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‘~——Dlational Associat“ion of -
Graduate-Professional Students

Bryan Hannegan

President
Home NAGPS
2000 West Palmyra, #6 825 Green Bay Road, Ste 270
Orange, CA 92868-3761 Wilmette, IL 60091
(714.) 038-0947 (phone/fax) 1-888-'88-NAGPS
president@nagps.org nagps @netcom.com

http://www.nagps.org/NAGPS/bod/Prez

National Association of
Graduate—Professional Students

Offering To Members. ..

~ Low Cost Health Insurance (Domestic and International)
~Internet Job Bank & Scholarship/FeHowship/Grants info
~ Student Advantage: Travel, Product, Service Discounts
~National and Regional Conferences

~ Federal Legislative Advocacy
~More Benefits Added Al the Time .. . See our Home Page

CLINTON LIBRARY PHOTOCOPY

A

American Association of Denta! Schools
1625 Massachusetts Avenfe, NV, Washington, DC 20036-2212

ina G. Luke
Ledislative Analyst
Division of Government Affairs

202.667.9433 ¢ Fax 202.667.0642
Internet: LukeG@aads jhu.edu



Top Ten Ways Congress Can Act to Reduce Student Debt

Presented by the National Association of Graduate-Professional Students (NAGPS), the American Association of
Dental Students (AADS) and the American Medical Student Association (AMSA)

In a report titled "Graduating Into Debt", released in 1996, the Education Resources Institute and the Institute for Higher
Education Policy described an alarming increase in graduate and professional student debt. Between 1993 and 1995,
graduate and professional student borrowing increased by $3.3 billion to a total loan volume of $7.7 billion, an increase of
74% in just two years! In 1995, over 1 million graduate and professional students used a student loan to pay for their cost of
education, an increase from 620,000 student borrowers in 1993. These increases in student loan debt impact a student's
ability to save for home purchases, educational costs for their children, investment, or business startup capital. Given the
need for Reauthorization of the Higher Education Act, and the potential for modest spending increases in education
programs, the opportunity exists for Congress to take actions that would make the pursuit of an advanced degree more
affordable for more Americans, by reducing student loan costs, increasing the amount of grant dollars available, and

providing additional tax incentives for education spending and investment. We believe that the time is NOW for Congress to
take any or all of the following actions:

1. Restore permanently the Section 127 income tax exclusion on employer-provided educational
assistance

2. Make technical amendments to the Internal Revenue Code, exempting all scholarships,
fellowships and tuition assistance from income tax . (.t? ( A) e &(\(&Q T fs 1 ,I<

3. Expand the adjusted gross income limits on the Student Loan Interest Deduction to eliminate
the ""marriage penalty" for married couples. B ,} p F fev

4. Authorize six years of eligibility for the Pell Grant and allow students who complete their
undergraduate degrees in less than six years\to use their remaining eligibility for an advanced

degree program. ,“j P( Q("’_‘\j ?w/{{ av an m@*‘ﬁw%* :

5. Authorize a new Title IX Graduate Fellowship program which includes ""support for women
and underrepresented minorities' and "arts, social sciences and the humanities" as "areas of
National Need", and provide additional funds for this program in the FY 99 Budget.

6. Reauthorize the State Student Incentive Grant (SSIG) program and the Perkins Loan
program, and provide increased funding for both in FY99 appropriations. Eliminate caps on the
amount of Perkins Loans a student may receive as part of their financial aid package.

7. Increase annual limits in both subsidized loan programs from $8,500 to $10,500 per year, with
a corresponding increase in aggregate subsidized limits from $65,500 to $79,500.

8. Preserve current aggregate (subsidized + unsubsidized) loan limits at $138,000, but allow all

health professions school students to borrow up to $189,125 in aggregate limits in the Stafford

Loan program, ggr_dlcg of whether or not HEAL loans were previously offered at their school.
T - 4n) hae MQ/%Q} T ok (V_b(Pw}) [?\%gwms_

9. Reduce student loan interest rates in both loan programs from 8% to 7% as planned under

current law.

10. Eliminate or reduce "origination fees' on all student loans, and extend the interest-free grace

period for loan repayment from six months to one year on subsidized Ioans. — |-}l zxaw
e —_— T— e~ T
NAGPS AADS AMSA .
825 Green Bay Rd, Ste 270 1625 Mass Avenue, NW 1902 Association Drive
Wilmette, IL 60091 Washington, DC, 20036 Reston, VA 20191-1502
(847) 256-1562 (202) 667-9433 _ (703) 620-6600 x. 211
nagps@netcom.com lukeg@ccmail.aads. jhu.du lad@www.amsa.org

Web: www.nagps.org/NAGPS WEB: www.aads.jhu.edu WEB: www.amsa.org




February _ , 1998

Mr. Joe Belew

President

Consumer Bankers Association

1000 Wilson Boulevard, Suite 3012
Arlington, Virginia 22209

Dear Joe:

This is in response to your letter of February 2, concerning the
change in interest rates under the Federal Family Education Loan
Program scheduled for July 1.

I am surprised that you "read with disappointment" my letter of
January 14. As you recognize, that letter indicated that the
Department is "open" to considering a change in the reference
rate for student loans to reduce lenders' cost/risk in funding
those loans. Apparently, your disappointment is over the
Department's unwillingness, in the absence of sufficient
information about the current profitability of different types of
lenders, to take the initiative in proposing a new level of
interest rates that would be fair both to students and to
lenders.

Having read in the press about my last letter to you, I am not
sure about the audience to which your latest letter is directed.
Moreover, you and I both already know that certain of the
assertions in that letter are incomplete at best:

1. It is true that the scheduled change in interest rates
would have resulted in an increase in rates if immediately
implemented when enacted, but it was never intended to be
implemented at enactment. Although the unusually flat yield
curve that now exists was not then projected, the then
projections did include sufficient flattening to result in a
substantial rate decrease.

2. It probably is true Sallie Mae's return on equity has
been increased by income acceleration. as the result of
securitization. Although we have not been furnished with any
information as to Sallie Mae's current pro forma returns in the
absence of any income acceleration, analysis would suggest that
Sallie Mae would still be one of the most profitable publicly
held financial institutions in history even on that basis.

3. It is true that not all lenders are as profitable as
Sallie Mae, but Sallie Mae does hold, or own the residual equity
in, almost a third of all FFELP loans and has a contractual
interest in a large percentage of additional loans that are
presently in its pipelines. Moreover, the fact that some or all
of the other lenders are less profitable than Sallie Mae does not
mean that they are not still earning premium returns. That is in
fact the case for the other two major lenders whose financial
data have been presented to us.




-2-

4. It is true that we have recently met with
representatives of your organization. In one such meeting, the
profitability information on the other two lenders was presented.
In the other, the possibility of a significant rate concession to
students was raised by your own representatives.

5. It is true that you have proposed an alternative
interest-rate formula based on commercial-paper rates. You
already know, however, that we view the rate increment that is
part of the proposal as the economic equivalent of repeal, with
no substantial protection for students and a possible increase in
profitability for lenders.

6. Finally, it is true that the Department of Treasury's
analysis of this issue has not been released. It has not yet
been completed.

I agree that a meaningful dialogue between lenders and the
Department would be useful. That objective will not be advanced
by indirect public statements of information known at best to be
incomplete. If lenders are willing to provide the financial
information that is necessary for an informed policy judgment on
this matter, appropriately balancing the interests of students
and lenders, I, for one, am willing to engage in meaningful
dialogue with you at any time.

Sincerely,

Donald M. Feuerstein
Senior Advisor




CONSUMER BANKERS ASSOCIATION The Association for Retal Banks and Thrift Institutions
1000 Wilson Boulevard, Suite 3012, Arlington, Virginia 22209-3908 Tel.: 703/276-1750 + Fax: 703/528-1290

February 2, 1998

Donald M. Feuerstein

Senior Advisor

U.S. Department of Education
ROB-3, Room 4624

7th & D Streets, SW
Washington, D.C. 20202

Dear Don:

[ read with disappointment your letter of January 14th, written in response to my
letter to Senator Robb relating to the change in borrower interest rates on federal student
loans scheduled to go into effect on July 1, 1998.

