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EXECUTIVE OFFICE OF THE P§E§15ENT LRM NO: 1312

) OFFICE OF MANAGEMENT AND BUDGET
‘ URGEN Washington, D.C. 20603-0001 FILE NO: 847
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TO: Legislative Liaison Officer - See Distribution below:
FROM: Janet FORSGREN (fov)~/:p,~,u,t . jlj MJ’}LL/\—/
Assistant Director for Legislative Reference

OMB CONTACT: Connle BOWERS 395-3803
Legislative Assistant's line (for simple responses): 395-7362

SUBJECT: *REVISED™ EDUCATION,TREASURY Proposed Draft 8ili: Accelerated Direct Loan Program
Implementation and Student Loan Marketing Assoclation (Sallie Mae) Reorganization Act of

1685

DEADLINE: 5:00 p.m., today Monday, May 15,1995

in accordance with OMB Circular A-19, OMB requests the views of your agency on the above subject belore
advising on Hs relationship to the program of the President.

Please advise us If this item will affect direct spending or recelpts for purposes of the
"Pay-As-You-Go” provigsions of Title Xill of the Omnibus Budget Reconciliation Act of 1990.

COMMENTS: Attached is the proposed Congressional transmitial letter to accompany the draft bill that you
are reviewing. The letter was drafted by ED for joint transmittal by ED and Treasury.

AGENCIES: {o]:H
228-TREASURY - Richard S. Caro - (202) 822-1146 Ellen Seidman

Bill Galston
Paul Dimond
~Ken Apfel
Barry White
Lisa Falrhall
Pat Smith
-Doug Steiger
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: RESPONSE TO LRM NO: 1312
LEGISLATIVE REFERRAL MEMORANDUM FILE NO: 817

If your respanse to this request for views is simple (e.g., concur/no comment), we prefer that you respond by e-mall or
by faxing us this response sheet.

If the responsa is simple and you prefer to call, please call the branch-wide line shown below (NOT the analyst's line)
to leave a message with a legislative assistant.

You may also respond by:

(1) calling the analyst/attomey's direct line (you will be connected to volce mail if the analyst does not answer); of
(2) sending us a memo or letter.

Please includa the LRM number shown above, and the subject shown below.

~ TO: Connie BOWERS  385-3803
Office of Management and Budget
Fax Number: 395-6148
Branch-Wide Line (to reach legislative assistant): 395-7362

FROM: (Date)

(Name)

(Agency)

(Telephone)

SUBJECT: “REVISED™ EDUCATION,TREASURY Proposed Draft Bill: Accelerated Direct Loan Program
Implementation and Student Loan Marketing Association (Sallle Mae) Reorganization Act of 1995

The following is the response of our agency to your request for views on the above-captioned subject:
Concur

No Objection

No Comment

See proposed edits on pages

Other:

HRNRY

FAX RETURN of pages, attached to this response sheet
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Honorable Newt Gingrich

Speaker of the House of Representatives
Washington, Dc 20818

Dear Mr. Speaker:

Enclosed for the conaideratlion of the Congress is a legislative
proposal entitled "The Acceleratsd Direct loan Iaplementation ang
Student Toan Magketing Assoclution Reorganization Act of 1995.w

This praposal weuld, among other things, amend the Higher
Education Act of 1968 (20 U.S.C. 1001 et 3¢gQ., hereinafter
referred to ag "tha Act®) tu accelerate the transition from the

1998, Direct lLoans represent 100 Percent of new student loan
volune. Then, once full implementation of the Direct loan
Program is achieved, the bill would pProvide for the orderly
t.aArmination of the Guvernment-Sponsored Enterprise (GSE) status
of the Student loan Marketing Association (Sallie Mae) by
December 31, 2004, and authorize its Xreorganization a2s a buginess
corporation without a Pederal charter. Pinally, as part of the
systamatio phase-out of guaranty agency operations during the
transition from the FFEL Program to the Direct Loan Program, the
Sacratary of Bducation would be required to recall at least $1.1
billion in reserves held or controlled by quaranty agencies in
fisecal years 199¢ through 2000,

If anaoted, these proposals would continue the much-needed
trangsformation of the way the Federal Governmant does business in
the area of sludent tinancial assistance, as begun by the
enactment of the Student Loan Reform act of 1993 (p.L. 103-¢6s),
vhioh muthoriced the current phase-in of the Direct ILoan Progranm.
Accelerating that phase-in would enable studants at move
inatitutions to enjoy the benefits of direct lending--with its
efficiency, convenience, lower costs, and reliance on
competitively bild servicing contracts--more quickly. fThe
privatization of sallia Mae i= a logical axtension of the
transition to direct lending, as are the provisions in this
Proposal concerning the recall of FFEL reserve funds and measures
to ensure the availability of loan capital Quring that
transition.

Additionally, the privatization of Sallie Mae 1o an imporLant
step for the Government--which would be, for the. first time,
removing its ties to a major financial GSE. wWe are comuitted to
ensuring that the privatization of sallie Mae is achieved in an
orderly fashion that protects access to student loans during the
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transition from guaranteed to direot lending, and ensures the

continued financial safety and scundness of tha GSE as it winds
down its opurations.

Under this proposal, Direct loans would account for 80 percent,
rather than 50 percent, of new student loan volume for academic
Year 1996-1997, and 100 percent of new volume for academic year
1997-1998 and succeeding academic vears, rather than 50 percent
(plus demand) for academic year 1997-1998 and 60 percent (plus
demand) for academic year 1998-1999. Thisg acceleration, in
cumbination with the recovery of Federal advance funds held by
guaranty agencies, would save an additional $5.2 billien in

outlays through fiscal year 2000, as compared to savings
Tesulting from the current phase-in schednle.

One of the reasons for these savings ia that the Direct loan
Program uses competitively bid servicing contracts, wvhich promote
a partnership with the private sector that puts foremost thu
interests of borrowers and schools rather than the financial
interests of subsidy-receiving lendars and guaranty agencies.
Under tnhe FFEL Program, lenders and guaranty agencies receive
statutorily-mandated payments to perform (or centract Qut) loan
services. These payments are not related to their actual costs
of performing these services. In fiscal year 1995 alone, for
example, the Department of Education estimates that it will pay
banks more than $600 million in rpecial allowance payments that
ensure that banks receive a guaranteed rate of return. This
subeldy is not necessary under the Direot Lean Prcgram.

Apart from the cost savings, however, there are substantial
programmatic benefits that would ba available to more students,
their parents, and participating institutions more quickly
through accelerating the phase-in of direct lending. These
benefits include a simplar and speedicr process for obtaining
loans, a single holder of the loan throughout its lifae, and
flexible repayment options, including income cuntingent
repayment. The structure of the Direct loan Program does not
suffer from the many delays, inofficiencies, and confusion
inherent in the complicated interrelationships among the man
lenders, guaranty agencias, pccondary magketls, and loan servicers
in the FFEL Program. As a result, participating institutions can
improve the leval of their scrvice to students, and borrowers
have a lower risk for errore and inadvertent defaults, as well as
increased debt management options, which encourage Americans to
pursue postsecondary education and the careers of their choice,
including lower-paying caroccrs such as public servicae.

Accelerating the phase=in of direct lending wouid also build upon

the successes enjoyed by the Department of Education in managing
this program, and allow the Deparlment to shift its
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adninistrative resources from FFEL and focus them on direct
lending, thereby reducing the need for costly duplicative systens
to oversee the twu prograns simultaneously. The Department of
Education places a high priority on managing the Direct Tcan
Program efficiently, and we are pleased to report that its

performance is viewed very favorably by Direct Loan borrawers and
participating institutiens alike.

Privatizing Salis

The proposal would authorize Sallie Mae, with stockholder
approval, to change its status from a GSE to an ordinary business
corporation pursuant to a reorganization plan that would be
reviewed by the Secretaries of the Treasury and Education. Under
this reorganization, which must occur within 18 months of the
date of enactment ot the bill, Sallie Maa, the GSE, would beccme
a vholly-owned subsidiary of the oxrdinary businese coxporation
(the "Holding Company") during a transition period, which would
end with the dissolution of Sallie Mae no later than December 31,
2004. Under this proposal, Sallie Mae would be dissolved as of
that date even if the stockholders did not approve its
reorganization as an ordinary business corporatieon. As of the
dissolution date, any cutstanding Sallie Mae debt would ba
transferred to a trust, together with enough United Statas-backed
obligations held by Sallie Mas to pay all prineipal and interest
on the debt, vwith the Holding Company responsible for making up
any shortfall of obligations transferred. .

During the transition period, Sallie ¥aa could isguoc new debt
obligations, provided that these obligations mature no later than
the dissolution date, but its business activities would be
restricted to existing contractual commitments, to goerving as a
lender-of-last-resort (LLR) in the FFEL program, under a proposed
expansion of its current LIR authority, and to purchasing FFEL
loans under new authority propesed by this bill. The bill would
authorize the Sacretary of Education to advance funds to Sallie
Mae for these new LLR and loan purchasing activities. Other
eligible secondary markets would also be authorized to maks LLR
loans and to purchase loans. These provicions are designed to
ensure continued student loan access during the privatization
process.

The bill would ensure that Sallia Mao's separate corporate
identity is preserved Quring the transition period, and would
insulate it from any financial risk that the Bolding Company may
experience during thet time. Sallie Mae would be permitted to
transfer axcess capital to the Holding Company, wsubject to
certain restrictions. Those raestrictions include limitations,
that are tied to the phase-in of direot lending, on the total
amount of the excess capital that Sallie Mae has arassed before
the reorganization that it may distribute.

G0'd £00°ON 8T1:¢ S6.ST AOMW - 8719-56£-20C: Q1



PT. ED 0GC 005003
03/15/95 12:850 €202 461 839 DEPT. ED 0GC g

Page 4

Other weasures in this proposal that are intended to ensure the
financial safety and soundness of Sallie Mae during the
transitisn pericd inolude provisivns that would amend the
Becretary of thae Treasury's oversight authority, add additional
reporting raquiraments, and increase the GSE's minimun capital
ratio (along a requirement that the Holding Company contribute
capital i{f Sallie Mac falls below that ainimum).

Additional concerns addressed in the proposed privatization are
the need to ensure its budget neutrality, as vell as provide
cnmpensation that reflects the slignificant benefits the Federal
Goverrment has provided to Sallie Mae and its stockholders
through GSE otatus for more than two decades. Tharefore, as a
condition of being allowed to reorganize as a private business
corporation, fallie Mae wuuld de required to compensate the
Federal Government for the loss of revemies that it would have
paid to the Pederal Goverusent under current law,if it had
continued its GSE status. Additionally, the proposal would
authoriza the issuance of stock purchase warrants, or other
instruments, to the United states, so that it may participate in
tha gainc of the Holdiig Company.

Beacall of advancges

Ac part of the overall plan to wind down guaranty agency
cporations during the ongoing transition from the FFEL Program tn
tho Dirxect Leoan Pruyram, this legislative proposal would require
the Secratary to recover from the reserve funds held by guaranty
agoncies at least $1.1 billion by fiscal year 2000. In addition
To furthering this transition, recovering reserve funds is fully
consistent with the current role of the guaranty agency in the
FFEL Program--because the Secretary of Education is the uitimate
insurer of all FFEL guarantees, & guaranty agency functions more
like a loan servicer than a guarantor. As a result, guaranty
agenclies' need for raserve funds to protect against losses is
diminished.

The proposal would authorize the Secretary ¢f Edueation to
astabllsh 38 required level of reserve funds for esach guaranty
agency. Thesa resaerve amcuntg would be set at levals Gasigned to
meel the needs ot the FFEL Program, assist in the transition to
Direct loans, and protect the FPederal fiscal interest. 1In
addition, the Secretary would be authorized to establish an
alternative to reserves as a means of providing financial support
to guaranty agencies; one such alternative could be a system
providing working capital to guaranty agancies on a caco-by-case
basis. This authority would give the Secretary of Education the
flexibility to address the changing needs of the guaranty
agencies and the FFEL and Direct Loan systems during the
transition.

90°4d $00°ON b61:¢ G6.ST AWM 87 19-56¢-20C: (1
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Consistent with the pPropossed recovery of reserve funds, this
legislative proposal alse contains a conforming amendaent that
would greatly ruduce the amount of funds guaranty agencies need 3
to have on hand to discharge their insurance obligations. Undecg
this amendment, a guaranty agency weuld have the option of f£iling [,
ita claim for reimbursement with the Secretary of Educatien
vithin 45 days ufter the guaranty agency discharges its insurance |b'!!
obligation on the loan, provided that the guaranty ageonoy has largpasg
sufficient fwxis on hand to discharge such obligation, or within T
45 days after the quaranty agency approves a claim that would Shil
diccharge its insuranca obligation on the loan. Under the second
option, the guaranty agency would be prohibited from discharging bu@j
itoc ebligation until the guaranty agancy has received (angeud
reimbursement from the Secretary.

ﬁi’*\“)

Qthexr provisiong to ensure agcess te loan capital

As ve have noted previously, a central consideration for both the
accelerated phase-in schedule for direct lending and the
privatization of Sallie Mae is continuad accecse to student loans
during both of these important transitiens. In additien to the
other loan access safeguards, discussed abeve in the context ef
the Sallie Mae privatization, this proposal would also authorize
the Secretary of Education to resume providing Federal loan
insurance (instead of merely reinsuring loans that have been
insured by gquaranty agencies) as necessary to ensure mtudents
contlnued access to loan capital. These provisions would ensure
that the Secretary of Bducation hag the flexibility needed to
address loan access issues in an orderly manner and to assist in
the transition from guaranteed to direct lending.

Eay-As<¥ou Go Requirement

The Omnibus Budgaet Raconciliation Act of 1990 requires that all
revenue and direct spending legislation meet a pay-as-you-go
requirement. That is, no such bill chould result in an increase
in tne deficit, and if {t does, it will trigger a sequester if
not fully ocffset.

Mmtﬂmwﬂmumd
RrRillion)
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' FILE NO: 817
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LEGISLATIVE REFERRAL MEMORANDUM Total Page(s):

TO: Legislative Liaison Officer - Seg Distribution below; . (} . ‘e . .
FROM: Janet FORSGREN (for) (‘fﬂ\/\‘M DVWAAS QCDV
Assistant Director for Legislative Reference "

OMB CONTACT: Connie BOWERS  395-3803
Legislative Assistant's line (for simple responses):  385-7362

-

SUBJECT: EDUCATION TREASURY Proposed Draft Bill: Accelerated Direct Loan Program
Implementation and Student Loan Marketing Association (Sallie Mae) Reorganization Act of

1995

DEADLINE: | 1:00 p.m. Monday, May 15,1995
In accordance with OMB Circular A-19, OMB requests the views of your agency on the above subject before
advising on Its relationship to the program of the President.

