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Comprehensive Student Loan Training Series

Session Three of Four

August 2014

Today’s Plan

• Tax issues, planning, taxation of 

forgiveness

• Private loan default triggers

• Private loan collection defenses

• Federal loan default triggers

• Federal collection powers

• Challenging federal collection efforts

Tax Issues Facing Student Loan Borrowers

• How Adjusted Gross Income and tax filing status affect 

income driven student loan repayment plans.

• Special issues affecting borrowers in community 

property states.

• Taxation of loan repayment assistance benefits and 

loan forgiveness.

Planning

• “Above the line” adjustments to income

– Take the student loan deduction

– Use health savings account from employer

– Use section 129 employer dependent care 
assistance program

– Take ordinary and necessary business 
expenses

– Take capital losses up to $3,000

– Save for retirement

• Use 1040 not 1040A or 1040EZ

Taxation of loan forgiveness

• As a general rule, income from the 
cancellation of indebtedness is taxable as 
income; 

• However, Section 108(f) of the Internal 
Revenue Code allows the forgiveness of 
certain student loans to be excluded from 
taxable income if the student loans are 
forgiven as a result of the borrower working 
for a certain period “in certain professions 
for any of a broad class of employers.”

School-Based Loan Repayment Assistance 

Benefits Are Usually Not Taxable

• Most schools structure LRAP awards as 
forgivable loans, rather than as grants, to 
meet the requirements of Section 108(f) and 
permit LRAP recipients to avoid taxation of 
benefits.  

• In 2008, the Internal Revenue Service 
published Revenue Ruling 2008–34, 
recognizing that a loan made under an 
LRAP generally satisfies the requirements of 
Section 108 of the Tax Code.
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Public Service Loan Forgiveness Is Not 

Taxable As Income

• The U.S. Department of the Treasury and 

the Internal Revenue Service have issued 

an Information Letter confirming that 

Public Service Loan Forgiveness meets 

the requirements of Section 108(f) and is 

therefore not taxable income to the 

borrower.

Employer Based Loan Repayment Assistance 

Benefits Are Nearly Always Taxable

• Some employers offer financial 

assistance with student loan payments as 

a benefit to staff. 

• Loan Repayment Assistance Program 

(LRAP) benefits serve to increase 

Adjusted Gross Income and therefore 

increase your monthly student loan 

payments.

Income-Driven Repayment Forgiveness 

Is Taxable As Income

• If a student loan borrower still has loan debt 
after 20-25 years of payments under an income-
driven repayment option, the remaining 
principal and interest is discharged. 

• The loan discharge is not contingent upon the 
borrower’s work in a certain profession or class 
of employers, and so does not meet the standard 
set out in Section 108(f). 

• For this reason, under current law the amount 
cancelled will be considered taxable as income 
to the borrower in the year in which it is 
received.    

Checklist for helping financially 

distressed borrowers
� Remember that your borrower’s options and best strategy always depend 

on loan type and status:
� Know the loan type (federal or private), and 

� Check the loan status (default or not yet?) [don’t rely on the borrower’s report]

� No matter what, evaluate discharge and cancellation possibilities

� If the loan status is pre-default:
� Take action to avoid default

� Consider deferment or forbearance to postpone payments and stop collection 
efforts, and/or

� Income-driven repayment plan

� If the loan status is “in default,” forbearance, deferment, repayment plan 
options, and forgiveness programs are restricted:
� Remember that TIMING IS CRITICAL

� Consider challenges to collection actions

� For lawsuits, warn borrower to meet all court deadlines and evaluate whether 
borrower is “collection proof”

� For out-of-court collection efforts, file timely requests for administrative 
hearings 

� Weigh options for curing default

Private student loans

Default triggers for private loans or 

why everybody hates lawyers
• Private loans usually go into default as soon as a 

payment is missed

• And the promissory note is likely to list a lot of 
additional default triggers:
– Borrower or co-signor begins a bankruptcy proceeding, or

– Provides any false written statement in applying for any loan, 
or

– In the lender’s judgment, experience a significant lessening of 
ability to repay, or

– Become insolvent, or

– Is in default on any loan the borrower already has with the 
lender, or any loan they might have in the future