I understand that you have met with at least two of the members of the CBA
Education Funding Committee, as well as with others involved in the FFEL program.
From your letter, it appears that the Department is open to considering alternative
reference rates that would reduce lenders' cost in funding student loans. CBA and its
member institutions are interested in working with you on this. We are currently
exploring a one-month commercial paper reference rate and would be interested in the
Department's analysis of this approach. '

Over the past several months, CBA and others have been working on approaches
that balance necessary lender ieturn withi the shared interest in minimizing borrower
costs. In this regard, we note that when the new borrower interest rate formula was
enacted in 1993, its immediate implementation would have resulted in a small increase in
borrower interest costs. We also note, most importantly, that the extraordinarily flat yield
curve now in existence was unforeseen in 1993. These factors must be kept in mind
when options for modifications in the interest rates are explored.

In your letter you reference the financial results of Sallie Mae, but do not indicate
whether you consider these results typical of other lenders. [ believe these results are not
typical of virtually all loan providers in FFEL. In fact, the return on asset ratio for this
product is significantly less than the rest of other assets that banks carry on their balance
sheets. Also, it must be noted that Sallie Mae’s return on equity ratio is largely a product
of that company’s heavy use of asset securitization as a new financing tool for its
portfolio.



Any resolution of the 1998 interest rate issue that results in most current lenders
being forced to leave the program is, in our view, unacceptable. Without a reasonably
broad participation of lenders of all sizes in the program, the stability and technological
innovation that has characterized FFEL in recent years would not be possible.

Development of a resolution to the 1998 interest rate issue will require initiative
and good faith on the part of FFEL program participants, but also on the part of the
Department. In this regard, we are disappointed that you indicate that "we do not have
sufficient information to formulate a solution to the lenders' funding problem ourselves."
We believe this is regrettable and that, in the interest of assuring the stability of the FFEL
program, the Department should consider convening a small working group of FFEL loan
providers to sit down with you and others from the Department, review financial issues,
and explore a resolution to this issue. Members of the Consumer Bankers Association
would be active participants in such a meeting.

We also understand that an analysis of the 1998 interest rate issue was prepared
by the Department of Treasury at the request of the National Economic Council, but that
it has not been released. Publicly releasing this report, regardless of its contents, would
be a good first step towards moving towards resolution of this issue. We would
recommend that this report serve as the basis for discussion in the meeting with loan
providers and the Department that we are recommending.

Finally, please let me politely object to your characterization of the 1998 interest
rate problem as the "lenders' funding problem." From talking to both CBA members and
others involved in providing capital for student loans, it should be clear that there is, at a
minimum, a significant risk of a crisis in student loans coming this summer. To us, the
issue is whether loans will be available to all students that need them to attend school.
We would urge you to adopt this perspective. Politics should be set aside and we should
all roll up our shirt sleeves and find a resolution to this difficult issue.

We remain interested in working with the Department. Please let us know if we
can schedule a working session wit you to share ideas on'how to proceed.

Sincerely,

Joe Belew



January 14, 1998

Mr. Joe Belew

President -
Consumer Bankers Association

1000 Wilson Boulevard, Suite 3012
Arlington, Virginia 22209

Dear Joe:

Senator Robb has asked us to respond to your letter of October 24
concerning the change in interest rates under the Federal Family
Education Loan Program scheduled for July 1.

As you know from our prior discussions of this subject, the Department
has no desire to impose unnecessary costs or risks on the private
lending activity that it subsidizes. The method for determining the
intra-governmental cost of funds has been revised since the scheduled
change was enacted in 1993, and the Department is open to consider
alternative reference rates that would reduce lenders' cost or risk of
funding student loans. When the scheduled change was enacted,
however, it was clearly intended to reduce student borrowing costs.
Any further change to facilitate lenders' funding should not be at the
expense of students. This is particularly so in light of the very
high levels of profitability of those lenders whose financial results
are publicly reported. Thus, the Department has not seen any basis
for simply repealing the scheduled change.

There is very little data available on the current profitability of
student loans to the categories of lenders other than Sallie Mae: (1)
banks that originate and hold loans through repayment, (2) banks that
originate loans but sell them before repayment and (3) other secondary
markets, which finance the bulk of their holdings with tax-exempt
funds. Any change in interest rates will affect these categories
differently. Accordingly, we do not have sufficient information to
formulate a solution to the lenders' funding problem ourselves. We
understand that lenders are working on a student-oriented solution.
We shall carefully consider any such proposal. Of course, we shall
need sufficient supporting data to evaluate its impact on each
category of lender.

Sincerely,

Donald M. Feuerstein
Senior Advisor

cc: Senator Charles S. Robb
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FEB. 5 1998 3:35PM US ED PUBLIC AFFAIRS NO. 6662 P 2/2

Author: David Longanecker at WDCAOL

Date: 2/3/98 5:57 PM

Priority: Normal

TO: Stephanie Babyak at WDCEOQ1

TO: James Kvaal at WDCAO0S8

TO: Jane Glickman at WDCBO1

Subject: Re: Congressional Ouarterly interview

———————————————————————————————————— Message Contents ---c=-e-me--cecmccocanddrerommmmmm

At this point I think we should refer all calls to Shireman. I am
sure that he was the Administration official. With respect to our
ability to respond, we are currently assessing preciasely what our
capability is to respond today and how long it will take us to gear
up, if necessary. That analysis won't be completed until next week.

dal

Reply Separator
Subject: Congresgional Quarterly interview
Author: Jane Glickman at WDCBOl

Date: 2/3/98 5:34 PM

David,

Sue Kirkoff of Congressional Quarterly has requested an interview
about the upcoming change in the interest rate for student loans.

I know you spoke to Bob Shireman last week regarding the call from Al
Crenshaw of the Washington Post on the same subject, and I believe the
two of you decided he'd take the call. (I assume you saw the story in
Sunday's paper or in yesterday's c¢lips, page 21). However, Shireman
is NOT quoted, I'm not sure if he is the White Houge official referrxed
to in the article who said the new formula "is a considerable
reduction for students," and "whether fox-profit lenders can afford
that is a reasonable guestion."” DPerhaps this issue is still
considered too volatile and the Administration is still testing the
waters befoxe we speak "on the record.”

The article also includes this statement, "Education Department
officials have c¢onceded in recent weekg that if private lenders pull
out, the government's direct loan program could not fill the gap."

We need to be prepared to explain what is meant, considering that we
have been so pleased with our recent track record on loan origination.
Does this mean that the direct loan program would not have the
capacity to accommodate a large influx of new schools and their
accompanying loan volume by next year,and/or that we don't have the
administrative budget to handle it.

Please let me know if you have any insight into why the Post article
did not quote Shireman, and thus whether you should speak to
Congressional Quarterly on the record.

If I'm being overxly cautious, let me know, and we can set it up for

tomorrow.

[ 11} )
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SOURCE: Bloomberg News
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“New Student Loan Formula
Doesn’t Rate With Lenders

formula governing interest
rates in government-guaran-
teed student loans is threatening
to disrupt this fall's education
finance market, lenders and oth-
ers involved in tuition finance say.

! little-noticed change in the

CASH FLOW
Albert B. Crenshaw

The change, enacted five years

ago when it appeared that the
government would be taking over
most if not all higher-education
lending, was designed to lower
costs for student borrowers. But
the government's direct loan pro-
gram has not expanded to the
anticipated levels, and private
lenders say they cannot lend prof-
itably at the rates dictated by the
new formula, which is scheduled
to go into effect July 1.

Since private loans continue to
make up roughly 70 percent of all
student loans, a mass pullout by
private lenders likely would cause
major headaches for students and -
colleges this fall.

Education Department officials
have conceded in recent weeks
that if private lenders pull out, the
government's direct loan program
could not filt the gap.