Please advise us if this item will affect direct spending or receipts for purposes of the
"pPay-As-You-Go" provisions of Title Xill of the Omnibus Budget Reconciliation Act of 1990.

COMMENTS: The transmittal letter will be circulated separately.

AGENCIES: EOP:

-Executive Office of the President - EOP Review Only, See Distribution - ~- Ellen Seidman
Bill Galston .

““Paul-Dimond

Ken Apfel
Barry White
Lisa Fairhall
Pat Smith
Doug Steiger
Clarissa Cerda
David Levine
Dan Chenok
Alan Rhinesmith
Harry Meyers
Marcia Occomy
Bob Damus
Dick Emery
Sue Lind
Art Stigile
Chuck Konigsberg
Lydia Muniz
Chris Lewis
Josie Dade
Janet Forsgren
Jim Mumrr



RESPONSE TO LRM NO: 1291
LEGISLATIVE REFERRAL MEMORANDUM FILE NO: 817

If your response to this request for views is simple (e.g., concur/no comment), we prefer that you respond by e-mail or
by faxing us this response sheet.

If the response is simple and you prefer to call, please call the branch-wide line shown below (NOT the analyst's line)
to leave a message with.a legislative assistant.

You may also respond by:

(1) calling the analyst/attorney's direct line (you will be connected to voice mail if the analyst does not answer); or
(2) sending us a memo or letter.

Please include the LRM number shown above, and the subject shown below.

TO: Connie BOWERS  395-3803
Office of Management and Budget

Fax Number: 395-6148
Branch-Wide Line (to reach legislative assistant): 395-7362
FROM: Mm,q' G975 (Date)
Bl Qeltn (Name)
Dorech o (0004 =N Cy ey jl (Agency)
( -29 ?“l (Telephone)

SUBJECT: EDUCATION, TREASURY Proposed Draft Bill: Accelerated Direct Loan Program Implementation and
Student Loan Marketing Association (Sallie Mae) Reorganization Act of 1995

The following is the response of our agency to your request for views on the above-captloned subject:
l_ Concur — M QDLZJ M |
__ No Objection
No Comment

See proposed edits on pages

Other:

FAX RETURN of pages, attached to this response sheet
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A BILL

To amend the Higher Education Act of 1965 to provide for the full
implementation of ﬁhe William D. Ford Federal Direct Loan Program
by Fiscal Year 1997, to provide for orderly termination of the
status of the Student Loan Marketing Association as a government-
sponsored enterprise and its reorganization as a nonfederally-
chartered business corporation, to require the return of certain
Federal funds held in reserve by guaranty'agencies under the

Federal Family Education Loan Program, and for other purposes.

Be it enacted by the Senate and House of

Representatives of the United States of America in Congress

assembled,

SEC. 1. SHORT TITLE.

This Act may be cited as "The Accelerated Direct Loan
Program Implementation and Student Loan Marketing Association
Reorganization Act of 1995."

SEC. 2. FINDINGS AND PURPOSE.

(a) Findings.--The Congress hereby finds that--

(1) the William D. Ford Federal Direct Loan Program
provides substantially greater benefits to borrowers,

participating institutions of higher education, and

DRAFT May 10, 1995, 4:28pm
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taxpayers than the Federal Family Education Loan Program,

including--

(A) a simpler and speedier process through which
to obtain loans, which, by reducing processing time and
using electronic data and funds transfers, improves the
level of service to students, and frees institutional
administrative personnel for more important duties,
such as cﬁunseling students regarding financial aid;

(B) flexible repayment options, including income
contingent repayment, which, by varying loan repayments
in relation to income encourages Americans to pursue
post-secondary education and mitigates the impact of
student loan repayments on students' decisions about
whether to pursue lower-paying careers, such as public
service;

(C) a single holder throughout the life of the
loan, which enables the borrower to send one payment,
or a single request deferment or forbearance, for all
Direct Loans to one place, regardless of the number of
loans or where they were originated; and

(D) - the elimination of the delays,
inefficiencies, and confusion inherent in the
complicated interrelationships of the many lenders,
guaranty agencies,lsecondary markets, and loan services

the Federal Family Education Loan Program;

DRAFT May 10, 1995, 4:28pm
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(2) the Department of Education's performance in
managing the Direct Loan phase-in is viewed very favorably
by borrowers and participating inétitutions élike, and the
Department has demonstrated its commitment to the Direct
Loan program and devoted the hecessary resources--through
hiring or reassigning personnel, increased training and
technical assistance, and upgraded technology--to ensure the
program's success and the Department's capacity to manage a
full-scale student loan program;

(3) accelerating the phase-in of the Direct Loan
Program would achieve significant additional savings
compared to the phase-in schedule in current law; would make
the benefits of the Direct Loan Program available to large
numbers of students, their parents, and participating
institutions far more quickly than under the current
séhedule; and would enable the Department to focus more
resources on the Direct Loan Program more quickly, rather
than dividing those resources between the duplicative
systems needed to oversee two large student loan programs
simultaneously, one guaranteed and one direct.

(4) full implementation of the Direct Loan Program
creates an environment that no longer wili require a
government-sponsored enterprise to serve as a secondary

market and warehousing facility for Federal Family Education

Loans, following a transition period during which the

DRAFT May 10, 1995, 4:28pm
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student Loan Marketing Association will continue to carry
out its statutory responsibilities.

(5) authorizing the Student Loan Marketing Association
(hereinafter referred to as the "Association") to recorganize
as an ordinary business corporation, without ties to the
Federal Government, will demonstrate the effectiveness of a
public-private partnership to create a viable public-purpose
secondary market entity, the Federal support for which can
be discontinued, once the secondary market has been
established;

(6) termination of the Association as a Government-
sponsored enterprise will set a precedent for converting
other Government-sponsored enterprises to completely private
status;

(7) over $1.5 billion in Federal funds are held or
controlled by guaranty agencies (or their transferees) as
reserves under the Federal Family Education Loan Program;

(8) reserves under that program were intended to
assist in the establishment of the guaranty agency system,
and to ensure that the guaranty agencies would be
financially able to carry out their responsibilities in
connection with the guarantees issued by such agencies;

(9) section 432(o) of the Higher Education Act of 1965
clarifies that the Secretary is the ultimate insurer of all

guarantees under that program, eliminating the underlying

DRAFT May 10, 1995, 4:28pm
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need for most reserve funds; and

(10) the orderly transition from the Federal Family
Education Loan Program to the William D. Ford Federal Direct
Loan Program.would be benefitted by systématically phasing
out many guaranty agency operations and the recall by the
Secretary of Education of most reserve funds in the manner
that the Secretary determines would best meet the needs of
the Federal Family Education Loan Program, assist in the
transition to the William D. Ford Federal Direct Loan
Program, and protect the Federal fiscal interest.

(b) Purposes.--It is the purpose of this Act--

(1) to accelerate the transition from the Federal
Family Education Loan Program to the William D. Ford Federal
Direct Loan Program so that by academic year 1997-1998,
Direct Loans will provide 100 percent of the new student
loan volume under both programs, and no new loan guarantees
will be made by the Secretary under the Federal Family
Education Loan Program after June 30, 1997;

(2) to require, as part of the systematic phase-out of
guaranty agency operations during the transition from the
Federal Family Education Loan Program to the William D. Ford
Federal Direct Loan Program, the Secretary of Education to
recall at least $1.1 billion in reserves held or controlled
by guaranty agencies (or their transferees) over the period

fiscal years 1996 through 2000;

DRAFT May 10, 1995, 4:28pm
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(3) to authorize the Association to reorganize as an
ordinary business corporation, without Government
sponsorship, after a transition period, during which the
Association's business, operations, and assets would be
transferred to a new State- or District of Columbia-
chartered corporation; and

(4) to provide for orderly termination of the
Association as a Government—sbonsored enterprise on or

before December 31, 2004.
TITLE I--DIRECT LOAN PROGRAM AMENDMENTS

SEC. 101. ACCELERATION OF DIRECT LOAN IMPLEMENTATION SCHEDULE.
Section 453 (a) of the Higher Education Act of 1965 (20
U.S.C. 1001 et seq., hereinafter in this Act referred to as '"the

Act") is amended--
(a) in paragraph (2) by'amending subparagraphs (C) and (D)
to read as follows:

"(Cc) for académic year 1996-1997, loans made under
this part shall represent 80 percent of the new student loan
volume for such year; and

"(D) for academic year 1997-1998 and succeeding
academic years, loans made under this part shall represent
100 percent of the new student loan volume for such years.";

and

DRAFT May 10, 1995, 4:28pm
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(b) in paragraph (3), by striking out "subparagraphs (C) or
(D)" and inserting in lieu thereof "subparagraph (C)".
SEC. 102. TAX TREATMENT OF INCOME CONTINGENT DIRECT LOANS.
(a) Section 455(e) (4) of the Act is amended--
(1) by inserting immediately following the paragraph
heading the subparagraph designation "(A)"; and
(2) by adding at the end thereof the following new
subparagraph:

"(B) If, after 25 years of repaymeht, there is a
balance (which may consist of unpaid principal, accrued
interest, and any fees, late charges, and collection
costs assessed on such loan) remaining on a loan made
under this part that is being repaid pursuant to income
contingent repayment, such remaining balance shall be
canceled, and such amount canceled shall not be
considered income for purposes of the Internal Revenue
Code of 1986."

(b) Section 108(f) of the Internal Revenue Code of 1986 is
amehded-—
(1) by inserting the subparagraph designation "(A)"
immediately after "pursuant to";
(2) by striking out the period at the end thereof and
inserting in lieu thereof a semicolon and "or (B) section
455(e) (4) of the Higher Education Act, under which any

balance remaining after 25 years of repayment on a loan made

DRAFT May 10, 1995, 4:28pm
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under part D of title IV of such Act that is being repiad
pursuant to income contingent repayment shall be

cancelled.".

TITLE II -- REORGANIZATION OF
THE STUDENT LOAN MARKETING ASSOCIATION
SEC. 201. REORGANIZATION OF THE STUDENT LOAN MARKETING
ASSOCIATION.
Part B of Title IV of the Act is amended by adding at the
end thereof the following new section:
"SEC. 440. REORGANIZATION OF THE STUDENT LOAN MARKETING
ASSOCIATION THROUGH FORMATION OF HOLDING
COMPANY. |
"(a) Reorganization of 'the Association.--
"(1) Authority to Reorganize.--The Student Loan

Marketing Association (hereinafter referred to as the
'Association') is authorized to carry out a
restructuring of the common stock ownersiip of the
Association, as set forth in a plan of reorganization
adopted by the Board of Directors (the 'Plan') (the
terms of which shall be consistent with this section) °
so that all of the outstanding common shares of the
Association shall be directly owned by an ordinary
business corporation chartered under the law of any of

the 50 States or the District of Columbia (the "Holding
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Company"). The reorganization shall occur as of the
effective time set forth in the Plan (the "Effective
Time"), which shall be no later than the date that is
18 months after the date of enactment of the
Accelerated Direct Loan Program Implementation and
Student Loan Marketing Association Reorganization Act
of 1995. The Plan may provide for a merger of a
wholly-owned subsidiary of the Holding Company with and
into the Association, which would have the effect
provided in the Plan and the law of the jurisdiction in
which such subsidiary is incorporéted, and the
conversion of the common shares of the Association, at
the Effective Time, to common shares of the Holding
Company on a one-for-one basis, consistent with
applicable State or District of Columbia law.

"(2) Issuance of Warrants to the United States.--
The Association is authorized to issue to the United
States, and the Plan shall provide for the issuance of,
stock purchase warrants or other instruments, in such
amounts and on such terms and conditions as are
acceptable to the Secretary of the Treasury, under
which the United States may participate in the gains of
the Holding Company or its security holders.

"(3) Plan Review and Amendment.--Upon adoption of

the Plan by the Board of Directors of the Association,
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"(4) the Plan shall be submitted to the Secretary

of the Treasury and the Secretary of Education. The

Secretary of the Treasury and the Secretary of

Education, in their sole discretion, may require the

Board to adopt such amendments as are necessary oOr

appropriate to ensure the continued safety and

soundness of the Association, consistency with the

provisions of this section, and the ability of the

Association to continue to fulfill the purposes for

which it was formed until its dissolution.

DRAFT May 10,

"(5) Stockholder Approval.--

n(A) After adoption of the Plan by the Board
of Directors with any amendments required in
accordance with paragraph (3), the Plan shall be
submitted to the common stockholders of the
Association for their approval. The
Reorganization shall occuf at the Effective Time,
provided that the Plan has been approved by the
affirmative votes, cast in person or by proxy, of
the holders of a majority of the shares of the
common stock of the Association.

" (B) Notwithstanding section 439(1), any
proxy solicitation of common stockholders of the
Association shall be conducted in accordance with

section 14 of the Securities Exchange Act of 1934
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and rules and regulations thereunder.

"(6) Board Authority.--The Board of Directors of
the Association may take or cause to be taken all such
action as is consistent with this section and as it
deems necessary or appropriate to effect the
Reorganization in accordance with this section,
applicable State law, and the Plan.

"(b) Operation of Association and Holding Company

During Transition.--

" (1) Continuation of Rights and Duties.--Except
as specifically provided in this section, during the
period from the Effective Time until the Dissolution
Date (the 'Transition Period'), the Association shall
continue to have the rights, privileges, duties and
obligations set forth in, and shall be subject to the
limitations and restrictions of, section 439, and the
Association shall continue to carry out the purposes
for which it was formed.

"(2) Management and Operational Support.--The
Holding Company (or its subsidiaries other than the
Association) shall provide all necessary and
appropriate management and operational (including loan
servicing) support to the Association, as requested by
the Association. The Association may also obtain such

management and operational support from other persons

DRAFT May 10, 1995, 4:28pm
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or entities. Loan servicing agreements between the
Association and the Holding Company or any of.its
Subsidiaries shall be on terms no less favorable to the
Association than the Association could obtain from an
unrelated third-party and shall be subject to the
approval of the Secretary of the Treasury and the
Secretary of Education.

"(3) Issuance of Obligations by the Association
During the Transition Period.-- After the Effective
Time, the Association shall not issue debt obligations
which mature later than December 31, 2004. Nothing in
this subsection shall modify the attributes accorded
the debt obligations of the Association by section 439,
regardless of whether such debt obligations are
incurred prior to, or at any time following, the
Effective Time, or are transferred to a trust in
accordance with subsection (c).