– Borrower breaks any other promises in the Promissory Note, 
or

– Dies.
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Collection powers: Private student loans

• Lenders often hire private collection agencies

• Lawsuits are the main collection tool
– Defenses to lawsuit

– Judgment allows special collection tools

– Some property, income, and assets are protected from 
seizure

• Collection fees will be detailed in the promissory 
note, but

• State law may restrict collection fees

• Difficult, but not impossible, to discharge in 
bankruptcy

• Statutes of limitations create time limits for collection
– Vary by state (often about six years after default)

Some possible defenses to lawsuits

• Debt is not owed 

• Payments are current

• Amount due is miscalculated

• Forgery, mistake, or fraud

• Contract not valid because signor was 
under 18 (private loans only)

• Debt has been discharged in bankruptcy

• Creditor has waited too long to sue (private 
loans only)

• Problems with school

A court judgment gives the creditor 

the right to force payment

• Seizure and forced sale of property and 

garnishment of income 

• Limited by federal and state “exemption” 

laws 

• Special rights for military personnel

Active duty military can ask the 

court for a “stay” 
• Letter to the court explaining:

– how military duties prevent court 
appearance;

– when debtor will be able to appear;

– a statement from commanding officer that 
military leave is not authorized 

– Court must order a 90-day or longer stay.

• Lawsuit does not move forward during 
the stay 

Exemption rights protect certain 

amounts and types of property and 

income from seizure

• Certain types of property are protected 
(tools for occupation, clothes, car under a 
specified value)

• Certain types of income are protected 
(Supplemental Security Income, 
veterans’ benefits, usually 
unemployment benefits and Temporary 
Assistance for Needy Families)

Homestead exemption

• The value of the home minus the liens equals 

the home equity. 

• When equity is greater than the state’s 

homestead exemption amount, the creditor can 

force a sale of the property.

• But forcing a sale is expensive, so the creditor 

may choose to wait to collect on the lien until 

our debtor sells the property.
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Homestead exemption example
Home value = $200,000

Total Liens = $120,000

Mortgage = $100,000 

Home equity loan = $20,000

Equity = $200,000 – $120,000 = $80,000

Homestead exemption = $30,000

Equity > exemption: $80,000 > $30,000

House is sold for $200,000:

First $100,000 goes to mortgage holder 

Next $20,000 pays off the home equity loan 

Debtor keeps $30,000 (amount of homestead exemption) 

$50,000 of sale proceeds is available to pay off the creditor

Default triggers for federal student 

loans or why do so many people default?

• “Delinquency” begins on the first day after a 

missed payment.

• “Default” is typically declared after failure to 

make payments for nine months (270 days). 

• The entire loan balance becomes due upon 

default.

• Very large collection fees are assessed.

• Borrower becomes ineligible for new student 

loans and grants (while in default).

FEDERAL COLLECTION POWERS

Collection powers: federal student loans

• Garnish wages without a court order

• Seize tax refunds

• Take a portion of federal benefits including 

Social Security benefits

• No statute of limitations for collection on 

federal student loans

• Lawsuits

Administrative wage garnishment

• The government doesn’t need a judgment to 
garnish wages

• Borrowers can always keep 30 times the minimum 
wage per week ($217.50)
– Minimum wage = $7.25/hour 

– 30 x 7.25 = $217.50 

• A total of 15% of “disposable pay” may be 
garnished
– “Disposable pay” is pay remaining after deduction of 

amounts required by law to be withheld (taxes, child 
support).

– The maximum for student loan and all other 
garnishments is 25% of disposable income.
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Example of allowable wage 

garnishment amount

• Amy’s weekly disposable pay is $500.

• Based on the minimum wage calculation, 

she definitely gets to keep $217.50. 

• The government can then take the lesser of 

the amount her income exceeds $217.50 

($500 – $217.50 = $282.50) or 15% of her 

income (15% of $500= $75.00). 

• $75.00 < $282.50, so the government can 

take $75.00 each week from Amy’s wages.