Likewise, some nonprofit lend-
ers have told Clinton administra-
tion officials that while the new
formula is not a problem for them,
they doubt they have the capacity
to meet all the demand either.

The administration has been
studying the issue and has asked
the Education and Treasury de-
partments to analyze the situation
to see if any changes should be
made in the formula.

Congress also is studying the
matter, and many members agree
that a fix is needed. Congress is
not always able to act quickly,
however, and with college accep-
tance due soon and parents anx-
jous to get next fall's financing
lined up, a delay could be painful.

“Lenders want to offer some
reassurance to their school cus-
tomers,” said Fritz Elmendorf of
the Consumer Bankers Associa-
tion. “They are not quite wanting

See CRENSHAW, 14, Col. 1
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CRENSHAW, From H1

{o panic.anybody, but there is a real
issue of being able to follow through
on loan commitments. We are really
looking for some assurance the prob-
lem will be fixed in a satisfactory way.”

J. Paul Carey, executive vice presi-
dent at Sallie Mae, which buys large
numbers of student loans from lend-
ers each year, said he is optimistic the
problem will be solved but if itisn't the
consequences could be “pretty dra-
matic.”

Indeed, the whole federal student
aid program is due for reauthorization
by Sept. 30, so the problem could be
fixed in the new bill, but it is not clear
whether that would rcassure banks
enough for them to go ahead during
the spring and summer and write the
roughly $25 billion worth of loans
provided annually by the private sec-
tor.

The new formula as written would
in current market conditions result in
sharply lower interest rates for stu-
dents, and the White House is anxious
to see that happen. In the view of some
administration officials, much of the
banks' griping is aimed at protecting a
very profitable business. But they say
they will be willing to try to work out a
deal if the analysis shows the loans
really will be unprofitable.

The new formula “is a considerable

‘reduction for students,” said one
‘White House official. “Whether for-
‘profit lenders can afford that is a

reasonable question. ... If I can pre-
dict what the Treasury study will
show, it's that lenders can take a hit,
but probably not that big a hit.”

The new formula is “untimely” for
two reasons, said Mark Cannon, exec-
utive director of the Coalition for
Student Loan Reform, a group of state
and nonprofit organizations that ad-
minister and fund the federal guaran-

_teed student loan program.

First, “the luster is off the direct
loan program, which hias been shown

yourianey

to have a number of managerial prob-
lems.” Second, interest rates have
changed dramatically since 1993, with
short-term rates rising and long-term
ones falling. This has altered the
performance of the formula consider-
ably.

Stadent loan rates are set by taking
the interest rate on-a Treasury securt-
ty and adding to it a certain amount, or
“spread,” much like the formula for an
adjustable-rate nmortgage.

Under the current formula, the
Treasury instrument is the 91-day
T-bill. The spread is 3.1 perceniage
points (2.5 perccntage points while
the student is in school). Thus, if
91-day T-bills are paying 4 percent, the
rate on the student loan would be 7.1
percent after the student leaves
school. There also is a ceiling, so
students do not pay more than 8.25
percent.

The new formula is based on the
10-year Treasury note, and the spread
is 1 point. Thus if the 10-year note rate
is 5 percent, the rate on the student
loan would be 6 percent.

The two formulas seemed Lo yicld
fairty similar results in 1993. The
“vield curve,” which shows the dificr-
ent rates lenders charge for loans over
various time periods, was fairly sieep
at that time, meaning long-term rates
were substantially higher than shori-
term ones.

Thus, according to an analysis done
by Sallie Mae, T-bill rates were 311
percent in August 1993. With a spread
of 3.1 percentage points, the stadent
Joan rate would be 6.21 percent. At the
same time, the 1(+ycar note was carry-
ing a rate of 5.78 percent. Vith a
spread of 1 percentage point, the
student rate would be 6.78 peyceni

Today, though, things have
changed. The rate on the T-bilt last
month was 5.25 percent, so students
would pay 8.25 percent (835 werc if
not for the ceiling). Ten-ycar uote
rates, though. were 555 percent. so

spute Could Disrupt Student Loan Program

under the new formula the student
rate would be 6.55 percent.

Carey said student loans, though
guaranteed by the government, are
expensive to service. Also, the loans
dre not fixed-rate—they vary as the
rate on the 10-year note changes—so
that it is much more difficult for Sallie
Mae or other financial firms to match
their own borrowings with it.

Under the new formula, a loan
would be worth only 95 percent to 96
percent of its face value the day it was
signed, Carey said. This means a
lender that made such aloan and then
tried to sell it to Sallie Mae could
expect only 95 cents or 96 cents on the
dollar—and that assumes no profit for
Sallie Mae.

Sallie Mae, bankers and other finan-
cial firms have suggested other in-
struments upon which to base the
{ormula, including the T-bill, the Lon-
don inter-bank offered rate (LIBOR)
and commercial paper. Administra-
tion officials agree that the 10-year
note is an “inefficient instrument” for
private lenders, and is studying alter-
natives.

Lenders also contend that the new
formula wouldn't necessarily be
cheaper for students year in and year
out, and they point to studies showing
that in the period since 1981, the
current formula produced lower rates
than the new onc would have.

Students—and their parents—plan-
ning to borrow for the fall semester
obviously should watch this issue
closely. Those planning to borrow
might check with their school and see
what advice the institution is giving.

It would be a political disaster for
the administration if the loan program
ran aground, but the lenders, knowing
{hat, also may try to drive a hard
bargain. Remember, this is the admin-
istration that told them five years ago
that they were part of the problem of
higher education costs and that vowed
10 drive them out of the marketplace.

We form over 100.0"
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The rep: '
spondin
c‘; ; ED Will Propose FCC for Perkins
the qua Loan Program
United .
tinction _ Following widely publicized reports that the
costs and tuition prioes. Department of Education would propose no new

The Commistion recommends the achievement
of five policy goals: strengthening institutional
cost control, improving market information and
public accountability, dercgulating higher edu-
cation, rethinking accreditation, and enhancing
and simplifying Federal student sid.

The Commission’s specific recommendations
for Congress in the area of student aid are to
continue the existing student aid programs and
simplify and improve the financial aid delivery
system, They call for further technologioal
improvements that will cut costs and eimplify.
They also recommend that Congress investigato
the feasibility of broadening eligibility require-
ments for Federal student aid to include part-
time students,

One of the more significant findings said, “the
Commission has found no cenclusive evidence
that loans have contributed to rising costs and
prices. One commiusioned paper suggesta that
Federal loan availability bes helped contribute
to rising prices. Another paper suggosts that the
capital available through loans has allowed col-
leges to increase their charges--and allowed in-
dependent colleges in particular (o maintain
enrollment--in ways that would not have been
possible otherwise. The Comumission knows of
other studies which come to conclusions oppo-
gite to these. This question should be studied in
greater detail and with much grcatm' attention to
empirical facts.”

Federal Capital Contributions (FCC) for the
Federal Perkina Loan program {n its upceming
FY 1999 budget, postsecondary institutions in
the program cried foul. Following disoussions
between schools and ED, the Department made
olear that new FCC would be in the budget.

Under the Perking program, federal funds are
matched with institutional funds on a one-to-
three mateh for capital uged for the eampus-
based loans. Borrowera pay an attractive five
percent interest rate. Notwithstanding the at-
tractiveness of the loans for borrowers, both
Democrat end Republican administrations have
periadically called for climination of the pro-
gram, suggesting that it is duplicative with the
larger FFEL and Direct Loan programs. The
sdministration will deliver its budget proposal
to Capitol Hill on February 2nd,

Shireman Expects 1998 Interest
Rate Resolution

Senior Policy Advisory Robert Shireman of the
National Economic Council told Student Lend.

ing that he expects thers will be & “solution” to

the problem prior to July 1, 1998, the date on
which the new rates go into effect. Shireman
alao noted, however, that there had been no new
progress on & solution in the last week. “I think
there will be & considerable effort on the part of
all parties concerned to make & change before
July 1, including the administration,” he said.
(Continued on page 10)
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Shireman reportedly bas received a report from
the Treasury Department concluding that the
borrower intercat rates based on the 10-yesr
bond are not feasible i the FFBL program,
While he has declined to release the report, it is
believed to have influsnced his opinion.