"(4) Restrictions on New Business Activity or
Acquisition of Assets by Association.--After the
Effective Time, the Association shall not engage in any
new business activities or acquire any new assets other
than in connection with--

"(A) contractual commitments for future
student loan purchases or warehousing advances or

pursuant to letters of credit or standby bond
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purchase agreements in either case which are

outstanding as of the Effective Time;

"(B) serving as a lender of last resort
pursuant to subsection 439(q); and

" (C) purchases of loans pursuant tb section
439(r).

"(5) Limitation on Liquidity Portfolio.--The
Association's portfolio of liquid assets and cash
equivalents may not exceed five percent of total
assets, except with the prior written approval of the
Secretary of the Treasury and the Secretary of
Education.

"(6) Restrictions on Transactions with
Affiliates.--The Association shall not extend credit to
the Holding Company or any of its affiliates, nor
guarantee or providé any credit enhancement to any
obligations of the Holding Company or any of its
affiliates.

"(7) Dividends.--

"(A) After the Effective Time, the
Association make cash or non-cash distributions
provided that--

"(i) amounts required to be paid under
subsection (d) have been paid;

"(ii) immediately after payment of such

10, 1995, 4:28pm
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distributions, the Association's capital is
in compliance with section 439(5)(4); and
"(iii) the Secretary of Education and
the Secretary of the Treasury have approved
the Association's certification under
subparagraph (C) below.

"(B) The aggregate amount of distributions

from Excess Capital, as defined below in

subparagraph (D), may not exceed--

1995,

"(i) through December 31, 1997, a
percentage of Excess Capital equal to the
percentage provided under subsection
453 (a) (2) (B) of the Act;

"(ii) through December 31, 1998, a
percentage of Excess Capital equal to the
percentage provided under subsection
453 (a) (2) (C) of the Act or, if applicable,
such higher percentage determined by the
Secretary under subsection 453 (a) (3);

"(iii) through December 31, 1999, a
percentage of Excess Capital equal to the
percentage provided under subsection
453 (a) (2) (D) of the Act or, if applicable,
such higher percentage determined by the

Secretary under subsection 453(a) (3); and

4:28pm
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"(iv) for calendar years 2000 through

2004, to the extent that any Excess Capital

has not been paid out under the preceding

subparagraphs, such higher percentages of

Excess Capital as may be approved by the

Secretary of Education and the Secretary of

the Treasury, in their discretion, after

taking into atcount the volume of new student

loans that are being'made pursuant to Part C

of this title, thg financial condition of the

Association, and its ability to fulfill its

obligaitons under this seciton.

"(C) Prior to any distribution, the
Association shall certify to the Secretary of the
Treasury that the payment of the dividend will be
in compliance with this paragraph and shall
provide copies of all calculations needed to make
such certification. The calculation of Excess
Capital shall be based upon audited financial
statements of the Association as of the most
recent quarter ending prior to the Effective Time.

"(D) For purposes of this paragraph,

"Excess Capital" means stockhoiders' equity as of
the day before the Effective Time that is in

excess of the amount required to comply with the

1995, 4:28pm
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capital ratio as defined in subsection 439(s).
"(E) After the Effective Time, any
distribution of non-cash assets by the Association
to the Holding Company shall be valued at book
value on the date the Association's Board of

Directors approved such distribution for purposes

of the distribution and for calculating compliance

with section 439(s) (4).

"(8) Holding Company Activities.--During the
Transition Period, Holding Company activities shall be
limited to ownership of the Association and any other
subsidiaries. All business activities shall be
conducted through such subsidiaries.

"(9) Holding Company Name.--The names of the
Holding Company and any other direct or indirect
subsidiary of the Holding Company other than the
Association may not contain the words "Student Loan
Marketing Association", or "Sallie Mae", or any
variations thereof.

"(10) Registration Statement.--For the purposes
of determining whether the Holding Company is a
registrant entitled under 17 C.F.R. § 239.13, or any
successor regqulation, to use SEC Form S5-3, or any
successor form, for registration of its securities

under the Securities Act of 1933, as amended, the

DRAFT May 10, 1995, 4:28pm
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Holding Company shall be deemed to have met the

conditions set forth in Instruction I(A)(3) of 17

C.F.R. §239.13.
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"(11) Separate Operation of Corporations.--

"(A) The funds and assets of the
Association shall at all times be maintained
separately from the fundé and assets of the
Holding Company or-any of its other subsidiaries
and may be used solely by the Association to carry
out its purposes and to fulfill its obligations.

" (B) The Association shall maintain books and
records that clearly reflect the assets and
liabilities of the Association, separate from the
assets and liabilities of the Holding Company or
any of its other subsidiaries.

" (C) The Association shall maintain a
corporate office that is physically separate from
any office of the Holding Company or any of its
subsidiaries.

" (D) The Holding Company may not transfer or
pledge the stock of the Association without the
prior approval of the Secretary of the Treasury.

"(E) The Holding Company may not cause or
agree to the liquidation of the Association nor

cause the Association to file a petition for
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bankruptcy under Title 11 of the United States
Code without the prior approval of the Secretary
of Education and the Secretary of the Treasury.

"(F) No director of the Association that is
appointed by the President pursuant to section
439(c) (1) (A) may serve as a director of the
Holding Company.

"(G) At least one executive officer of the
Association shall remain an officer solely of the
Association.

"(H) The Secretary of the Treasury may order
the Association or the Holding Company to take any
action the Secretary determines to be necessary or
appropriate to preserve the separate corporate
identity of the Association and to maintain arms
length relationships between the Association and
the Holding Company, and between the Association
and other subisidiaries of the Holding Company.
"(12) Taﬁ Matters.-- |

"(A) Obligations purchased or acquired
pursuant to sections 439 (d) (1) (B) and (C) that
are--

"(i) purchased prior td the Effective

Time and the income of which is exempt from

taxation under the Internal Revenue Code of

1995, 4:28pm
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1986, or
"(ii1) acgquired after the Effective Time

in connection with contractual commitments

for future purchases that are outstanding as

of the Effective Time,
shall not be considered tax exempt obligations for
purposes of section 265(a) (2) of the Internal
Revenue Code of 1986 to the extent that the
average outstanding amount of such obligations is
less than or equal to the average stockholders'
equity of the Association at the Effective Time.

"(B) The assets and indebtedness of the
Association shall not be considered in any
determination under section 265(a)(2) as to
whether the Holding Company and its subsidiaries
have incurres ">r continued indebtedness to
purchase or carry tax-exempt obligations.

Termination of Association.--The Association shall

dissolve, and its separate existence shall terminate on

December 31, 2004, after discharge of all outstanding debt

obligations and liquidation pursuant to this subsection.

The Association may dissolve pursuant to this subsection

prior to such date with the approval of the Secretary of

Education and the Secretary of the Treasury. On the

dissolution date, the Association shall take the following

DRAFT May 10,

1995, 4:28pm



10
11
12
13
14

15
16
17
18
19
20
21
22
23
24

25

20

actions:

"(1) The Association shall, under the terms of an
irrevocable trust agreement ip form and.substance
satisfactory to the Secretary of the Treasury, the
Association and the appointed trustee, irrevocably
transfer all outstanding debt obligations of the
Association (the 'Transferred Obligations') to the
trust and irrevocably deposit or cause to be deposited
into such trust, to be held as trust funds solely for
the benefit of holders of the Transferred Obligations,
money or direct non-callable obligations of the United
States of America or any agency thereof for which
payment the full faith and credit of the United States
is.pledged, maturing as to principal and interest in
such amounts and at such times as are determined by the
Secretary of the Treasury to be sufficient, without
consideration of any significant reinvestment of such
interest, to pay the principal of, and interest on, the
Transferred Obligations in accordance with their terms.
To the extent the Association cannot provide money or
qualifying obligations in the amount required, the
Holding Company shall be required to transfer money or
qualifying obligations to the trust in the amount
necessary to prevent any deficiency.

"(2) All money, obligations or financial assets

DRAFT May 10, 1995, 4:28pm



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

21
deposited into the trust pursuant to this subsection
shall be applied by the trustee to the payment of the
Transferred Obligations assumed by the trust. Upon the
fulfillment of the trustee's duties under the trust,
any remaining assets of the trust shall be transferred
to the Holding Company or its subsidiaries, or both, as
directed by the Holding Company.

"(3) The Association shall make proper provision
for all other obligations of the Association, including
the repurchase or redemption, or the making of proper
provision for the repurchase or redemption, of any
preferred stock of the Association then outstanding.
Any obligations of the Association which cannot be
fully satisfied shall become liabilities of the Holding
Company as of the date of dissolution.

w(4) After compliance with paragraphs (1), (2)
and (3), and with approval of the Secretary of
Education and the Secretary of the Treasury, the
Association shall transfer to the Holding Company or
its subsidiaries, or both, as directed by the Holding
Company, any remaining assets of the Association.

"(d) Compensation for Lost Federal Revenues.--To offset

the loss of revenues that would have been paid to the
Federal Government if the Association retained its status as

a government-sponsored enterprise, the Association shall, as
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a condition of its reorganization as a pr

ijvate business

corporation without a federal charter, pay to the Secretary

(who may use such payment for any purpose for which funds

under section 458 of the Act are available)--

n(1) $61,000,000 for
w(2) $53,000,000 for
v(3) $48,000,000 for
"(4) $43,000,000 for

"(5) $46,000,000 for

fiscal year
fiscal year
fiscal year
fiscal year

fiscal year

1996;
1997;
1998;
1999;

2000;

and

minus any amount paid by the Assdciation pursuant to section

439(h) (7) for such fiscal year,

such subtraction result in a negative n

umber.

except that in no case shall

"(e) The Secretary of Education or the Secretar of the
Y Y

Treasury, as appropriate, may request the Attorney General

of the United States to bring a

n action in the United States

District Court for the District of Columbia for the

enforcement of any provision of this section o

r may, under

the direction and control of the Attorney General, bring

such an action. Such court shall have jurisdiction and

power to order and require compliance her

SEC. 202. AMENDMENTS TO SECTION 439.

ewith.".

(a) Sec. 439 of the Act of 1965 is amended--

(1) by amending subsection (c)

follows:

"(c) Board of Directors.--

DRAFT May 10, 1995, 4:28pm
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"(1) Composition of Board; chairman.--(A) The
Association shall have a Board of Directors which
shall consist of 11 persons, three of whom shall
be appointed by the President and shall be
representative of the general public. The
remaining 8 directors shall be elected by the
common stockholders of the Association entitled to
vote pursuant to subsection (f) of this section.
Five of the elected directors shall be affiliated
with an eligible institution; and four of the
elected directors shall be affiliated with an
eligible lender.";

by amending the heading of subsection (r) to read

as follows:

" (r) SAFETY AND SOUNDNESS OF ASSOCIATION AND ORDERLY

TRANSITION PURSUANT TO SECTION 440.--";

(3)

DRAFT May 10,

in subsection (r) --
(A) by amending paragraph (1) to read as_follows:
" (1) FINANCIAL REPORTING.--

" (A) The Holding Company shall promptly
furnish to the Secretary of Education and the
Secretary of the Treasury copies of all periodic
financial reports publicly distributed by the
Holding Company.

"(B) Within 45 days of the end of each

1995, 4:28pm
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calendar quarter, the Association shall provide to
the Secretary of the Treasury (i) financial
statements of the Association and'(ii) a report
showing the calculation of the capital ratio in a
form and containing such information as is
approved by the Secretary.

"(C) The Association shall obtain such
information and make and keep such records as the
Secretary of the Treasury may from time to time
prescribe concerning the Association's policies,
procedures, or systems for monitoring and
controlling financial risk to it resulting from
the activities of any of its associated persons,
to the extent such activities are reasonably
likely to have a material impact on the financial
condition of the Association, including its
capital ratio, its liquidity, or its ability to
conduct and finance its operations. The term
"associated person" shall mean any person other
than a natural person, directly or indirectly
controlling, controlled by, or under common
control with the Association.";

(B) in paragraph (2)--

(i) by amending subsection (A) (i) to read as

follows:

DRAFT May 10,
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"(i) appoint auditors or examiners to conduct
audits of the Association from time to time to
determine the condition of the Aséociation for the
purpose of assessing its financial safety and
soundness and to determine whether the
requirements of section 440 are being met."; and

(ii) by adding at the end thereof the following

new subparagraph:

"(D) The Secretary may establish and collect
from the Association an annual assessment in an
amount sufficient to provide for reasonable costs
and expenses of the Secretary to carry out the
duties of the Secretary under this subsection and
section 440.";

(C) 1in paragraph (3), in the second sentence, by

striking out "and identify" and all that follows

through the end thereof and inserting in lieu thereof a

period;

DRAFT May 10,

(D) by amending paragfaph (4) to read as follows:
"(4) 1If the capital ratio is less than
3.0 percent at the end of the Association's
most recent calendar quarter, the Secretary

of the Treasury may, until the capital ratio
equals or exceeds 3.0 percent, take any one

or more of the following actions:
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"(A) Limit increase in
liabilities.--Limit any increase in, or
order the reduction of, any liabilities
of the Association, except as necessary
to fund student loan purchéses and
warehousing advances.

"(B) Restrict growth.--Restrict or
eliminate growth of the Association's
assets, other than student loans
purchases and warehousing advances.

"(C) Restrict distributions.--
Restrict the Association from making any
capital distribution.

"(D) Required issuance of new
capital.--Require the Association to
issue new capital in any form and in any
amount sufficient to restore at least a
1.75 percent capital ratio.