Federal benefits offset
• The government can take:

– Certain Social Security benefits (without time 
limit)

– Benefits under Part B of the Black Lung Act, and

– Some Railroad Retirement benefits

• The government cannot take:
– Any amounts the borrower gets below 

$9,000/year or $750/month

– More than 15% of the borrower’s total benefit 

– Supplemental Security Income (SSI)

– Veterans Benefits and 

– Benefits under Part C of the Black Lung Law

Examples of Federal Benefit Offset
Limited to no more than 15% of benefit amount or  the 

amount by which the benefit amount exceeds $750, 

whichever is less

Joe receives a monthly federal benefit payment of $850

• 15 percent of benefit is $127.50 ($850 x .15 = $127.50)

• Amount by which benefit exceeds $750 is $100 ($850 - $750 = 
$100)

• $100 < $127.50

• Offset is $100

Kathryn receives a monthly benefit of $1250

• 15 percent of benefit is $187.50 ($1250 x .15 = $187.50)

• Amount by which benefit exceeds $750 is $100 ($1250 - $750 = 
$500)

• $187.50 < $500

• Offset is $187.50

Suspension or revocation of 

professional licenses
• State laws apply to members of the various 

professions working in that state.

• Some states:
– Allow professional and vocational boards to refuse to 

certify, certify with restrictions, suspend or revoke a 
member’s professional or vocational license 

– Allow boards to impose a fine for student loan default

– Apply these rules to particular professions such as 
attorneys, health care professionals, teachers, insurance 
professionals, state officers, and commercial fishermen

– Allow for license reissuance once the borrower enters 
into a loan repayment plan

• Notice and an opportunity for a hearing are typically 
required

• Challenging collection efforts.

• Curing federal default to stop collections and restore 

eligibility for federal student aid.

• How and why to "rehabilitate" defaulted federal 

student loans.

• How and why to "consolidate" defaulted federal 

student loans.

• Comparing and contrasting rehabilitation and 

consolidation as ways of curing default.

Challenging wage garnishment 
• Notification  of intent to garnish is required

• File written and timely requests:
– to see the loan file, and

– for a hearing

– garnishment cannot go forward if the borrower timely requests a hearing (for FFEL 
within 15 days, for Direct within 30 days of receiving notice)

• The first and most common defense is that the garnishment would cause 
financial hardship to the borrower and his dependents

• Other challenges include:
– Borrower was involuntarily terminated from last employment and have been 

employed in current job for less than 12 months,

– Loan has been repaid,

– It is not borrower’s loan or borrower does not owe the money,

– Borrower already in a repayment agreement with the loan holder and is making 
payments as required,

– Borrower has filed for bankruptcy and the case is still open or the loan was 
discharged in bankruptcy,

– The school failed to pay an owed refund,

– The borrower is dead or totally and permanently disabled,

– The loan is not enforceable, for example because of forgery, or

– The borrower is eligible for a closed school discharge or false certification 
discharge.
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Challenging federal benefits offset
• File written and timely requests:

– to see the loan file, and

– for a hearing (within 20 days of notice)

• If borrower requests an oral hearing instead of a written review, 
he or she must send an explanation of why a written review is 
inadequate. 

• Right to set up a repayment plan with loan holder prior to offset.

• Borrower may request a reduction or suspension of offset because 
of hardship and must submit the following documents:
– The notification of offset;

– The notification letter showing the amount of federal benefit;

– Proof of yearly income;

– A completed financial statement that must be returned to the 
Department of Education or guaranty agency within ten days. If the 
situation is an emergency, you may submit equivalent information 
such as an eviction notice or a court order of foreclosure in writing 
with the completed financial statement.

– A letter explaining the exceptional circumstances that caused the 
financial hardship along with any other supporting documents.

Challenging tax offset

• File written and timely requests:
– to see the loan file, and

– for a hearing

• The main defenses to tax offset are:
– Loan has been repaid,

– It is not borrower’s loan or borrower does not owe the money,

– Borrower already in a repayment agreement with the loan 
holder and making payments as required,

– Borrower has filed for bankruptcy and the case is still open or 
the loan was discharged in bankruptcy,

– The school failed to pay an owed refund,

– The borrower is dead or totally and permanently disabled,

– The loan is not enforceable, for example because of forgery, or

– The borrower is eligible for a closed school discharge or false 
certification discharge.

The word of the day is:

DEFENSE