Shireman's position differs from that of Donald
M. Feuerstein, Senior Advisor at ED. In a Jan,
14, 1998 letter to Jos Belew, President of the
Consumer Bankers Association, Feuerstein
noted, “we do not have sufficient information to

formulate a solution to the lenders' funding
problem ourselves.”

NEWS IN BRIEF

O Higher Education Washiugton Inc., an-
nounced the birth of their new newsletter Infor-
mation Technology in Postsecondary Educa-
tion (ITPE). The first issue went out on Jan. 20,

1998, For subscription information call

Stephanie Harris at (202) 842-4989 or email her
at <hewi96@aol.com>.

O $12.5 billion in student loan assetbacked
securities were isgued in 1997, according to an
article in the American Banker, as compared to
$8 billion in 1996, In 1997, a total of $185.1
billion in asset backed securities were issued in
all categories, led by $64.9 billion in the home
equity loan category.

O ELM Resotirces had their biggest day of
disbursements ever on Jan. 14 with $38 million
of FFEL loans being disbursed.

O Princeton University plans to eliminate
the use of student loans for students from fami-
lies with incomes below $40,000, according to
an srticle in the Wall Street Jourmal. The
initiative also includes modifying need analysis
for students from incomes below $90,000 by
climinating consideration of home equity.

A —

—— .

PROPLE

® Mark Breaner joined the Education Fi-
nance Council as General Counsel on Jan. 26.
Formerly of the Oversight Subcommittee of the
House Committee on Education and the Work-
force, Brenner will be responsible for managing
regulatory and legal issues and special projects.

® Gregory Lancaster resigned as a member
of tho CBA Educational Funding Committee
thia month., He asked thet Andrew D.
Fornarola, Senior Vice President of Marine
Midland Bank, be eppointed to fill the vacanoy,

¢ Educations] Funding Company, a
majority-owned subsidiary of American Ex-
presi, namied Mark K. Webb as President and
CEO. Webb has been with American Express
for 14 years in various positions.

® Sally Katzen has been appointed Deputy
Asgistant to the President for Bconomic Policy.
She will serve as Doputy Director st the Na-
tional Economic Council. Katzen has boen the
Administrator of the Office of Information and
Regulatory Affnirs in the Office omeigement
and Budget since 1993.

® The Project EASI Steering Committee
welcomed Postsecondary Bleotronic Standards
Council Director Lysbeth (Betsy) Bainbridge
tnd Education Finance Council Director of
Government Affairs Kathleen Smith last week
a8 its two nowest members,

REGULATORY/ADMINISTRATIVE NEWS

January, 1998: The Department of Educetion
istued three Dear Gueranty Agency Director
letters on dissster area designations: Disaster
Letter 98-02 regarding winter storms in New
York; Disaster Letter 98-03 regarding flooding
in Tennesseo; and Disaster Lotter 98-04, regard-
ing flooding in North Carolina,

@o11
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tombutts @ umich.edu
01/27/98 07:21:00 AM

Record Type: Record

To: Robert M. Shireman

cc:
Subject: More on interest rate--finaid-|

from finaid-l - Note the last one from lvan.

Date: Mon, 26 Jan 1998 05:02:26 -0500
From: Anthony Rosati <rosati@GUSUN.GEORGETOWN.EDU >
Subject: More on this "Interest Rate Thing"

The following was sent to me directly... Thought | would share
with y'all...

From: NEFSC MGL <NEFSCMGL@aol.com>

Date: Sun, 25 Jan 1998 16:03:12 EST

To: rosati@gusun.georgetown.edu

Subject: Re: FINAID-L Digest - 23 Jan 1998 to 24 Jan 1998

As the lllinois Designated Account Purchase Program(IDAPP) we originate
loans nationally on a not-for-profit basis. We are more than willing to
give some of the interest rate back to the students and we are ready to
work with the 10 year t-bill insturment as our funding source.

This change will result in some banks leaving but we agree with your
contention that other organizations will fill in the gaps.

We disgagree with your statement that this is taxpyers money. The
capital used by the private sector to make these loans is private funds
- not tax money. In our situation we float tax free bonds to

originate loans in our home state but we use private taxable funds for
loans everywhere else.

We actually see the present law as favorable to us because it should
result in more loan volume.

If you need a lender that will be around after July 1,1998 call a
National affiliate of IDAPP at 800 353-3357.

Thanks...
Michael G. Lewis senior Vice President

| Tony Rosati | NAGPS Chief Information Officer |
| 6630 Moly Drive | NAGPS Board of Directors, 1992-1998 |



| Falls Church VA 22046 | NAGPS Webmaster (webmaster@nagps.org) |
| 703-237-4323 | Owner, T-ASSIST Discussion List |
'===================================================

| Personal WWW Page > > > > http://www.access.digex.net/ rosati/ |

| |
| NAGPS WWW Site > > > > http://www.nagps.org/NAGPS/ |

Date: Mon, 26 Jan 1998 08:30:40 -0500
From: Anthony Rosati <rosati@GUSUN.GEORGETOWN.EDU >
Subject: Re: Interest Rates, Interest of Students, General Interest...

> Mr. Rosati,

>

>| couldn't have said it more....... “eloquently”™, but your message
>rings true. It's unfortunate that many of our colleagues have been
>duped into thinking that lenders, for some reason, have the student’s
>best interest at heart. The hard truth is that they do not, and it
>is up to the financial aid community (even their responsibility), to
>ensure the students get the best product and services available.
>

>thanks for the response, | hope it serves as a nice wakeup call.

>

> Edward Hastings

> Assistant Director

> Dartmouth College

>

Dear Edward & Others,

The key here is to realize that, left to themselves, all corporate

entities seek to m,azimize profits. It is the PEOPLE who lead them,

and those who INTERACT with them, who can change that course to a
more reasonable and reasoned one.

Corporations have identities, but they are NOT human ones. We, as
men and women, who have moral fiber and ethics (whether we apply
them or not) are bound to examine the actions of others, whether
human or not, and to conclude how to deal with them.

We must impinge upon the individuals who run the lending institutions
two important lessons:

1. Student Lending is NOT a profiteering market arena

2. In dealing with Public Works Projects (and federal student lending
programs are really just that - work for the public good), customer
service is EVERYTHING.

That's all from my end, today...
Tony Rosati

NAGPS CIO, SEcretary & Webmaster
NAGPS Board of Directors

| Tony Rosati | NAGPS Chief Information Officer



| 6630 Moly Drive | NAGPS Board of Directors, 1992-1998 |

| Falls Church VA 22046 | NAGPS Webmaster (webmaster@nagps.org) |

| 703-237-4323 | Owner, T-ASSIST Discussion List |
|======================================
| Personal WWW Page > > > > http://www.access.digex.net/ rosati/ |

| l
[ NAGPS WWW Site > > > > http://www.nagps.org/NAGPS/ |

Date: Mon, 26 Jan 1998 09:54:50 -0500
From: Paul Zakariasen <102370.2067@COMPUSERVE.COM >
Subject: Re: FINAID-L Digest - 23 Jan 1998 to 24 Jan 1998

I would be careful what you espouse. If the FFELP program collapses, many
of the students who you "think" you are protecting will be left out in the
cold. The banking community will exit the student loan business, but also
will many students because they have no access to student loans. Yes,
there is the Direct Loan Program (talk about tax dollars!!}, but the rush

of schools trying to enter the direct loan program would grind that program
to a halt. Furthermore, there would be immeasurable delays ( think
"consolidation loans"). This would literally shut down many small schools
because their students will have no immediate access to student loans.
Just immagine thousands of schools flooding the phone lines of the Direct
Lending Task Force to sign up for direct lending when they realize July 1st
their friendly banker won't front the money for that $2,625 Sub Stafford!
Now, how is that serving the student? 1I'm not a great lover of the banks,
especially when | withdraw at a "non-system ATM", but we all should look
at the bigger picture which is access for all students to finance their
education. Anyway, is 8.25% all that bad an interest rate CAP?