"(E) Limit executive
compensation.--Prohibit the Association
from increasing for any executive
officer any compensation including
bonuses at a rate exceeding that
officer's average rate of compensation

dufing the previous 12 calendar months

DRAFT May 10, 1995, 4:28pm
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and prohibiting the Board from adopting
any new employment severance contracts.
"(F) Required contribution of new
capital.--Require the Holding Company to
contribute additional capital to the
Association.";
(E) Dby striking out paragraphs (5) through (11);
(F) by redesignating paragraphs (12) and (13) as
paragraphs (5) and (6) respectively.
(G) 1in paragraph (6) as redesignated by
subparagraph (F) -~
(1) by striking out subparagraph (A); and
(ii) by redesignating subparagraphs (B) and
(C) as subparagraphs (A) and (B) respectively; and
(H) by adding at the end the following new
paragraph--
"(7) The Secretary of the Treasury may
.request the Attorney General of the United Stétes
to bring an action in the United States District
Court for the District of Columbia for the
enforcement of any provision of this subsection or
may, under the direction and control of the
Attorney General, bring such an action. Such
court shall have jurisdiction and power to order

and require compliance herewith.".
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Section 439 of the Act is further amended--
(1) 1in subsection (q) --

(A) in paragraph (1) (B), by striking out "to this
subsection" and "paragraph (2) (A) of this subsection"
and inserting in lieu thereof "to this paragraph" and
"subparagraph (B) (i) of this paragraph", respectively;

(B) by redesignating paragraph (1), and
subparagraphs (A) and (B) thereof, as subparagraph (A),
and clauses (i) and (ii) thereof, respectively;

(C) by redesignating paragraph (2), and
subparagraphs (A) and (B) thereof, as subparagraph (B),
and clauses (i) and (ii) thereof, respectively;

(D) by redesignating paragraph (3) as
subparagraph (C);

(E) by inserting immediately after the subsection
heading the following: " (1) LENDER-OF-LAST-RESORT
LOANS MADE BY THE ASSOCIATION FROM ITS OWN FUNDS.--;"
and

(F) by adding at the end thereof the following
new paragraph:

"(2) ADVANCES TO THE ASSOCIATION FOR LENDER-

OF-LAST-RESORT SERVICES.--

"(A) (i) In order to ensure the
availability of loan capital during the

transition from the Federal Family Education

DRAFT May 10, 1995, 4:28pm
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Loan Program under this part to the William
D. Ford Federal Direct Loan Program under
part D of this title, the Secretary is
authorized to provide the Association with
advance funds, with such restrictions on the
use of such funds (including conditions
relating to the time or times of repayment)
as are determined appropriate by the
Secretary, to enable the Association to make
loans as the lender-of-last-resort whenever
the Secretary determines that eligible
borrowers are seeking and are unable to
obtain loans under this part.

"(ii) Notwithstanding any other
provision of law, the Secretary may provide
such advances to the Association without
regard to the availabiiity of a lender-of-
last-resort program of a guaranty agency
operating in that State.

"(iii) The Association shall make such
loans in accordance with this subsection and
the requirements of the Secretary. The
Secretary may require that the Association
make loans to borrowers within a geographic

area or for the benefit of students attending
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institutions of higher education that
certify, in accordance with standards
established by the Secretary, that their
students are seeking and unable to obtain
loans.

"(iv) Notwithstanding any other
provision in this part, the Association shall
be required to pay to the Secretary, at such
intervals as the Secretary may specify,
interest on the funds advanced pursuant to
this paragraph in an amount equal to the
interest paid by the borrowers of loans made
pursuant to this paragraph. The Secretary
may use such interest paid by the Association
for any purpose for which funds under section
458 of the Act are available.

"(B) Loans made pursuant to this paragraph

shall be insurable by the Secretary under section

429 with a certificate of comprehensive insurance

coverage provided for under section 429 (b) (1).

"(C) Notwithstanding any other provision in

this part, the Secretary shall pay the Association

a fee, in an amount established by the Secretary

in consultation with the Association, for making

and servicing such lender-of-last-resort loans in

1995,
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lieu of interest and special allowance subsidies,
and the Association shall assign such.loans to the
Secretary on demand. Upon such assignment, the
portion of the advance represented by the loans
assigned shall be considered repaid by the
Association.

" (D) The Secretary may make the advances and
pay the fees described in this paragraph from
funds available under this part or under section
458 of the Act.";

(2) by redesignating subsection (r) as subsection (s);

(3) by inserting immediately after subsection (q) the

following new subsection:

"(r) ADVANCES TO THE ASSOCIATION FOR LOAN
PURCHASES.--(1) Whénever the Secretary determines that
it is necessary to the successful transition from the
Federal Family Education Loan Program under this part
to the William D. Ford Federal Direct Loan Program
under part D of this title, the Secretary is authorized
to provide the Association with advance funds, which
the Association shall use to purchase loans made under
this part that are insured by a guaranty agency.

v (2) Loans purchased pursuant to this subsection

shall be insurable by the Secretary under section 429,
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with a certificate of comprehensive insurance coverage
provided for under section 429(b) (1), in lieu of the
insurance provided by a guaranty agency prior to such
purchase.

"(3) Notwithstanding any other provision in this
part, the Association shall be required to pay to the
Secretary, at such intervals as the Secretary may
specify, interest on the funds advanced pursuant to
this subsection in an amount equal to the interest paid
by the borrowers of loans made pursuant to this
subsection. The Secretary may use such interest paid
by the Association for any purpose for which funds
under section 458 of the Act are available.

"(4) Notwithstanding any other provision in this
part, the Secretary shall pay the Association a fee, in
an amount established by the Secretary, in ccnsultation
with the Association, in lieu of interest and special
allowance subsidies on the loans purchased under this
subsection, and the Association shall assign such loans
to the Secretary on demand. Upon such assignment, the
portion of the advance represented by the loans
assigned shall be considered repaid by the Association.

"(5) The Secretary may make the advances and pay
the fees described in this subsection from funds

available under this part or under section 458 of the
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Act.".
SEC. 203. OTHER SECONDARY MARKETS.
Part B of Title IV of the Act is further amended by adding
at the end thereof the following new section:
"SEC . 440A. ADVANCES TO SECONDARY MARKETS.

"(a) ADVANCES AUTHORIZED; PURPOSES.--In order to
ensure the availability of loan capital during the
transition from the Federal Family Education Loan Program
under this part to the William D. Ford Federal Direct Loan
Program under part D of this title, and to ensure the
success of such transition, the Secretary is authorized to
make advances to one or more secondary markets described in
subsection (b), from funds speqified in subsection (e), to
enable such secondafy market to--

"(1) make loans as the lender-of-last-resort, on
terms described in subsection (c), whenever the
Secretary determines that eligible borrowers are
seeking and are unable to obtain loans under this part;
or

“(2) purchase loans made under this part that are
insured by a guaranty agency on terms described in
subsection (d).

"(b) ELIGIBLE SECONDARY MARKET.--In order to be
eligible to receive advances under this section, a secondary

market must meet the definition of an eligible lender in
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section 435(d) and such other eligibility criteria as the

Secretary may specify.

L1} (c)

REQUIREMENTS FOR LENDER-OF-LAST RESORT LOANS MADE

FROM ADVANCES.--

DRAFT May 10,

"(1)

"(A) The Secretary may place such
restrictions on the use of advance funds provided
_by the Secretary uﬁder this section to a secondary
market (including conditions relating to the time
or times of repayment) as are determined
appropriate by the Secretary.

" (B) Notwithstanding any other provision of
law, the Secretary may provide such advances to a
secondary market without regard to the
availability of a lender-of-last-resort program of
a guaranty agency operating in that State.

" (C) A secondary market shall make such loans
in accordance with this subsection and the
requirements of the Secretary. The Secretary may
require that the secondary market make loans to
porrowers within a geographic area, or for the
penefit of students attending institutions of
higher education that certify, in accordance with
standards established by the Secretary, that their

students are seeking and unable to obtain loans.
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"(D) Notwithstanding any other provision in
this part, the secondary market shall be required
to pay to the Secretary, at such intervals as the
Secretary may specify, interest on the funds
advances pursuant to this paragraph in an amount
equal to the interest paid by the borrowers of
loans made pursuant to this paragraph.'

"(2) Loans made pursuant to this paragraph shall
be insurable by the Secretary pndér section 429 with a
certificate of comprehensive insurance coverage
provided for under section 429(b)(1).

"(3) Notwithstanding any other provision in
thispart, the Secretary shall pay a secondary market a
fee, in an amount established by the Secretary in
consultation with the secondary market, for making and
servicing such lender-of-last resort loans in lieu of
interest and special allowance subsidies, and the
secondary market shall assign such loans to the
Secretary on demand. Upon such assignment, the portion
of the advance represented by the loans assigned shall
be considered repaid by the secondary market.

"(d) REQUIREMENTS FOR ADVANCES FOR LOAN
PURCHASES. --
“"(1) Loans purchased pursuant to this section

shall be insurable by the Secretary under section 429,

DRAFT May 10, 1995, 4:28pm



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

36
with a certificate of comprehensive insurance coverage
provided for under section 429(b) (1), in lieu af the
insurance provided by a guaranty agency prior to such
purchase.

"(2) Notwithstanding any other provision in this
part, the secondary market shall be required to pay to
the Secretary, at such intervals as the Secretary may
specify, interest on the funds advanced pursuant to
this subsection in an amount equal to the interest paid
by the borrowers of loans made pursuant to this
subsection.

"(3) Notwithstanding any other provision in this
part, the Secretary shall pay a secondary market a fee,
in an amount established by the Secretary in
consultation with the secondary market, in lieu of
interest and special allowance subsidies on the loans
purchased under this subsection, and the secondary
market shall assign such loans to the Secretary on
demand. Upon suéh assignment, the ﬁortion of the
advance represented by the loans assigned shall be
considered repaid by the secondary market. -

"(e) SOURCES OF ADVANCE FUNDS.--The Secretary may make

the advances and pay the fees described in this section from
funds available under this part or under section 458 of the

Act.".
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SEC. 204. REPEAL OF SECTION 439.

Section 439 of the Act shall be repealed as of the date the
Association is dissolved pursuant to section 440(c) of the Act,

as added by section 201 of this Act.

TITLE III--FEDERAL FAMILY EDUCATION LOAN
PROGRAM AMENDMENTS

SEC. 301. RECOVERY OF RESERVES.
(a) Section 422 of the Act is amended--
(1) in subsection (g) (1)--

(A) in the second sentence therein, by inserting
"except as provided in subsection (h)," immediately
after "However,";

(B) 1in the third sentence therein, by striking
out "The reserves" and inserting in lieu thereof
"Reserves not recovered pursuant to subsection (h)";

(C) by striking out subparagraph (A);

(D) in subparagraph (D), by striking out
"subparagraph (A) or (B)" and inserting in lieu thereof
"subparagraph (A)"; and

(E) by redesignating subparagraphs (B), (C), and
(D) as subparagraphs (A), (B), and (C), respectively;
and
(2) by adding at the end thereof the following new
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subsection:

"(h) RECOVERY OF RESERVES IN FISCAL YEARS 1996
THROUGHIZOOO.-—(I) Notwithstanding any other provision
of law, the Secretary shall recover from the reserve
funds held by guaranty agencies an aggregate amount
that is not less than $350,000,000 for fiscal year
1996, $250,000,000 for each of fiscal years 1997 and
1998, $150,000,000 for fiscal year 1999, and
$100,000,000 for fiscal year 2000, except that such.
annual minimum recovery amounts shall not apply once
the Secretary has recovered $1.1 billion under this
subsection. The Secretary shall establish criteria for
selecting the guaranty agencies that shall be required
to return reserve funds, as well as criteria for
determining the amount of reserve funds (which shall
include the value of any reserve fund assets, and may
include reserve funds or assets held by, or under the
control of, any other entity) that each guaranty agency
selected by the Secretary shall be required to return.
Except as provided in paragraph (3), funds returned to
the Secretary under this subsection shall be deposited
in the Treasury.

"(2) The criteria described in paragraph (1)
shall be established by the Secretary after consulting

with representatives of the higher education community,

DRAFT May 10, 1995, 4:28pm



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

39

and shall be designed to meet the needs of the Federal

Family Education Loan Program under this part, assist

in the orderly transition from such program to the

William D. Ford Federal Direct Loan Program under part

D of this title, and protect the Federal fiscal

interest.

"(3) If funds in excess of $1.1 billion in the
aggregate are returned under this subsection, such
excess funds shall be available to the Secretary for
use in the orderly transition from the Federal Family
Education Loan Program under this part to the William
D. Ford Federal Direct Loan Program under part D of
this title.".

(b) Section 428 of the Act is amended--

(1) 1in subsection (b) (1) (X), by striking out
"maintains reserve funds determined by the Secretary to be
sufficient in relation to such agency's guarantee
obligations." and inserting in lieu thereof "maintains a
level of financial strength that meets the requirements
established by the Secretary pursuant to section
428 (c) (9) (A)."; and

(2) 1in subsection (c) (9)--

(A) by amending the paragraph heading to read as
follows: "FINANCIAL STRENGTH OF GUARANTY AGENCIES;

TERMINATION OF GUARANTY AGENCY AGREEMENTS.--";

DRAFT May 10, 1995, 4:28pm



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

40

(B) by amending éubparagraph (A) to read as

follows:
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"(A) (1) Notwithstanding any other provision
of law, the Secretary is authorized to establish a
required level of reserve funds for each guaranty
agency that has entered into an agreement with the
Secretary pursuant to this subsection. Such
reserve requirements shall be designed to meet the
needs of the Federal Family Education Loan Program
under this part, assist in the orderly transition
from such program to the William D. Ford Federal
Direct Loan Program under part D of this title,
and protect the Federal fiscal interest.

"(ii) If, in carrying out section 422(h),
the Secretary determines that the needs of the
Federal Family Education Loan Program under this
part, the orderly transition from such program to
the William D. Ford Federal Direct Loan Program
under part D of this title, and the Federal fiscal
interest would be better served by a method of
providing financial support for guaranty agency
operations other than the use of reserve funds,
then, notwithstanding any other provision of law,
the Sgcretary is authorized, after consulting with

representatives of the higher education community
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and informing the Congress, to establish such
alternate method in lieu of reserves. Such
alternate method may include, but shall not be
limited to, the provision of working capital to
guaranty ‘agencies on a case-by-case basis."; and
(C) in subparagraph (C) (i), by striking out

"falls below the required minimum reserve level" and

inserting in lieu therebf "fails to meet the financial

strength requirements established by the Secretary

pursuant to subparagraph (A)".

SEC. 302. FISL AMENDMENTS.
(a) section 421(a) (1) of the Act is amended--

(1) in subparagraph (a), by striking out the comma at
the end thereof and inserting in lieu thereof a semicolon;

(2) in subparagraph (b), by adding at the end thereof
the following: "or to a loan made under part D of this
title;"; and

(3) in subparagraph (C), by striking out the comma and
inserting in lieu thereof a semicolon.

(b) Section 423 of the Act is amended--

(1) in subsection (a), by striking out the period at
the end thereof and inserting in lieu thereof a comma and
"or to direct loans under part D of this title."; and

(2) in subsection (b)--

(A) in paragraph (2), by striking out "or" at the
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end thereof;

(B) in paragraph (3), by striking out the period

at the end thereof and inserting in liéu thereof a

semicolon and "“or"; and

(C) by adding at the end thereof the following
new paragraph:

"(4) for the insurance of loans made to
student borrowers (or to parents, on behalf of
students) in a State where there is no State or
private non-profit student loan insurance program
for student borrowers in that State with which the
Secretary has an agreement under section 428 (b),
without regard to whether there is another State
or private nonprofit student loan insurance
program willing to operate in such State.".

