the federal government
to guaraniee agencies for defaulted claims.

Repayment schedule: The form provided by the lender to students,
detailing the monthly payment, the dates when payments are due,
and the total amount owed.

Repayment status: The status of a loan or borrower that occurs once
the borrower has left school and completed the grace period and
during which repayments are generally due on the loan.

Secondary market: Organizations that buy student loans from the
original lender or from other loan holders.

Servicer: An organization, often hired by lenders, that handles loan bill-
ing and other activities on current and delinquent, but not
defaulted, ioans.

Skip tracing: Procedure used to locate berrowers when addresses are
unknown that often involves computer matches with other con-
sumer files.

Stafford loans: Subsidized, need-based loans to undergraduate and
graduate students for postsecondary study.

Supplemental Loans for Students (SLS): Variable-rate, generally unsub-
sidized, loans for graduate, independent undergraduate, and, in
certain instances, dependent undergraduate students.

Supplemental preclaims assistance: Assistance provided to lenders by
the guarantee agency to encourage delinquent borrowers to repay
and to help locate borrowers in connection with a loan on which
the guarantor has exercised preclaims assistance and which has
been in delinquent status for at least 120 days.

Wage garnishment: The procedure used to deduct loan payments from
defaulters’ wages.

Q
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For additional information about student financial aid or to order additional
copies of this book, please call toll-free:

The Federal Student Aid Information Center
1-800-333-INFO
9:00 a.m.-5:30 p.m.
Eastern time
Monday-Friday

Anyone knowing of fraud, waste or abusc involving Dcpartment of Education
funds or programs, please call toll-free:

1-800-MIS-USED
or write:
Inspector General’s Hotline
P.O. Box 23458
Washington, D.C. 20026

Your report may be made anonymously or in confidence.




Appendix 16

END

B

U.S. Dept. cf Education
Office of Ekducation

Research and
Improvement (OERI)

ERIC

Date Filmed

March 21,1991