Just MY two cents.

Mike Kotchevar

Northwest Technical Institue

Eden Prairie, MN 55344

finaid@nw-ti.com

Date: Mon, 26 Jan 1998 11:02:55 -0500

From: Dominic Yoia <yoia@CSE.BRIDGEPORT.EDU >
Subject: Re: FINAID-L Digest - 23 Jan 1998 to 24 Jan 1998

This is a multi-part message in MIME format.
-------------- 75D4A807C98C6CF703BF7C8E
Content-Type: text/plain; charset = us-ascii
Content-Transfer-Encoding: 7bit

i've been reading comments both pro and con on this issue, so | just figured
why not jump in on this lively debate and add my 2 cents worth.

Firstly, let's not all jump so quickly to "cast the first stone" at the

tenders. Remember that it is OK for them to make a profit, they are

"for-profit" businesses and they make these profits by lending money whether it
be mortgages, car loans, student loans, etc.



Secondly, it is in the best interest of ALL OF US to assure that the student
loan business (and it is a business} remains competitive. As much as everyone
may like to criticize the FFELP or Direct Loan programs, competition has made
BOTH programs much better than they were just a few years ago.

Every year, many schools continue to cut expenses to the bone, and we're all
still around. Cutting into the profits of lenders will not push them out of

the student loan programs, it simply will make them run more efficiently.

After all, what other loan programs come with a 100% guarantee? | somehow
don’t foresee all of the lenders running for the hills and leaving the student
loan programs behind.

So, having said all that, | vote for whatever best benefits the student. And
to date, that seems to be a slightly lower interest rate with these new
interest rate provisions. Because student loans are not a zero-sum game, |
cast my vote with 100 confidence that everyone will benefit.......... students
(lower interest rates)......... schools (better service due to stronger
competition)......... and lenders (more loan volume). Ain't America Great!

Nick :-)

-------------- 75D4A807C38C6CF703BF7C8E

Content-Type: text/x-vcard; charset =us-ascii; name ="vcard.vcf"
Content-Transfer-Encoding: 7bit

Content-Description: Card for Dominic Yoia

Content-Disposition: attachment; filename ="vcard.vcf"

begin: vcard

fn: Dominic Yoia

n: Yoia;Dominic

org: University of Bridgeport

adr: Office of Financial Aid;;126 Park

Avenue;Bridgeport;CT;06601;,USA
email;internet: yoia@cse.bridgeport.edu

title: Director of Financial Aid
tel;work: {203) 676-4568
tel;fax: {203) 576-4941

Date: Mon, 26 Jan 1998 11:06:57 -0500
From: Tony Rosati <rosati@GUSUN.GEORGETOWN.EDU >
Subject: Reply to Re: Educating about {fwd)

FYI, some more comments | received...

*** Comments From: STORYKA - Story, Kaye; 01/26/98 09:54am
we implemented the direct loan program with approximately $40
million annually in loans with no additional staffing---but it

did take training..training..training.. and due to turnover

has presented some problems.

Date: Mon, 26 Jan 1998 11:48:46 -0500
From: Maryanne Belmont <mbelmont@BARNEY.SUFFOLK.EDU >



Subject: Re: FINAID-L Digest - 23 Jan 1998 to 24 Jan 1998

Actually Mike, if the FFELP program were to collapse, the banking
community stands to make a lot of money because students would have to
resort to private loans - furthermore, if the FFELP program coliapses, the
same number of students would suffer - all of them. Not just those who
receive their Federal loans through DL institutions. Why should private
banks benefit from FEDERAL LOANS? And why should students pay their
guaruntee fees? If the Gov. is lending the money, by all means, the Gov.
should reap any benefits that are generated from that loan. It just

doesn't make sense to have private banks handling Federal loans - and
making a profit on it to boot.

Nobody asked, just my opinion

On Mon, 26 Jan 1998, Paul Zakariasen wrote:

> | would be careful what you espouse. If the FFELP program collapses, many
of the students who you "think" you are protecting will be left out in the
cold. The banking community will exit the student loan business, but also
will many students because they have no access to student loans. Yes,
there is the Direct Loan Program (talk about tax dollars!!), but the rush

of schools trying to enter the direct loan program would grind that program
to a halt. Furthermore, there would be immeasurable delays ( think
"consolidation loans”}). This would literally shut down many small schools
because their students will have no immediate access to student loans.
Just immagine thousands of schools flooding the phone lines of the Direct
Lending Task Force to sign up for direct lending when they realize July 1st
their friendly banker won't front the money for that $2,625 Sub Stafford!
Now, how is that serving the student? |I'm not a great lover of the banks,
especially when | withdraw at a "non-system ATM", but we all should look
at the bigger picture which is access for all students to finance their
education. Anyway, is 8.25% all that bad an interest rate CAP?

Just MY two cents.

Mike Kotchevar

Northwest Technical Institue
Eden Prairie, MN 55344
finaid@nw-ti.com

This message | Submissions -> FINAID-L@lists.psu.edu

was sent via | Subscribe/unsubscribe -> LISTSERV@Iists.psu.edu

the FINAID-L | List owner (Bob Quinn) -> REQ1@psu.edu

mailing list | backup (Pete Weiss) -> FINAID-L-REQUEST@Ilists.psu.edu
-------------- | send 1-line text INFO FINAID-L -> LISTSERV@LISTSERV.NET
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Date: Mon, 26 Jan 1998 12:05:57 -0600
From: Margaret Robinson <finaid@JINX.SCKANS.EDU>
Subject: Direct Loan vs. FFELP



Just putting in my two cents worth on Direct Loans and FFELP. We are a very
small private college and are participating in both loan programs. This is
the third year for Direct Loans.

The competition has been good for both programs and | don’t want to see
either program eliminated and both need improving. However, we have more
problems with FFELP loans and virtually no problems with Direct Loans.
Going Direct did not increase our work load nor has it put a burden on our
resources. | personally do all the Direct Loans - granted a small number in
comparison - and my assistant does all the FFELP. The problems we have been
having are tied to things beyond our control - the merging of banks. When
information is not transferred completely and correctly, it causes all sorts

of havoc. A lot of time is being spent taking care of these problems and
correcting mistakes made on the part of the lender/servicer. We are not
having to deal with these kinds of issues with Direct Loan (the relocation

of the LOC and the problems that occured did not impact us).

My assistant's frustrations with FFELP loans are too numerous to list. She
is hoping we will increase our Direct Loan volume next year and would love
for it to be 100%. That is not in my plans, yet, but certainly a
consideration. We would be SAVING a lot of time and resources if we did
move totally to Direct Loans, but | want to be able to give our students the
option.

For whatever it's worth.

Margaret Robinson

Director of Financial Aid

Southwestern College

Winfield, KS

Date: Mon, 26 Jan 1998 11:53:57 -0600

From: Roger Vick <ROGER@LTFA.LATECH.EDU >
Subject: FDSL vs FFEL Program

Ladies and Gentlemen:

| have been involved with this controversial discussion of DSL and
FFEL since it's inception.

As far as | am concerned, DSL is a direct drain on the Federal
Government and taxpayer funds whereas FFEL is a leveraged lending
program. All of the noise of costs and savings ignore the source of
the principal of each loan.

Sceondly, | find a significant difference between lenders providing
service in a competitive environment and contractors to the Federal
goverment meeting the letter of the contract. This comparison
addresses all aspects of the Title IV programs. The student and the
school certainly do not get a better level of service from the
contractor.

Third, my processing of FFELP loans requires a minimum of labor in
the office and a very simple procedure to impart to the
student-borrower. This saving in time and labor allows me to use my



limited staff resources to resolve individual student problems,
thereby providing better service to the student. Each administrative
procedure that requires labor draws staff away from assisting those
students with real problems.

Much of the borrowing | see each academic year is within the cost of
attendance but far above what is really needed. There is no effort
from the student to defer "wants" until graduation and employment.
Interest rates seem to be more a political issue than a deterrence to
students attending school.