(c) Section 424 of the Act is repealed.
(d) Section 425(b) of the Act is amended-- -

(1) by amending the subsection heading to read as
follows: "DETERMINATION OF INSURANCElOBLIGATIONS OF THE
SECRETARY.--"; and

(2) by amending paragraph (1) to read as follows:

"(1) LEVEL OF INSURANCE COVERAGE.--The
insurance liability on any loan insured by the
Secretary under this part shall be 98 percent of

the unpaid principal and accrued interest on such
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loan."
SEC. 303. CONFORMING AMENDMENTS.

(a) Section 421(d) of the Act is amended by striking out
"issued after June 30, 1994," and all that follows through the
end thereof and inserting in lieu thereof "issued after June 30,
1997 on loans insured under a program of a State, or of a
nonprofit private institution or organization, that meets the
requirements of section 428(a) (1) (B).".

(b) Section 428(c) (1) of the Act is amended--

(1) in the fourth sentence therein, by inserting "that
will be" immediately preceding "expended by it"; and

(2) 1in the fifth sentence therein, by striking out "45
days" ana all that follows through the end thereof and
inserting in lieu thereof "45 days after the guaranty agency
approves a claim that would discharge its insurance
obligation on the loan, and the guéranty agency shall not
discharge such obligation until the guaranty agency has
received from the Secretary reimbursement according to the

provisions of this subsection.".

TITLE IV--EFFECTIVE DATES
SEC. 401. EFFECTIVE DATES.
The amendments made by this Act shall be effective upon
enactment, except that--

(1) The amendments made by section 102 shall be effective
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for loans made under part D of the Act on or after July 1, 1994;

and
(2) The amendments made by sections 202(a) shall be
effective as of the Effective Time specified in section 440(a) (1)

of the Act (as added by section 201 of the Act.)
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SECTION-BY-SECTION ANALYSIS

Section 1. Section 1 provides that this Act may be cited as
the "Accelerated Direct Loan Program Implementation and Student
Loan Marketing Association Reorganization Act of 1995".

Section 2. Section 2 sets forth the findings and purpose of
this Act.

TITLE I--DIRECT LOAN PROGRAM AMENDMENTS

Section 101. Section 101 of the bill would amend section
453 (a) of the Higher Education Act of 1965 (20 U.S.C. 1001 et
seqg.; the "Act") to accelerate the phase-in of the William D.
Ford Federal Direct Loan Program. Under this proposal, Direct
Loans would account for 80 percent, rather than 50 percent, of
new student loan volume for academic year 1996-1997, and 100
percent of new volume for academic year 1997-1998 and succeeding
academic years, rather than 50 percent for academic year 1997-
1998 and 60 percent for academic year 1998-1999 and succeeding
academic years. Current law permits the Secretary to exceed the
percentages specified for academic year 1996-1997 and beyond if
warranted by institutional demand; the bill would explicitly
require the faster phase-in of dlrect loans.

Accelerating the phase in of the Direct Loan Program,
together with the recall of guaranty agency reserves as proposed
in section 301 of the bill, would save an additional $5.2 billion
through fiscal year 2000, compared to the phase-in schedule in
current law. In addltlon to these savings, under this proposal
many students, their parents, and participating institutions
would be able to enjoy the benefits of the Direct Loan Program
far more qulckly than under the current schedule. These benefits
are described in the findings in section 2 of the bill, above.

Section 102. Section 102 would amend section 455(e)(4) of
the Act to specify more clearly that remaining balances on income
contingent Direct Loans are cancelled after 25 years of
repayment, and that there is no tax llablllty resulting from that
cancellation. Currently, the statutory maximum repayment period
is 25 years, and there is an implicit forgiveness of amounts not
repaid within that time period. However, without a statutory
change, the borrower would then become llable for income taxes on
the amount forgiven, because it would be considered income to the
borrower at the time of forgiveness. It is illogical and
inequitable to impose a potentially large tax liability on
someone whose income has been insufficient to repay his or her
income contingent Direct Loan in full over a 25 year period, and
contrary to the intent underlylng income contingent repayment. A
corresponding amendment is made to section 108(f) of the Internal



Revenue Code of 1986.

TITLE II--REORGANIZATION OF
THE STUDENT LOAN MARKETING ASSOCIATION

Section 201. Section 201 would amend the Act to add a new
section 440 to provide the Student Loan Marketing Association
with the authority to change its status, after a transition
period, to that of an ordinary business corporation without ties
to the Federal Government.

Section 440 (a) would permit the restructuring of the common
stock ownership of the Student Loan Marketing Association (the
"Association") pursuant to a plan of reorganization (the "Plan")
so that the Association would become a wholly-owned subsidiary of
an ordinary business corporation which is chartered under the
laws of any one of the 50 States or the District of Columbia (the
"Holding Company"). The reorganization must be effective no
later than 18 months after the date of enactment of the bill.

Section 440(a) provides for review of the Plan by the
Secretary of Education and the Secretary of the Treasury, who may
require amendments to the Plan that are necessary or appropriate
to ensure the continued safety and soundness of the Association,
consistency with the provision of section 440, and the ability of
the Association to continue to fulfill its purposes until its
dissolution, which is required to occur, as described below, no
later than December 31, 2004.

After any required amendments to the Plan are adopted by the
Board of Directors of the Association (the "Board"), the Plan is
to be submitted to the common stockholders of the Association for
their approval. The reorganization may occur at the time
specified in the Plan (the "Effective Time") provided that the
Plan is approved by the holders of a majority of the outstanding
common stock of the Association. Shares may be voted in person
or by proxy.

Section 440(b) contains the provisions applicable to
operation of the Holding Company and the Association during the
period from the Effective Time of the reorganization until
dissolution of the Association (the "Transition Period").
Generally, the Association will continue to have the rights,
privileges, duties and obligations set forth in section 439 of
the Act and will continue to be subject to the limitations and
restrictions of section 439. The Association is specifically
required to continue to carry out the purposes for which it was
formed.

Since personnel of the Association may be transferred to the
Holding Company or other subsidiaries of the Holding Company as

2



part of the reorganization, section 440(b) (2) requires the
Holding Company to provide all necessary and appropriate
management and operational support to the Association. Loan
servicing agreements between the Association and the Holding
Company or other subsidiaries of the Holding Company are required
to be on an arms-length basis and are subject to the approval of
the Secretary of the Treasury and the Secretary of Education.

The Association is not precluded from obtaining management and
operational support from other sources.

Section 440(b) (3) provides that, after the Effective Time of
the reorganization, although the Association may continue to
issue debt obligations under section 439, new debt must mature no
later than December 31, 2004. Section 440(b) (3) also clarifies
that debt issued by the Association, whether before or after the
Effective Time, shall continue to have the attributes accorded to
debt obligations of the Association by section 439. For example,
such debt obligations will continue to be exempt from the
securities laws and will continue to have the same tax treatment
as provided by section 439.

Section 440(b) (4) places restrictions on new business
activity of the Association after the Effective Time. The
Association is precluded from engaging in any new business
activity or acquiring any new assets other than in connection
with (1) contractual commitments which are outstanding as of the
Effective Time; (2) serving as lender of last resort pursuant to
subsection 439(q); and (3) purchases of loans pursuant to section
439(r) as added by this bill.

Section 440(b) (5) limits the Association's liquidity
portfolio to five percent of total assets, except with the prior
written approval of the Secretary of the Treasury and the
Secretary of Education.

Section 440(b) (6) precludes the Association from extending
credit to, or providing credit enhancement for, the Holding
Company or any of its other affiliates. This prohibition, as
well as other provisions described below, are intended to
insulate the Association from any financial distress or failure
that the Holding Company may experience.

Section 440(b) (7) permits the Association to transfer excess
capital to the Holding Company in the form of distributions,
subject to certain restrictions. Distributions may be paid only
after amounts required to be paid to compensate the United States
for lost revenues, as described below, have been paid. The
Association must be in compliance with its capital standard after
payment of the distribution.

In addition to these restrictions, section 440(b) (7)
provides certain limitations on the aggregate amount of
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distributions that may be paid from the amount of excess capital
which the Association has as of the day before the Effective Time
("Excess Capital"). Through December 31, 1997, the aggregate
amount of distributions paid from Excess Cap1ta1 may not exceed a
percentage of Excess Capital equal to the target for the Direct
Student Loan Program provided in section 453(a) (2) (B).

Similarly, through December 31, 1998, the aggregate amount of
distributions paid from Excess Capltal is tied to the target for
the Direct Student Loan Program provided in section 453 (a) (2) (C).
Finally, through December 31, 1999, the aggregate amount of
distributions paid from Excess Capltal is tied to the target for
the Direct Student Loan Program provided in section 453(a) (2) (D),
or such higher percentage determined by the Secretary of
Education under subsection 453(a)(3). To ensure that all of
these restrictions are met, the Association is requlred to
certify that the payment of any distribution will be in
compliance with section 440(b)(7) and must provide copies of all
relevant calculations. The Secretary of Education and the
Secretary of the Treasury must approve the certification before
the distribution is paid.

To further insulate the Association, section 440(b) (8)
requires the Holding Company to conduct its new business through
other subsidiaries.

Section 440(b)(9) precludes the Holding Company and its
subsidiaries from using the names "Student Loan Marketing
Association", "Sallie Mae", or any variations thereof. This is
necessary to help ensure that persons dealing with the new:
company understand that they are dealing with a completely
private entity and not the Association.

Section 440(b) (11) contains several requirements that are
intended to insulate the Association from any financial distress
or failure of the Holding Company or its new subsidiaries by
ensurlng that the separate corporate identity of the Association
is preserved during the Transition Period and that persons
dealing with the Holding Company or its new subsidiaries are
dealing with completely private entities and not with the
Association.

Section 440(b) (12) contains provisions which "grandfather"
current tax treatment of the Association's portfolio for purposes
of calculating the Association's interest expense deduction under
section 265 of the Internal Revenue Code.

Section 440(c) provides for dissolution of the Association
no later than December 31, 2004. The dissolution occurs on this
date regardless of whether that shareholders of the Association
have elected to reorganize as an ordinary private business
corporation, as provided above. Any outstanding debt of the
Association will be transferred to a trust along with full faith
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and credit obligations of the United States in an amount
sufficient to pay all principal and interest on the debt
obligations in accordance with their terms. To the extent that
the Association does not have sufficient obligations to transfer
to the trust, the Holding Company shall be required to make up
any shortfall. '

The Association is also required to make proper provision
for all other obligations of the Association including the
repurchase or redemption of any outstanding preferred stock of
the Association. Any obligations not fully satisfied by the
Association shall become liabilities of the Holding Company as of
the date of dissolution.

As a condition of being given the ability to reorganize as a
private business corporation, section 440(d) requires the
Association to offset the loss of revenues that would have been
paid to the Federal Government if the Association retained its
status as a government-sponsored enterprise. The Association is
required to pay specified amounts for fiscal years 1996 through
2000, minus any amount paid by the Association pursuant to
section 439 (h) (7) for such fiscal year. The Secretary may use
such payments for any purpose for which funds under section 458
of the Act are available.

Section 440(e) provides that the Secretary of Education or
the Secretary of the Treasury, as appropriate, may seek an
injunction to enforce any provision of section 440, either by
requesting that the Attorney General bring an action in the
United States District Court for the District of Columbia or by
bringing such an action under the direction and control of the
Attorney General. -

Section 202. Section 202(a) would amend certain provisions
of section 439. Under section 401, these amendments would become
effective as of the Effective Time of the reorganization. If the
stockholders of the Association do not elect to reorganize, these
amendments would have no effect.

First, section 202(a) would reduce the size of the Board of
Directors of the Association, but would generally retain the
proportion of elected directors to Presidentially-elected
directors and the representation of eligible institutions and
eligible lenders. The size of the Board would be reduced from 21
to 11 directors. The number of Presidential appointees would be
reduced from seven to three. The remaining 8 directors would be
elected by the common stockholders of the Association. Four of
the elected directors would be affiliated with an eligible
institution and four would be affiliated with an eligible lender.

Section 202(a) would also amend the oversight authority of
the Secretary of the Treasury in several respects. 1In addition
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to the current requirement that the Association provide the
Secretary of the Treasury with copies of publicly distributed
periodic financial reports, the Association would also be
required to provide the Secretary of the Treasury with quarterly
financial statements and a quarterly report showing the
calculation of the capital ratio set forth in section 439 (r).
This report must be in a form and containing such information as
is approved by the Secretary of the Treasury. The Association
would also be required to keep record concerning the
Association's policies, procedures, or systems for monitoring and
controlling financial risk to it resulting from the activities
of any associated persons.

Section 202 (a) would also amend section 439(r) (2) to
authorize the Secretary of the Treasury to appoint auditors or
examiners to conduct audits of the. Association to determine its
condition, to assess its financial safety and soundness, and to
determine whether the requirements of section 440, as described
above, are being met. Section 439(r)(2) is also amended to
require the Association to pay an assessment to Treasury to cover
reasonable costs and expenses to carry section 439 and section
440.

Section 202 (a) would also amend section 439(r) (4) to
increase the minimum capital ratio of the Association to 3.0
percent and to add to the enforcement authorities of the
Secretary of the Treasury the ability to require a contribution
of additional capital by the Holding Company in the event the
Association's capital falls below the minimum ratio.

Finally, section 202(a) would add a new section 439(r) (7) to
provide the Secretary of the Treasury the ability to seek an
injunction to enforce any provision of subsection (r).

Next, section 202 (b) (1) of the bill would amend secC
tion 439(g) of the Act to add a new paragraph (2) that would
authorize the Secretary of Education to provide the Association
with advance funds to enable the Association to make loans as the
lender-of-last-resort whenever the Secretary determines that
eligible borrowers are seeking and are unable to obtain loans
under this part. These advances, as well as the provisions in
sections 202(b) (3) and 203 of the bill, as described below, are
intended to assist in ensuring the availability of loan capital
during the transition from the FFEL Program to direct lending.
The advances (as well as the fees described below) would be made
from funds available under the FFEL Program or section 458 of the
Act, and would be subject to such restrictions on their use as
the Secretary of Education determines are appropriate. The
advances could be made regardless of whether there is a lender-
of-last-resort program of a guaranty agency operating in that
State. :



Loans made by the Association using these advances would be
subject to this proposed new subsection and any additional
requirements by the Secretary of Education. The Association
would be required to pay to the Secretary of Education interest
on the funds advanced in an amount that equals the interest paid
by the borrowers of the lender-of-last-resort loans made from the
advances. The Secretary would be authorized to use that interest
paid by the Association for any purpose for which funds under
section 458 of the Act are available. Rather than interest and
special allowance subsidies for loans made by the Association
from these advances, the Secretary of Education would pay the
Association a fee for making the loans, and the Association would
be required to assign the loans to the Secretary of Education on
demand. Upon such assignment, the portion of the advance
represented by the loans assigned would be considered repaid by
the Association.

Section 202(b) (2) of the bill would redesignate current
section 439(r) of the Act as section 439(s). Section 202(b) (3)
of the bill would add a new subsection (r) to section 439 of the
Act that would authorize the Secretary to provide advance funds
to the Association for the purchase of FFEL Program loans that
are insured by a guaranty agency. The purchased loans would be
insurable by the Secretary under section 429, with a certificate
of comprehensive insurance coverage provided for under section
429(b) (1), in lieu of the insurance provided by a guaranty agency
prior to the purchase.

As in section 202(b) (1) of the bill above, the Association
would be required to pay the Secretary of Education interest on
the funds advanced equal to the interest paid by the borrowers of
the purchased loans, the Secretary would pay the Association a
fee in lieu of interest and special allowance subsidies, and the
loans assignable on demand by the Secretary of Education.

Section 203. Section 203 would add a new section 440A to
Part B of Title IV of the Act that, consistent with the
authorities described in section 202 of the bill in relation to
the Association, would authorize the Secretary of Education to
made advances to eligible secondary markets to enable such
secondary markets to make loans as the lender-of-last-resort and
to purchase loans. In order to be eligible to receive advances
under this section, a secondary market must meet the definition
of an eligible lender in section 435(d) and such other
eligibility criteria as the Secretary of Education may specify.

Section 204. Section 204 would repeal section 439 as of the
date the Association is dissolved.

TITLE III--FEDERAL FAMILY EDUCATION LOAN PROGRAM AMENDMENTS



Section 301. Section 301 of the bill would amend various
provisions of part B of title IV of the Act to require the
Secretary to recover from the reserve funds held by guaranty
agencies not less than $1.1 billion in the aggregate in the
fiscal years 1996 through 2000. This amount would be recalled
over that five-year period as follows: not less than $350,000,000
would be recalled in fiscal year 1996, $250,000,000 in each of
fiscal years 1997 and 1998, $150,000,000 in fiscal year 1999, and
$100,000,000 in fiscal year 2000.

The recall of these reserve funds would be a component of
the ongoing transition from the FFEL Program to the Direct Loan
Program. While $1.1 billion in recalled reserves would be
returned to the Treasury to reduce the deficit, the Secretary
could use amounts recalled in excess of that sum for transition
activities.

In addition to furthering the transition from guaranteed to
direct student loans, the proposed recall of reserves is
consistent with the current role of the guaranty agency in the
FFEL Program. Section 432(o) of the Act, which was added by the
Higher Education Amendments of 1992 (P.L. 102-325), clarifies
that the Secretary is the ultimate insurer of all FFEL
guarantees. Thus, guaranty agencies actually function more like
loan servicers than guarantors, and their need for reserve funds
to protect against losses is subsequently diminished.

The specific statutory changes that would be made by section
301 of the bill are as follows:

Section 301(a) (1) of the bill would amend section 422(g) (1)
of the Act to make conforming changes and to eliminate
subparagraph (A), a provision that currently authorizes the
Secretary to direct a guaranty agency to return reserves that the
Secretary determines are unnecessary to pay program expenses and
contingent liabilities of the guaranty agency. This authority
would be replaced by a new subsection (h), discussed below. This
new recall authority would be part of the broader plan to wind
down guaranty agency operations in the transition to Direct
Loans, instead of authorizing the recall of reserves merely
because they are "unnecessary" in an ongoing guaranty agency
system.

Section 301(a)(2) of the bill would further amend section
422 to add a new subsection (h) that would require the Secretary
to recall at least $1.1 billion in reserve funds, as described
above. In order to select the guaranty agency that would be
required to return reserve funds, and the amount that the
agencies would be required to return, the Secretary will
establish selection criteria and a formula to calculate the
amount to be returned. These criteria and this formula would be
established by the Secretary after consulting with the higher
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education community, and would be désigned to meet the needs of
the FFEL Program, assist in the transition to the Direct Loan
Program, and protect the Federal fiscal interest.

Sections 301(b) (1) and (2)(A) of the bill would amend
section 428(b) (1) (X) and the heading for section 428(c) (9) of the
Act, respectively, to conform with the changes made by section
301(c) (2) (B) of the bill. Section 301(b)(2)(B) of the bill would
completely revise section 428(c)(9) (A) of the Act, which
currently describes the minimum reserve levels that guaranty
agencies are required to maintain. Reserves at these levels are
not consistent with the current role of the guaranty agency in
the FFEL Program, and its potential for loss, as discussed above.
Instead, this provision would be amended to authorize the
Secretary, notwithstanding any other provision of law, to
establish a required level of reserve funds for each guaranty
agency. These reserve amounts would be set at levels designed to
meet the needs of the FFEL Program, assist in the transition to
Direct Loans, and protect the Federal fiscal interest.

This amendment would also authorize the Secretary, as part
of the proposed recall of reserves, to establish an alternate
method of providing financial support to guaranty agencies rather
than through the use of reserve funds. Prior to establishing
such an alternative (one example of which would be a system of
providing working capital to guaranty agencies on a case-by-case
basis) the Secretary would first be required to determine that
the needs of the FFEL Program, the transition to Direct Loans,
and the Federal fiscal interest would be better served by a
method other than reserves, to consult with the higher education
community and to inform the Congress. This provision would give
the Secretary the flexibility to address the changing needs of
the guaranty agencies and the guaranteed and Direct Loan systems
during the transition.

Finally, section 301(b) (2)(C) of the bill would amend
section 428(c) (9) (C) (i) of the Act to conform with the changes
made in subparagraphs (A) and (B) of section 301 (b) (2) of the
bill.

Section 302. Section 302 of the bill would make several
changes to Part B of Title IV of the Act that would enable the
Secretary to resume providing Federal loan insurance (instead of
merely reinsuring loans that have been insured by guaranty
agencies) as necessary to ensure students continued access to
loan capital and to assist in the transition from guaranteed to
direct lending.

Section 302(a) of the bill would amend section 421(a) (1) of
the Act to expand the purposes of Part B of Title IV of the Act
to reflect that the Federal loan insurance program is intended to
enable the Secretary of Education to provide loan insurance for

9



students who do not have reasonable access to direct loans, not
just access to a State or private nonprofit program of student
loan insurance.

Section 302 (b) would amend section 423 of the Act to permit
the Secretary to issue certificates of insurance for the
insurance of loans made to student borrowers (or their parents),
in a State where there is no State student loan insurance program
for student borrowers in that State with which the Secretary has
an agreement under section 428(b), regardless of whether another
State or private nonprofit student loan insurance program is
willing to operate in the State. This amendment would provide
the Secretary with the flexibility needed to address loan access
issues in an orderly manner as part of the broader plan to wind
down guaranty agency operations in the transition to direct
lending.

Section 302(c) of the bill would repeal section 424 of the
Act. Section 424 currently sets out limits on the amounts of
loans that may be covered by Federal loan insurance, and
specifies dates after which no further Federal loan insurance may
be granted. These limits are inconsistent with the amendments
proposed in this section of the bill to reactivate the Federal
loan insurance program as an additional means of ensuring loan
access.

Section 302(d) of the bill would amend Section 425(b) of the
Act to specify that the level of insurance coverage provided by
the Secretary on any loan covered by Federal loan insurance will
be 98 percent of the unpaid principal and accrued interest on
such loan. This amendment would make the level of insurance
coverage for loans insured through Federal loan insurance
consistent with the level of coverage for loans that are insured
by guaranty agencies.

Section 303. Section 303(a) of the bill would make a
conforming change to section 421(d) of the Act that would
terminate the Secretary's authority to make new FFEL guarantees
as of June 30, 1997. This termination would not affect the
Secretary's authority to directly insure loans under section 427
of the Act.

Section 303(b) of the bill would make a conforming change to
section 428(c) (1) of the Act to change the deadline for a
guaranty agency to file its claim for reimbursement with the
Secretary of Education to focus on the point at which the
guaranty agency approves, rather than pays, a claim that would
discharge its insurance obligation on a loan. Thus, under this
amendment, the guaranty agency would be required to file its
claim for reimbursement within 45 days after the guaranty agency
approves a claim that would discharge its insurance obligation on
the loan. In addition the guaranty agency would be prohibited

10



from discharging its obligation until the guaranty agency has
received reimbursement from the Secretary. This amendment
conforms to the changes made concerning guaranty agency reserves
in section 301, and would greatly reduce the amounts needed by
guaranty agencies to have on hand to discharge their insurance

obligations.
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Sallie Mae(SLM): New Clinton administraticn Initiative May Undermine
valuation Case For The Stock

Bric I, Kemel (212) 702-6235 DATE: September 20, 1994
INDUSTRY: GSEs and Mortgage Finance TYPE: Company Update

RECOMMENDATION: HOLD ,
FY Ending: December
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KEY POINTS:

- The Clinton Administration is contamplating an initiativa that
would antail inducing ocurrcat borrowers who are gradually pa ing
off guaranteed student loans to nove their loans voluntarily into
the Federal Government's direct lending program. If auccessful,
the affect would be to melt away some of the student loans already
en Sallie Mae's balance sheet by effectively refinancing them into
direct loans from the govarnment.

- A significant reason to buy Sallie Mae heretofore has baen the view
that the company's worst-case sceuario *going out of business®
valuas was X dollars, with the amount usually varying between $40
and 850, The stock market impact of the new initiacive may De co
cast doubts as to the axact worst-case scenarioc value of the
cumpany, and the reliability of any such estimates.

- Bassd on this development, and some concerms about Sallie Maa

‘prévatincion', we are ghifting our recommendation from & Buy to 8
Hold.

........ oo reeaenAnmts—wswndO®a 'YY L X E T L X L A 2 ) ----n—-------------—----_-

DETAILS:
SUMMARY AND RECOMMENDATION

critics of the Clinton Administration's decigiveness can point to
Hairi, Bosnia, and welfare policy as examples of where the
Administration has often lacked decisiveness. And they can peint to
health care and fiscal policy where the Administration~even whan it
knows what it wants—-simply cannot achieve a legislative solution.

But there 15 one area where tbe Administration‘'s decisiveness and
ability te achieve its ends is beyond reproach-student landing: The
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Administration knows that it wants to end the federally guazanteed
studant loan pregram. And, chus far, the Adminiscration is batting a
perfect 1.000 in securing legislation to achieve that objective.

Thus, we felt considerable alarm in recently learming about an
initiative under consideration by the Clinton Administration that
would further impair the lnterests of guaranteed student landers-
including Sallie Mae. Specifically, the initiative would entail
inducing current borrowers who are gradually paying off guaranteed
student loans~the bricks and mortar of Sallie Mae's balance sheet-to
voluntarily refinance their loans iato direct loans from the
government. The purported advantage to some borrowars of this move
would be a small reduction in intarest ratas, but. mnre important Eb
most borrowers would be the option of stretching out the maturity of
rhe loans. thus reducing monthly paymants. We want ro emphasize that
the success of the initiative will depend entirely on the voluntary
response of borrowars; nobody would be mandated te switeh hiz/her loan
fzom one program to the other. Nevertheless, insofar as this
initiative sueceeds, tha effact would bs %o melt away somea of the

student loans already on Sallie Mae's balance sheet by effectively
refinancing tham into direct locans from the govermnmant.

while the detaile of this new devclopment appcar gomewhat murky, and
{its ultimate success in the markecplace equally uncertain, it is
likely that this initiative will receive increasing public attention
in the weeks ahead. A source we have relied on in recent years
regarding Sallie HMae matters estimates that the odds excesd 75% that
the Administration will launch the initiative between now and Election
Day. How succeasaful the initiative—if launched—will actually pIove in
persuading borrowers to switch their guaranteed loans to government
direct loans is any body's guess. To use & metaphor, while we cannot
predict the veather well encugh to predict how hard it will rain, we

feel reasonably confideamt chat we are about to Bee some fairly dark
storm clouds.

Ta light of this development, we are downgrading Sallie Mae from a Buy
o a Mold. Admittedly, tbis change is more of a trading call than 2
judgment about long-term fundamentals; there is suddenly the
possibilicy a negative development on the horizon which we doubt is
fully captured in tha price of the steck. But we are also painfully
cognizant thac if the Administration launchas this initiative, and
achieves scma attrition of the company's guaranteed loan portfolio.
then the strict valuation case for the stock would obviously be
impaired. A significant reason to buy Sallie Mae hsretocfore has been
the view that the company's worst-case scenazio °going out of
pusiness® value was X dollars, with the amount usually varying between
$40 and $50. The stock market impact of the new initiacive may be to

cast doubts as to the exact worgt-case gscenario value of the company,
and the reliability of any such estinataes.

A less immediats set of reasons for our downgrade stem from the
recent vevelation that the Administration is likely to support an as-
of-yet unspecified scheme to *privatize® Salllie Mas. While Sallie
Mae's stock rallied on the announcement ef this development., we are.
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not entirely comfortable with the {rmplications. First, privatization
would obviocusly raise questions regarding Sallie Mao's future funding
costs and required capital levels; a ‘private’ Sallie Mae might face
nigher capital requirements than is now the case, with the obvious
impacts on chara repurchase levels., Second, wea arg not sSure how we
feel about Sallie Mae using privatization to delve into business areas
where it has little or no prior direct experience. And finally, but
most important, we are bothered by the total lack of detail regarding
what the Administration is agtually likely to propese. which may
entail a sgbs:ancial "exit® fee¢ and other impediments on the company.
One proposition we feel considerably certain of is that the Clinton
Administration is not our friend on matters pertaining to Sallle Mae,

and any offers to "help’ the company ghould induce fealings of
apprehansion rather than enthusiasnm.

The danger in our downgrade is chat the stock is near its five-year
bottom, and the current price prasumably nlread{ reflects diminished
investor expectations. Gur bias is to stick with stocks that are
sdown and out®. having missed some wonderful opportunities after
failing to do so in the past. Nevertheless, we cannot heartily
recenmend Sallie Mae over the coming weeks (at least at yesterday's
closing price) with the significant possibility that the
Administration's iniriarive will become increasingly visible.