The bottom line is there is a cost of doing business and the consumer
or the taxpayer is going to pay some of the cost. In my opinion,
the FFEL program provides the best combination of services for the cost.

Date: Mon, 26 Jan 1998 20:10:47 -0500
From: lvan Frishberg <ivan@PIRG.ORG >
Subject: Re: FDSL vs FFEL Program

Pardon me, but last | checked, this is not a debate of FFELP vs FDLP.

This has very little to do with the Direct Loan program. If you take

the loan industry folks at their word (I do dome times, and other times

| use my own judgement) the Interest Rate Change issue is about the vield
on FFELP loans, and who is responsible for maintaining that yield at a
certain level. What decides that level depends on who you are:

If you are a banker, it is about maximizing profits and gaining
competitive edge over your rivals in the industry.

If you are the government, it is about not paying out any more money than
you have to and ensuring that you have met your promises to voters.

If you are a student, it is about trying to find the money to pay for
school without placing yourself at a financial risk.

If you are stuck in the 104th Congress, being wooed by certain
associations, listen to Rush {not the band), then this is a debate about
FFELP vs FDLP.

My missive has two points to it:

1) This is an FFELP program and should not be fixed by direct ioan
borrowers, and

2) If we debate this issue from the perspective of FFELP vs FDLP it will
not do justice to the real issue, and it will dissengage all those folks
who are too busy to spend time reliving the 104th Congress.

lvan




lvan Frishberg, | Internet: ivan@PIRG.org

PIRG's Higher Education Project | Phone: (202) 546-9707
U.S.Public Interest Research Group | Fax: (202) 546-2461
218 D St., SE, Washington, DC 20003 | Www: www.pirg.org

End of FINAID-L Digest - 25 Jan 1998 to 26 Jan 1998
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

January 22, 1998

TO: Bob Shireman, Maureen McLaughlin, Wayne Upshaw, other recipients of the
January 20 Student Loan Paper

FROM: Jon Gruber

SUBJECT: Revised Tables

Two revisions are necessary to the previously distributed tables:

. the CBO interest rate forecasts on Table 1 had not been updated for the January release;
the new numbers have a somewhat smoother contour from 1998 to 1999 which removes
some anomalies resulting from use of the September forecast in Table 3.

. Table 3 needed to be updated for the new CBO numbers, and in the course of doing so,
an arithmetic error in the last column, for 5-year average -Administration forecast
assumptions, was discovered. With these changes, the estimated net return to lenders
under the “hold student harmless” formula is below any rates of return that might be
assumed to be required by lenders, under any of the alternative economic assumptions.

cc. Messrs. Wilcox, Gensler
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TABLE 3: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS

(in Percent)

g]003

Formula or Net Rate of Return 1997/98 1998/99 5-yr. ave.
Administration Blue Chip Administration Blue Chip cBO Admin.
Current Formula:
3-month T-bill + 2.50/3.10 7.67/8.25 7.67/8.25 na. n.a. na. na.
Estimated net return to lender 1.51 1.36 n.a, na. na. na.
Future Formula:
10-year CMT + 1.00 na. n.a. 6.86 7.10 7.2 6.76
Estimated net return to lender n.a. n.a. 0.18 0.17 035 0.15
Alternative Formulas:
To hold student harmiess n.a. na. T-bill + 1.73 T-bill + 1.76 T-bill +1.70 T-bill +1.83
Estimated net retum to lender n.a. na. 0.35 0.37. 0.32 045
To maintain lenders minimum
required net rate of return:
75 basis points na. na. T-bill + 2.28 T-bill + 2.28 T-bill + 2.28 T-bill + 2.28

Note: Formula estimates are a weighted average for loans in-scheol and in repayment. The weights
are based on the relative share of loans outstanding for each loan status, i.e., in-school= 36.08

percent and repayment= 63.92 percent.

n.a. Not applicable
Assumptions:

OMB estimates are based on Fiscal Year 1999 budget estimates.

Blue Chip estimates are based on the December Biue Chip release.

1/22/98

STULOSUM
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TABLE 1: INTEREST RATE ASSUMPTIONS

(Percent)
1997 1998 1999 6-year ave.
oMB
3-month T-bill 5.17 5.13 5.01 493

10-year note 6.75 5.86 5.80 5.76

Spread 1.58 073 - 079 0.83
Blue Chip

3-month T-bill 5.17 5.34 513 --

10-year note 6.75 6.10 6.10 --

Spread 1.58 0.76 0.97 -
cBo

3-month T-bill 517 5.30 5.20 --

10-year note 6.75 6.00 6.10 --

Spread 1.58 0.70 0.90 --
DRI

3-month T-bill 5.17 519 4.83 it

10-year note 6.75 58 5.82 -

Spread 1.58 0.61 _ 0.92 --
Futures Market a/

3-month T-bill - 4.89 n.a. na.

10-year note - 5.39 na. n.a.

Spread -— 05 na. na.

Note: Data for 1997/98 are actual data for the last week in May, 1997 prior to June 1;
all other data are for the second calendar quarter.
n.a. Not available.

&/ Futures markel rates for June, 1998 as of January 14, 1988.

newtab1
1/22/98

|
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January 26, 199§

MEMORANDUM

TO: Interested Parties

FROM: Deborak Kalcevic

SUBJECT: CBO Revised January 1998 Baseline Projections for the Student Loan Programs.

Attached are five tableg which detail the costs, loan volumes, and subsidy rates for both the
guaranteed and direct student loan programs for the Revised January 1998 Baseline. CBO has revised

Tuble 1. includes the cost projection for each budget account associated wigh the student
loan programs--the numbers which are shown on the CBO computer runs in
Function 500,

Table 2. includes the loan volume and subsidy rate projections for all guaranteed and
direct student loans

Table 3. includes the loan volume and subsidy rate projections for the guaranteed student

. loans

Table 4. includes the loan volume and subsidy rate projection for the direct student loans

Table 5. the Sec 458 expenditures under the capped entitlement for direct loan
administrative expenses

For your information, below is & summary of the definitions of budget authority, program
obligations, and outlays as they apply to the student loan program subsidy or "program” accounts:

subsidy budget authority Subsidy budget authority figures express what total subsidy costs would
be if all the loans for which an application was received during a year
were made. But all loans are seldom made--otily about 90 percent. This
is because prospective borrowers either do not show up for school or
decide not to take the loan.

subsidy obligations Subsidy obligations are the costs associated with all loans for which thore
actually will be at least one cash disbursement [shown on the attached
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tables as Net Annual Loan Volume]. Typically, the subsidy obligation
estimates are not included on budget tables.

subsidy outlays Subsidy outlays reflect the subsidy obligations adjusted for the timing of
the loan dollar disbursements. Because of the multiple disbursement
requirements and the timing of the academic school year calendars
compared to the federal fiscal year, only about two-thirds of the dollars
are disbursed to the borrowers during the first fiscal year. The remaining
dollars are disbursed in the following year.



.