WHAT THF. ADMTNTSTRATION IS ACTUALLY CONTEMPLATING

Tha vehicle that the Administration intends to ugsc to achieve its new
ocbjective is called a consolidation loan. Consollidation loans have
existed for years; they allow formey gtudents with loans fzem multiple
landers to consolidate their loans with one lender. They also allow

couples to conselidate all of their loans with a lendsr to one of the
two 8pouses.

The Clinton Adminigtration's plan under consideration ig to markat 2
product called a *direct econsolidation loan® which would allow
borrowers to change the cerms of their loans by consolidating their
various loano and moving them to the Federal Governmmert.
Mechanically, the government would pay off the borrower's various
toans in exchange for the new edirect consolidation loan.® What is
different here is that the new loan could have features more favorable
to the borrowcr than the eriginal guaranteed student loans.

why Dorrowers Might Make the Switch

First, the new loan might, in some instances, have a lowel rate than
the original loans. The details here remain somewhat unclear to us,
but apparently about 20% of guarantued student lenders hold loans with
current interest rataes of 5% or 10%. Under the direct program, these
rataes would be reduced to 8.25%. We doubt that this alone would
result in major actrition of Sallie Mae's loan portfolio since few
consolicdated loans excaead $10,000 or 80, and ipterest rate savings ot
less than two percentage points might net justify the hassle involved
in loan censolidation. still, this is one reason among several for
the borrower to make the switch.
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The sacond and most comgelliaq reason for switching to a direct
consolidation loan is that most borrowers can stretch out their
repaymant period by doing so. A large percentage of guaranteed
student leans have ten-year repayment periods. Under direct lending.
borrowers can use much longer time periods. in tha extreme axtending
as long as thirty years. Thus, a large number of borrowers frem the
current guaranteed program can stretch out their payments, and reduce

their monthly out-of-pocket expenses, by switching into & direct
consolidation loan.

The third reason to gwitch—snd the one we find most confusing—is that
airect loan borrowers can make use of an income contingent repayment
program under which monthly payment amountu vary with incoma. We do
not understand how this will work in practice, but it is appareatly a
live option for direct borrowers. and might appeal to those whose
incomes are low and monthly payment obligations burdensome.

THE MAGNITUDE OF THE POTENTIAL RESPONSE

Meaningful egtimates of the impact of the initiative are virtually
impossible bacause of twe important hurdles between the launching of
an initiacive and actual borrower response. First, the Administration
needs to market the dircot consuvlidation loan concept successfully-
which will prove challenging, to say the least. Second, the
government must ba able to exscute both the consolidation process
initially, as well as the subsequent day-to-day servicing ef what

might amount te several million loans. Each of these requirements
warrants separate congideration.

Marketing the New Program

Apparently, thezxe are currently approximately 25 million student loans
outstanding. The Administration would need to do a bang-up job of
marketing-attracting at least several million new customers—to achieve
significant reaults fzom its contemplated initiative.

While we are not at all certain that the Administration will succeed
in this ragard, it is npputntli intending te at least make
significant marksting efforts if it goes ahaad with the initiative.
Apparently, a major advertising/public xelations fixrm has been
retainad by the Dapartment of Education to launch a publicity blitz
for the new initiative. The White House is considering making the
initiative the subject of President Clinton's spesches-presumably on
collaege and university campusas—in the weaks between now and the
NMovember alection. One public relations option under consideratione
which we doubt will ever be pursued-would be to wvrite all 28 million

currcnt student loan borrowers to inform them of the new option
available to them.

If cthe Administration can market thes new program successfully—which is
a very big if- our best estimate that the features are sufficiently
actractive to motivate ten to twanty percent of current guaranteed
student loan borrxuwers to shift into a direct consolidation loan,
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Thus, in theory, this f{nitiative could zesult in attrition of ten to
twenty percent of Sallie Mae's atudent loan pertfelio if the marketing
effoxts prove maximally successful.

Sexrvicing the New Loans

Skeptics about the practicality of government direct lending-including
ourselves-have generally belisved that the program was most likely to
hic potholes when the government-and its contractors—started to
service the loans of borrowers who have compluted their education's.

A frustrating aspect of the current direct lending program is thar all
loans are made to current students, and thus servicing the loans of

graduates or drop-outs should not become highly burdensome until 1936
or 1997.

Direct consolidation loans-per the Clinton Administration's
iniciative—would, on the other hand, require immediate servicing. 1In
this context, Sallie Mae backers can pin their hepes on the prospact
that the new initiative might provide "the straw that breaks the
camel's back" by proving earliocr, rather cthan later, that the
government—evaean with third party contractors—-is not capable of
handling the numereus prozessing requirements of student lending.

Clearly, watching for servicing breakdowns will become an immediate
imperative for Sallie Mae analysts and investors if the new initiative
generates significant loan volumes. Nevertheless, before coneluding
chat the i{nitiative is actually a positive for Sallie Mae's stock
price, it is necessary to consider a couple of points.

First, the Clinton Administvation i3 only likely to launch its
initiative if has received soms assurances that the servicing
infrastructure iz ready to start hunming. The designated servicer for
direct loans is a Fleet Naticnal subsidiary which has considerable
experienca in serviecing guaranteed loans. We are told that the
company has given the Administration assurances that it is rcady to
step up to the plate and begin to sexvice large numbers of direct
consolidation loans-starting now. This self-confidence may turn out
tO be misdirected. But this is not apparently a situation where the
government is contemplating wild and crazy notions while private

entitias responsible for implementation axe seeing chaos as the
certain consaquence.

Second, consolidation loans are rslatively cost-effactive to service
ingcfar as they ars larger loang-representing all of an individual's
lor couple’'s) accumulated borrowings. A major problem in the student
loan buainess gencrally is that loans-before consolidationhave average
balances of only $3,000 or so, and the average borrower often has more
than one loan. Thus., even minor servicing costs in absolute dollar
terms can still amount to & significant parcentage of average loan
balances. Recause consclidation loans are large—probably $10,000 or
S0 on avaerage-servicing can prove expensiva in ahsclute dollar terms
without "breaking the back® ¢of the servicer in terms of the ratio of
servicing costs to loan balances. 1In short, it is possible that
servicing direct consclidation loans will appear relatively cost
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effective over the next year or so even though the direct lending
Program overall may appear cost-ineffective ance smaller loans require
extensive servicing several years from now.

EARNINGS ESTIMATES YOR SALLIE MAE:THE VARIABLES PROLIFERATE

Farnings ceztimates for Sallie Mae have moved dramatically downward
over the past six or so months, largely due te an increase in shorte
term Treasuries. Sallie Mae's earnings over the last several years
has become increasingly dependent on *flcor income.*

For those unfamiliar with the issue of flcor incoms, an anomaly in the
guaranteed student loan program has resulted in an economic earnings
windfall for Sallie Mae over the last three years as short-term
intezest rates reached extryemaly low levels. Under the terms of
student loans originated before 1592 (approximately two-thirds of
Sallie Mae's portfolio), the rate Sallie Mas (and othar lenders)
receive on most loans is eitbar 8%, which nost students and graduates

pay out of thair own pocket, or 3.25% over the 91-day Treasurv-bill
tate—whichever is higher.

Since late 1991, T-bill rates have boen at lavels where it ig the 8%
figure, rather than the spacial allewance, that determines the rates
paid on Sallie Mae's loann. For example, in 1993, when T-bill rates
averaged approximately 3%, Sallie Mae earned about 5% above T-hills
rather than the originally assumed 3.25% , and the company earned an
sconomic beneflt of approximately $300 million annually, translacing
into approximaraly $2.50 per chare after tax (of which only $0.52 made
its way through the reported income statement).

The last time we revised our 199% estimate te $5.75. 91-day T-bills

- were 4.258. with T-bill ratea close to 4.75% today, straight
arithmetic would induce us to lower our next year's estimate by

approximately $0.70 per share, down to $5.05 (fine-tuners of estimatas

sbould be aware that even with T-bills at 4.75%, Sallie Mae carns

approximately $0.20 annually fyom floor income dus to a small

proportion of loans with caps of S8 and 10%).

A second variable affecting earnings estimates is share repurchases.
Sallie Mae is curreatly in the midst of a major repurchase program; we
have been very aggressive in cur assumptions heretofors in assuming
that Sallie Mae ends 1955 with approximately 66 million shares
outatanding (down from 82 million last Jupe 30). We are concerned
that we might have moderately overestimated share repurchasing volumes
due to (1) failing to factor {n any relationghip batween privatization
and target capital levels and (2) the possibility that the company
will reduce repurchases until the likelihood and effect of a Clinton
Administration imitiative—per the above~is better understood. Thus,
we are now assuning that the company has 69 million shares outstanding

at goa;aand 1886; the impact of this change lowers our 1995 estimate
to $4.90.

Finally. the Clipten initiative could lower Sallie Mse's loans
outstanding during the courze of 1935. without any precise knowledge
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of whather this will nranipire. and if %0, to what extent, we are

casually guesstimating a resulting earnings xeduction of $0.10,
reaulting in a final 1995 estimate of $4.80.

The virtual disappearance of floor income over the last sevaral months

algse has an obvious impact op our 1994 estimate, which we are now
reducing to $4.80.

Eric I. Hemel (212) 703-623S
Moxgan Stanley & Co. :

Septembar 20, 1994

Last Written Report: Sallie Mae (SLM); 06/01/594

Step-Up in Share-Repurchase Activity Confirmed, But May Result ip
Lowez Reported Earnings Gyrowth

Morgan Stanley & Co. Incorporated andsox its affiliates make a market
in the gecurities of Sallie Mae.

Morgan Stanley & Co. Incorporated and/or its affiliates or iis
employees have or may have a position oy holding in the securities,

options on sacurities, or other related investments of issuers
menctioned herein.

Morgan Stanley & Co. Incorporated and/or its affiliates provided
significant corporate finance services to Sallie Mae¢ in counection
with a transaction that was entered into or an offer te enter into a
transaction that was made duzing the past six montha,

To our readers in the United Kingdom: This publication has been
issued by Morgan Stanley & Co. Incorporated and approved by Morgan
Stanley & Co. International Ltd., a mamber of The Securities And
Futures Authority. Morgan Stanley & Co. International Led. and/or its
affiliates may be providing or may have provided significant advice or
investment serviges, iaocluding investment banking for any company
mantioned in this report. The investments discussed or recommended in
this repore may be unsuitable for investors depending on their
specific investment cbjectives and finaneial poaitivn. Privata
investors chould obtain the advice of their Morgan Stanley & Co.
International Ltd, representative about the investments concerned.

The price or value of the investments to which this report relates,
aeither directly or indirectly, may fall or rise against the interest
of investors. where an investment \s dencminated in a currency othaer
than pounds sterling, changes in rates of exchange may have an adversge
effact on the value, or price of, oy incoma derived from the
investment. Past performance is not necessarily a guide to future
performance. Income from investments may fluctuate. This publication

is giszominated in Singapore by Morgan Stanley Asia (§ingapore) Pte
Limited.
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ED, Treasury May Endorse Sallie Mae's Privatization Wish

The Clinton administration is inclined to rec-
ommend that the Student Loan Marketing As-
sociation (Sallie Mae) obtain its long-sought
freedom, two Cabinet members say.

"The most promising approach now under con-
sideration is to restructure Sallie Mae ... into a
completely private enterprise," Education Sec-
retary Richard Riley and Treasury Secretary
Lloyd Bentsen told congressional education
leaders in a letter Tuesday.

But administration officials still would want
Sallie Mae "to fulfill any responsibilities we
decide are essential" during what they see as
the transition from Family Education Loans
(FEL) to Direct Student Loans (DSL).

ED is relying on Sallie Mae to ensure loans to
students who can't find them elsewhere during
the DSL phase-in, through a "lender-of-last-
resort” agreement. Sallie Mae would step in to
provide a loan if other lenders wouldn't.

Sallie Mae, a secondary market, is a govern-
ment-sponsored enterprise Congress chartered
in 1972 to pump student loan funds into the
market by buying them from other holders.

Focus To Remain
Providing a secondary market will remain the
company's "principal business" for years, re-
gardless of any privatization efforts, Sallie
Mae's President Lawrence Hough stressed in
an interview yesterday. -

Nonetheless, he said, he has "lots of ideas" on
directions the company could take if freed from
its "very narrow" congressional charter.

He declined to be specific, but said the com-
pany would try to enter markets where its
marketing expertise, technological capability
and financial processing strengths would make
it competitive. The higher education arena
would remain a focus, he said.

Congressional Concerns
As Tuesday's letter indicates, privatization
would need congressional approval.

And one House aide said yesterday that any
such proposal would be scrutinized carefully,
especially to guarantee that Sallie Mae will be
around to help in the DSL transition.

Ensuring taxpayers gét some return on their
investment for creating a successful company
also will be an issue, he said.

Big Kid On The Block
Since its creation, Sallie Mae has become a
major player in the student loan industry, call-
ing itself the nation's largest source of funding
and servicing support for student loans.

Yet, Congress's 1993 decision to phase in DSL
threatens to dry up Sallie Mae's business.

Last year, Sen. Edward Kennedy, D-Mass,,
and Rep. William Ford, D-Mich., chairmen,
respectively, of the Senate Labor and Human
Resources and House Education and Labor
committees, asked ED and Treasury to study
privatization, which Hough has championed.

Tuesday's letter to the committees was an ini-
tial response to that request. Riley and Bent-
sen said they expect to submit specific legisla-
tive proposals by early next year.

Like Sallie Mae, other secondary markets
around the country are searching to diversify
in the new DSL age. But the head of a Wash-
ington, D.C., group representing 32 secondary
markets said it's too early to tell if they would
face competition from Sallie Mae.

"A lot depends on what the legislation actually
says," said Bill Hansen, executive director of
the Education Finance Council. --Mike Sherry



UNITED STATES DEPARTMENT OF EDUCATION

OFFICE OF THE SECRETARY

June 8, 1994

NOTE TO BILL GALSTON

Here is the joint reply in draft form as proposed by Treasury. Any comments?

Billy

400 MARYLAND AVE., S.W. WASHINGTON. D.C. 20202

Our mission is to ensure equal access to education and to promote educational excellence throughout the Nation.
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DRAFT

June 7, 1554

Dear Chalrman Ford:

On Navewmbar 1€, 1802, you wrota uk!.ng us te study the
future of the gtudent Loan Marketing Aescolation (Sallia Mae), in
view of Congrees’ decisien to mubstantially restructure the
student loan program from & guarantesd to a.dirast loan pregrem.

After extensive inters and intra-agenay conmideration and
the examinmtion of m numbar of potencial courses of actien, we
believe it is in the public interest Lo enact lagislatiom to
recharter Sallis Mas as a wholly privace entity.

The maturation of the student loan {ndustry and tha
reduction of the Faderal Pamily Education Loan PEvegrsm (PPELP)
cbvinte the need for a gevernment-spensored anterprise (GSE) in
the student loan market. Wa beslieve that whatever future
liquidity and finanoing neads she FPRLP Progralk has cun ssntinue

' to be satisfied by a private Sallis Mae and other finanaing

@°d

entitiea.

Our vigion of a privata Sallie Mas would entail & *leave-
bahind GSE," managed by the new privata company, that would wind
dewm Che GOB by soncinuing to service chis interests of the FFELD
program. The student loan (&R would exist for ams long as
ReCBEAAYY tO enaure the vimbility of ths FFPELD.

It im our intention te submit a legislativa proposal in
Januaxry 1995 which specifiss the details of the proposed
transition to privunncinn for considaration by tha 104th
Congresa. Wa appraciate the unity to comment on this
important matter and will leok forward to werking with yeu ko
bring it to resclution in tha near futurs,

Smoratary of Education ‘Bearetary of Treasury

LRTEBRLS Ol Wodd  LdPTISR PEaT'l ung
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(202) 371-6 000

(202) 371-6026

May 23, 1994

Mr. William Galston

Deputy Assistant for
Domestic Policy

The White House

1600 Pennsylvania Avenue

Washington, D.C. 20500

Dear Bill:

This is a follow-up to the memo I faxed to you on Friday,
which included the Kennedy-Ford letter to Sec. Riley about Sallie
Mae.

Two people in the Department of Education’s Office of
Postsecondary Education -- Larry Oxendine and Don Feuerstein --
are working on the Department’s answer to Sen. Kennedy and
Rep. Ford. I’m sure that they, and the Secretary and Assistant
Secretary, will go over the issues in detail with people at
Treasury, particularly in Frank Newman’s office. All well and
good: yet I hope that policy with respect to Sallie Mae will
reflect White House-OMB views, as well as DOE’s and Treasury. It
is unlikely, but conceivable, that simultaneous with your
efforts, and those of Ellen Seidman and Barry White, to help
bring about the first privatization of a GSE, DOE and Treasury
might respond in a way that did not robustly take advantage of
the opportunity.

This concern is probably unfounded. But I urge you to weigh
in to the answering process, if only to make sure that a good
idea doesn’t get lost in the details.

All best.

Sincerely,

Harry McPherson
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Congress of the Unitey Htateg

Nevamber 16, 1993

The Honorable Riechard W. Riley
Secretary of Education
Yederal Orriee Building ¢

400 Maryland Avenue, 5.9,
Washington, D.8, 20202

Dear X, 8scretazy:

BagpzlEE 2

As you Xxnowv, thae Adain{stration’s direct loan legiglativy
pPropecal (Seatien 218 of §.920 and N.R.2088) called for e study

bI the SecTetaries of Eduecation and Treasusy te "axamine
alt

ernativesa concarning tha status, operations and purpeszes of

the studant lean Marketing Association during and after the

transition from the Pederal Fanily Education toan prograr to the

Federal Diracet 9tudent Loan progran.” e Confarees on Title IV

of the Buaget Recenciliation Act of 1993 daeided net €0 {nclude o
previgien fequasting a atudy ef the future of the Student Loan

Marxket{ng Asseclation (Sallle Mag). The Conferaes gTeed,

dovever, thar the Senate Labor and Human Resourcas and Rouse
::ueaticn and Labor Comzitteas would roquest a study ef Sallie

¥e Delieve thye o study of the futura of Sallia Mae

irportant a5 the direct lean Progzea is phased in, Therefors, we
tequast that the Ada{n{strat{on undartake Sallie Xae mtudy and

With Xind regaras,
Sincersly,

Wi{illfawm Ford I Edvard t ﬁ' /

A. Kannedy
Chalrzan Qiairnan

House RBducat{on and labor Sanaty Lador and Kuaan
Comm{tten Resouzees Comnittea

-1-¥ The Henorably Lioyd Bentsen
Secrotary of the TTeasury
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THE WHITE HOUSE
WASHINGTON

July 13, 1994

MEMORANDUM FOR  DAVE LONGANECKER
DARCY BRADBURY

FROM: Ellen Seidman g (,17»—""
SUBJECT: Sallie Mae/Tralning/DOL

Attached is a short options paper | received yesterday from Mary Eccles at the Labor
Department outlining potential activities Sallie Mae could pursue in the training area.
You will recall that at our June 13 meeting, we discussed the potential for an "in kind"
exit fee relating to training, and asked Labor to consider possibilities.

Mary's paper responds to that request. | have asked Mary to give some further
thought to whether there are specific types of, e.g., demonstration projects, along the
models suggested in the memo, that we might want Sallie Mae to pursue. These
could be projects that we believe should have priority on a public policy basis even
though they might not be the first ones Sallie Mae would choose to pursue because
they might not be those with maximum likelihood of success or the largest potential
market. Mary will work further on this. She can be reached at 219-8271.

My understanding was that the Education Depariment was to use the Labor
Department input to further fashion our potential exit strategy on a programmatic bdis,
while Treasury is working on the financial issues. | hope the fact that we haven't
heard anything recently means that everyone's busily at work on the project -- even in
the midst of launching direct lending and new $100 bills. | would be interested in a
status report. Please give me a call on 456-5359.

ce: Bill Galston
Barry White

Paul Dimond
Mary Eccles ®®dj'\'“

‘%zadﬂ.(rcw\ —~ Tnoas (22~

- . .
C cckes- Dl R\VG-7
A ethune Epf l
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OPTIONS: NEW LINES OF BUSINESS FOR SALLIE MAE

At a meeting on June 13, NEC staff asked Assistant
Secretary of Education David Longanecker to coordinate the
preparation of options papers on several topics related to sallie
Mae. Below we describe an approach to the issue of additional
activities for Sallie Mae to pursue that might help to facilitate
training for incumbent workers. S

Sallie Mae views its prospects as strongest in the
areas of financing and providing an array of information and
support services to employers. As it did in the early days of
the student loan program, Sallie Mae would like to be able to
develop programs. with banks that encourage lending for incumbent
worker training. It anticipates some growth in the numbers of
employers that would attempt to borrow in order to offer
workplace training and education programs. :

- A Price Waterhouse survey of over 2,300 businesses
corroborates this view: while only .5 percent of employers o
currently borrow to pay for workforce training programs, about 60
percent doubted that they could obtain such loans if they needed
them. And large majorities of the employers surveyed expected to
need to increase their spending on training over the next five
years. Because employers are more likely to borrow for workplace

. training when they purchase new eguipment, companies engaged in
upgrading their technology would be a potentially promising '
market for Sallie Mae to pursue., ' L

Demonstration projects would offer a reasonable way .to
bDroceed in this case. We suggest providing legislative authority
for Sallie Mae to test several approaches to the provision of
financial services, each of which should be evaluated at a, number
of different locations to determine the most effective means of
-reaching small and medium-sized firms--the ones least likely to
offer incumbent worker training--as well as workers who now lack
opportunities to upgrade their skills.

Models might inc1Udé:

1) partnerships with financial institutions in which Sallie Mae
provides a secondary market and other services to encourage
lending to employers for training. Sallie Mae would prepare the
materials and guidelines, and recruit the banks which ocriginate
the loans. The banks would sell 40 to 60 percent of each loan to
Sallie Mae, earning a fee for servicing the loan and possibly an
origination fee. 'Sallie Mae's earnings would come from the
spread between its cost of acquiring funds and the rate at which
the proceeds could be lent. Sallie Mae would view these as
short term assets to be held to term--probably less than two
years. The possibility of bundling and securitizing some of
these assets for resale does exist, but would not affect most of
them. This approach would not rely on loan guarantees, interest
subsidies, or other types of credit enhancement. :
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2) credit assurance provided by states, in the form of loan loss
reserves or guarantees, to improve access to financing for
-companjes which would othervise nhot be considered credit-worthy.
Sallie Mae currently has a pilot with this structure that is just
getting underway in Connecticut. Several other states, including
‘Massachusetts, Indiana, and Wisconsin, have expressed interest in
a similar approach. : . - '

3) programs to administer and facilitate loans to employed
"workers in need of upgrade training. Sallie Mae anticipates that
these would require a form of subsidy or loan guarantee to
encourage broad access for workers at all pay levels. It also
anticipates the need for an origination fee, to be split between
"Sallie Mae and the originating bank to provide a further
incentive for incurring the additional risk. The administrative
functions involved in this type of pilot would draw on Sallie
Mae's capabilities in the area of servicing small loans.

: Apart from financing, a range of information and

consulting services might be offered to help employers assess

their needs for workplace education and training programs, select
approprlate providers, and evaluate the results. Sallie Mae is
very interested in testing the market for such services, and we

“ believe it ought to have the authority to do so. We do not know
where Sallie Mae's expertise lies nor whether it will have the
connections and credibility with employers to make a success of
such endeavors. But we see no downsides to allowing Sallie Mae
to test its entrepreneurial skills in this area--and believe the
availability of higher quality information and support services
could motivate many more employers to offer training to incumbent
workers. - _ _ ' -
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EXECUTTIVE OFFICE OF T HE PRESIDENT
20-Jul-1994 04:51pm

TO: William A. Galston

FROM: Barry White
Office of Mgmt and Budget, LVE

SUBJECT: Sallie Mae

Sallie Mae is peppering me with bond market articles about their
plan (leaked from somewhere) and just recently about
Administration discussions about an exit fee. As to the latter, I
certainly haven't been in any discussions, though I would be happy
to participate.

Ellen Seidman circulated Labor's proposal to let Sallie Mae have
authority to try some corporate financing facilitation as part of
the privatization bill. I don't mind that, but it is surely
nothing we could tout as a significant "in-kind exit fee."

I also know Longanecker met with Hough to discuss privatization
recently. Hough said he would not openly oppose direct lending,
and would cooperate with whatever David wanted from Sallie Mae.
Hough pressed David to get the ED/Treasury letter out to Kennedy
and Ford. You will recall that we discussed this letter at the
last group meeting (a couple of months ago) and David promised to
supply the draft. No draft yet.

David also promised to clarify, in legislative langauge, his
"needs" from Sallie Mae during the transition, and, perhaps, an
alternative privatization scheme. I have not seen anything.
Bolbney

as working on

we would consider
like safety and

d in last year's
She said she hadn't
I haven't heard

I asked the Treasury drafter (ﬁhg%gage) if she
converting Sallie Mae's proposal into languag
(i.e., their stuff plus whatever Darcy wants,
soundness amendments, plus some of what we
bill, like getting them out of Connie Lee).
been asked to but would consult with Darcy.
anything back.

So all in all, what's up? Any way I can help, at least to get the
letter out? Or are we deliberately not going to push this now?

Yr Humble and Obdt Svt.
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Level Playing Fleld for Consolidation Loans

Anendment:

Amend Section 428C(c)(l) of the Higher Education Act by (1)
deleting the words "(B) or (C)" at the end of the first sentence of
gubparagraph (A) and substituting the words “(B), (C) or (D)" in
their place and (ii) adding, at the end of paragraph (1), a new
subparagraph (D) as follows:

(D) A consolidation loan made on or after [September 30,
1994] shall bear interest at an annual rate on the unpaid principal
balance of the loan that is equal to the lesser of (i) the weighted
average of the interest rates on the loans consolidated, rounded
upward to the nearest one-quarter of one percent, or (i) 8.25
percent."

Rationale:

Current law distinctly disadvantages student borrowers who
elect to consolidate their FFEL program loans under the FFEL
program rather than seeking a Federal Direct Consolidation Loan.
Under requlations issued by the Department of Education, the
interest rate on Federal Direct Consolidation Loans is a variable
rvate, not to exceed 8.25 percent. Section 428C of the Act sets the
interest for FFEL consolidation loans at a fixed rate equal to the
weighted average of the interest rates of the loans being
consolidated, rounded up to the next whole percent. There ig no
limitation on the {nterest rate. The rate may often be nine
percent. As a result, student borrowers who choose to seek a
consolidation loan from the private sector rather than from the
federal governnent, either because they have good relationships
with their lenders that they wish to continue or for other reasons,
must pay for this election by paying more interest on their
consolidation loan than those who make the opposite selection.
Enactment of the propcased amendment would reduce some of the more
egregious aspecte of this penalty.

Passage would, in addition, be a step toward placing FFEL
program consolidation loans on the same level playing field with
Federal Direct Conesolidation Loans consistent with the clear

- intention of the Congress that the same terms and conditions apply
"~ to FFEL program loans and direct loans.

09/07/54
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Congtess of the Enited Htates
Bouge of Representatives
®asghington, BE 20515

January 17, 1995

Mr. Willism Galston

Deputy Assistant to the President
1600 Pennsylvania Avenue, N.W.
Washington, D.C. 20500

Dear Bill:

As Members of Congress representing a large number of Sallie Mae employees, we feel
that it would be a great opportunity for President Clinton to make the rechartering of
Sallie Mae a highlight of his initiative to reduce government, We believe it is appropriate
at this time to racognize Sallie Mae’s success in fulfilling its Congressionally chartered
mission and allow it to apply its skills to other enterprises.

Thus, we believe it is time for Sallie Mae to relinquish its status as a Government
Sponsored Enterprise. Taking this initiative would fit well with the themes of reinventing
and downsizing government that have bacome halimarks of this Administration. We
believe the public will respond favorably to this effort to make government "smaller".
While becoming the finest servicer of student loans, Sallie Mae has assembled an
impressive organization rife with the technological sophistication necessary to
successfully compste in today‘s business climate. We, therefore, believe it would be
economically beneficial for it to be free to enter into other endeavors, particularly in
support -6f higher education.

Jo 28T

We are, however, concerned that this issue has yst to be addressed by the ' 30
Administration. In an effort to obtain the Administration’s position and plan subsequent Vas /-
strategy, we would like to invite you to mest with us on :

pm in room 340 Cannon House Office Building. We feel strongly that this is a good

policy issue for Demaocrats to embrace. WWW' M 15 @ 1:%

Please contact Brady King with Congressman Chet Edwards at 225-6105 or Jason
Altmire with Congressman Pete Peterson at 225-5235 for more information.

Péte Peterson, M.C.

Qutet Lol Sey it . corladalsor
. SHM QoH\/T

-
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