Tai;le .?l. 16-Jan-98
CBO REVISED JANUARY 1998 BUDGET ACCOUNT TOTALS: STUDENT LOAN PROGRAM BASELINE
(b fiscal year, in mil §) _
1998 1979 2000 200! 2002 2003 2004 Q5 2006 2007 2007

Guaranteed Loan ¥ BA 2,985 3,03 2187 3.362 3.530 3,662 3.785 3,903 401¢ 4128 4.289
Program (Subsidy) Account op 724 §53

OL 2579 2,739 2,848 3.001 3.1354 3.287 3481 3.510 3.572 3,876 3.825
Guarenteed Loan Program BA -1485 -282 -295 -271 -231 -179 129 -39 .59 -37 -22
Liquidating Account oP 14 -23

oL -126 -265 -254 276 237 -187 -13% -a5 632 -40 23
Guaranteed Loan Program BA 46 48 S0 52 53 55 57 59 62 64 /8
DISCRETIONARY Administrative ~ OP 1¢

oL 46 47 S0 52 53 55 s? S¢ 81 64 66
Guarantee Agencv Reserves BA 1] o 0 2 -1,00¢ 9] Q a 0 2 o

or 0. 0

OL 0 90 9 0 -1.009 0 0 0 v 7 0
Diirect Loan Pro BA S35 1.034 1,045 994 $80 1,007 1039 1050 1.066 1.084 i, 102
Program {Subsidy) Account or -250 121

OL 559 785 951 e23 39¢ 9li $33 952 249 %84 1001
Direct Loan Program BA 3?7 616 705 750 750 750 750 730 750 730 750
Mandatory Administrative orP 146 165

OL 482 357 a34 701 732 745 749_ 750 738 _lS_G __ ISt

TOTAL BA 3,908 4,441 4,692 4887 4,083 5,295 5,493 5.673 5.8236 5.889 6.184

Student Loan Programs or 1,145 1,175 '

oL 3541 3,864 4,188 4401 3,604 4,811 5.004 3.177 5.2589 5,434 3,617
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TABLE 2 16-Jan-9§
TOTAL GUARANTEED AND DIRECT LOAN PROGRAMS, Revised January 1998 Baseline
(by fiscal year) :
‘ 1997 E998 1999 2000 2061 2002 2003 2074 2005 2606 207 2C08]
. Prefiminazy i
TOTAL ALL NEW LOANS [ New Geusranteed and Direct Laans )
Net Anrmai Lean Volume (Ml S 28,948 30319 32203 34060 35.980 37.812- 39421 4:.041 12,652 44213 45812 47514
Net Number of Loans (000) 7,953 8,080 8337 8581 8341 9.080 3.252 0419 9.575 @732 5.852 10,007
Avesage Loan Amount $2,640 $3.752 £3.852 $3.9¢9 $4,070 84,164 $4.260 §4,357 $4,454 $4.552 $4.55¢ 84,742
Subsidy Rate 3’/ ¢’ 1046% 1071% 1156% 1)38% 1L.I0% 10.94% 1C85%  10.76% 10.65%  1054% 1043%  103i%
SUBSIDIZED STUDENT LOANS [ New Guarantzed and Direct Loans i
Net Annaal Loan Volume (Mil $) 158581 (7084 174653 18215 18830 19418 19,874 20,233 20.785 21,214 21656 22,136
Net Number of Leans (000} 42840 4,899 4977 5054 5,147 5.235 5,289 534¢ 5,406 5452 3.529 5.603
Average Loan Amount. £3,426 $3,488 3347 83,604 $3.658 $3.700 $£3,758 83803 $3.845 53,684 83910 3,950
Subsidy Rate o/ o 17.46% 17.79% [851% 1850% 1837% (834% 1839%% i8.21% 1842% 1843% 18.43% 18.43%
UNSUBSEDIZED STUDENT LOANS [ New Guaranteed and Direct Loans J
Net Annual Loan Volume (Mil §) 9.854 10,490 11,596 12,696 13,808 14,848 15,785 1€716 17,630 18504 12377 20,318
Net Number of Loans (000) 2,704 2,757 2923 3,079 3.234 3375 3.482 3578 3.662 3,73¢ 379 3857
Average Loan Anvourt §3.644 $3,806 $3.967 $4,124 $4.270 $4,400 $4534 $4.672 $4.814 $4,561 §5.112 $52¢8
Subsidy Rate of b o' £.78% 2.61% 427% 4315 4279% 420% 427% 431% 432% 433% 433% 4.33%
PARENT LOANS | New Guaranteed 20d Direct Loans ]
Net Anrual Loan Valume (Mil $) 2512 2,744 2.954 3,149 3342 3546 3762 3.992 4,236 4.4%4 4,769 5.060
Net Number of Logns (000) 408 425 437 448 450 471 483 495 7 520 533 546
Average Loan Acount’ $6.151 86460 $6752 §7,023 $7270 87,526 $7.791 88055  $8.349 38642 85545  $9.261
Subsidy Rate o/ Y & -1.74% 2.419% -1.39% -1.32% -1.34% -1.329% -125% -1.229% -1.20% -1.18% -1.18% t.'5%

¥ The sobsidy mate is the net present vakee of e fumure fedenl cash (s sssociawed

$§3.734 edflos 07 11,5698 of the eew Joar volume [$32.202 % (155 = $3.734
1999.
Y The subsidy ates for gaaranteed ners DO NOT inchude ary admiistrative cost

-]

5 Amc}mw:;rwbuknmemci&!hnm i that oversl 2 will cost

with the feda doflazy disbunsed to borowers each yezr, Foc exampwe. the 1959

fedesal costastociat=d with the $32,208 millon in new ban volume wone'd e
Uv: federa’ government o, average sbout 1112 cents for exch nes: dallac loxned in

CIYTNENES W0 SATAIMY 2gracies. 'ﬂumﬂmpﬂd.mﬁdedhhhdg«ma cash basis i snother budget sccount. Ferberro, Lhe cobsidy
&mmmmmmwmwmxmmqmﬁm Mmm&oiﬂn&dmauﬁhﬁhuﬂubﬁgﬁm

The sabsidy s wer cakulated uring the CRO fancary 199 Taserest e foceczst. These ates would be different. 1f other forecasts sze woed.
4
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TABLE 3 16-Jern98
TOTAL GUARANTEED LOAN PROGRAMS, Revised January 1998 Baseline
_(by fiscal year
' 1997 1908 1999 2000 209) 2002 2003 2004 2005 200% 2007 2098 ¢
_| Prefinimary ;
TOTAL ALL NEW LOANS | New Guaranteed Loans Only }
Net Annual Loan Volume (MSE $) 18,816 19,707 20,932 22,139 23,387 24,578 25,524 26,577 27724 28,738 29,78’ 30,684
Net Number of Loars (000) 5,:70 5.2%2 5419 5,578 5747 - 5.%02 5015 6,123 622¢ 6313 6,404 6,505
Average Loan Amount $3,640 83752 $3 862 $3.965 $2.070 $4.164 $4.260 $4,357 $4,454 £4.552 $4,635 $4,742
Subsidy Rzte o/ b/ o 12.39% 13.92% " 1333% 13259 13.23% 1321% 13.14% 13.04W 12.94% 12.84% 12.73% 12.629%
SUBSIDIZED STUDENT LOANS { New Guarardred Loans Onfy | -
Net Annual Lodn Volume (it $) 10,778 i1,105 11,475 11840 12239 i2,622 12918 13,216 13,51 13,782 14,083 14,388
Net Number of Laans (€00) 3,146 3.184 3235 3285 3346 3,403 3.43¢ 3,475 354 355¢ 3394 3,642
Aversge Loar: Amounz $3.426  $3488  $3547  S3604 3658 3705 $3758  $3803 $3,845  $38%¢ $33:2 $3950
Subsidy Rate &/ by &/ 19.61% 2107%  20.27%  20.3c% 2047%  20.59%  20.65%  20.68% 2070%  20.72% 20.7I% 20.72%
UNSUBSIDIZED STUDENT LOANS [ New Guaranteed Loans Only ]
Net Annual Loan Volume (M 8 6,405 5819 7.537 8,252 8,976 2,651 10260 i086¢ 11360 12,028 i2,53s 13267
Net Number of Loans (009) 1,758 1,792 1,500 2,001 2,102 2,194 2,263 2326 2,380 2,425 2,464 2,567
Average Loan Amount $3.644  $3.806  $3967  $4.124  $4270  $4.400  $4.534 $4672  $4.814 54961  $5112 85268
Subsidy Rate ¥ Wo/ Z.80% 5.2006 541% 558% 5.78% 5.93% 6.00% £.04% S.06% 6.07% 60798 6.07%
PARENT LOANS [ New Gueranteed Loans Only |
Net Annual Lozn Volume (Mt §) 1,633 1,784 1,929 2,047 2,172 2,305 2,445 2,595 2,753 2,921 3.100 3.289
Net Number of Loans (000; _ 65 276 284 29 209 306 314 222 " 330 33e 246 355
Average Loan Amounz 84,151 $5.460 $5,752 $7.023 $7.270 §$7.526 37,791 88,665 $8,3490 88642 53,946 5926:
Subsidy Rate o/ bv/ef 233% 2.709% 293% 3.05% 322% 3.35% 3.43% 3.47% 3.49% 351% 3.51% 351%
REFINANCED LOANS--.OUTSTANDING DIRECT LOANS CONSOLIDATED INTO GUARANTEED LOANS
Net Annual Losn Yolume (Mi! $) 0 300 0 0 Q ¢ o [y 0 1} Q 0
Net Number of Loans (000) 1} 30 0 Q 0 0 0 2 0 (¢ G o
Average Loan Amouny $ $10,000 $o £ S0 ® 0 b 0 $0 S $0
Subsidy Rate o/ '/ 0.00% £.00% G.00% 0.00% 0.00% .00 0.00% 0.00% 0.09%6 G.20% 5.009% 0.0%

L

Y Th-bﬁdynuiﬂzmmﬂuu{&ﬁmn&dﬂlﬁnﬁwmdwﬁhﬂgmmwwbnmna-sa:hyu:.
52,790 millicn or 13.33% of the new foan volume [$20,932 ¢ 1333 = §2,790 1. Aaodulwywboklltkmofu:hcnmh

boned in §959.

b The subeidy cates for guarantesd loans DO NOT inchode ary ipaistictrative cont papmerds 0 SHAranty agencics. Hmpynm;'ﬁmpﬁ&mh&dedh&:hdp‘m; cazh brsie in arather account

4 Tkwhid%:xmmubaizmiui:g:l\eceo,'zmry 1999 rterest rate foreeast Thes: rates would be diferent. if othes forecasts am vsed.

For eamgle, the 1999 federal cost associate? v
Qu!mﬂi'mﬂiomﬂnfdaﬂgmmxm

ith the $20,922 million ir aww Joan voheme would be
everag: about t3 173 cents fox esch nev: dodar
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TABLE 4 16720

TOTAL DIRECT LOAN PROGRAMS, Revised January 1998 Baseline

NDilUJﬂGB gm0

1 QI

Sd8Y-56£-200

(by fiscoi yeory
5 1997 195¢ 1992 2009 200) ity 2045 2004 2025 2095 2307 2008t
! Preliminary i
TOTAU ALT NEW 1.OANS | New Direct Loans Oniy ]

Net Annual Loan Velume (N §) ISI32 012 12T 1LARE 12,593 13234 13797 14384 14925 IS474 1af3 146

Nal Number of Loars (060} 278 2828 2918 3004 3954 547§ 5230 205 335! 3395 3435 350

Averaze Loan Amount $3.640 3752 3802 $3.969 24070 $al6e  S476C  S43ST  $4.45¢ €3S Siesn 473

Subsidy Rate a'b o $.37% 4.74% §26% 7% TASK 6.723% £50% £3 1% DAL [ 23] LR 5.0T%
SUBSIDIZED STUDENT LOANS { New Direct Loans Oniy ]

Net Annval Loan Volume (Mﬁ $ 5.864 598G 5179 6,275 £.5¢0 6,796 6.956 7137 7973 = g¢ 7 ogn <74

Na2 Nu_.-r,:.bcrcl[na-m [yt o)) 1.6%4 1,7:3 1.742 §,769 D2 1,833 1,851 Larl 1,892 L.S".Z' 1,935 1."’\

Average Logn Amount €3,42% £2,488 $3.547 $3.604 $3.658 £$2.702 82,758 8§3,803 3,845 §3.834 £3.012 $3.95¢

Subsidy Rare 9/ W o/ 12.47% 11.68% 1524% i5.04% 14.469%  14.:5% i4.16% 14,170 jq.10m 14.79% R R 14105
UNSLUBSIDIZED STUDENT LOANS { New Direct Loans Only ]

Net Anonaal Loan Voluane (M1l §) 3,449 3672 4059 4,443 42823 5.:97 3,525 5.85% €173 v 7RI

Ner Number of Loars (0003 247 965 :.023 1078 1132 1,181 1,2:8 1237 1252 (377 P25

Awerage Loxn Amount £3.641 £3.804 $£3,967 $4,124 $4270 $4,400 $4,534 S 47 4,514 £s5.012 SS.24

Subsidy Raxe o/ &' : LeN Bt} -220% 2.13% 1.96% 1.29% n99% 1.05% 1.10% 1169 132%% i
PARENT LOANE [ New Direct Loanx Only |

Net Annual Ueas Yeiume (M1 S) ) 8§79 50 1924 1,102 LI7 1.241 2217 1367 1,482 1,572 1771

Net Number of Loans (000] 143 149 153 157 161 165 169 73 178 i 18

Average Loan Amount 86,151 $6,460 $6.75¢ $7.023 $7.27 §7.52¢6 7751 $8.065 $8.34% 58642 $2,94¢ S9 24}

Subsidy Rate 3/W g -929%  -15.90% -2.40% -2 2% -SR1%  -10.00% -9.95% -2.2304 0.2 -F.89% -9.SHy .80%

REFINANCED LOANS—-OQUTSTANDING GUARANTEED LOANS (BOTH PRE-1992 AND POST-1992) CONSOUDA’ITZD INTO DIRECT L OANS

Net Arrual Loan Volume /Mt $: 600 500 700 7n¢ 700 a o 700— ) pials) i

Net Number of Loans ICCO) 62 5 58 54 o i 1 100 HLH H 100

Average Loan Amount $9.7i6  $11.00C  $120500  $12.000 $7.000 £2.000 $7.000 27.000 S7.000 SV §7,006

Net Subsidy Rate o/ o/ @ O11%  -1L37% 301%  286%  222% 193%  LOS% 201k nOi%  203%  zonm 2.0

\‘w
L

86:<4C NB[L

121

74 Tb:mbddynmimmmtwbedmmkblwhﬂwsmﬁwhhndo&sﬁhuzdwbmwmw\mr For exmrople, Lhe“??"fedemwamcncmmﬁumsn 71 mulion In rew dam volume wone's he
SVE!nﬁmors.Zéﬁafdxembmwim[S!l.zn‘..0826-”31].mwmhkﬂc«mdu\-bmmmzrhx-mniwﬂmw Sederal govemmenen en mrage about 8 55 cemx for each rov-datlr kosnisd o

1999.
¥ e saeidy rates Sor deect foaes DO NOT inchzde ooy fedeni adminictratoe oos asroristed with coliecting tve loans, Those cor re inchaded on 2 crsh basie i g aother Ludest azesirs

¢ The sabsidy rates were calculaled wring the CBO faourry 1296 interest mate farscast. ] breve rates would be diffecert ¥ cther formonsts art osed.
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TABLE &

161008

SECTION 458-—-Student Loan Administration Accosmt, Revised January 1998 Baseline
{in miﬂ:m of &ollare)

1954 1995 1976 1997 1998 1900 200 201 2602 2003 2004 20C5 2008 i) 2206

Direct Losn Direct Administrstive  BA 2t 98 151 197 231 306 388 187 571 57) 57t 575 57 57 A4
Costs o7 4 74 108 157 201 260 332 420 5G8 532 357 51 57 5N 571
Guaranteed and Direct Loas BA 47 82 u7z 4t 121 14C 167 113 2% 29 29 25 29 29 29
Endirect Admninistracive Costs oT 21 69 83 124 127 133 152 132 75 4“4 2 29 29 2¢ 29
Guaranteed Loan Gaurenty Agency  BA 92 213 267 153 155 i64 150 159 i50 150 150 150 150 30 150
Payments ot 23 213 167 153 155 164 iS50 150 150 150 i50 150 e 150 e
TOTAL BA 260 284 £35 491 7 610 705 750 750 759 750 750 750 759 750G
a7 122 349 363 434 483 557 634 701 33 745 749 750 750 759 750
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PAGE 3/7?
JAN-26-98 17:11 FROM:CBO/BAD/HRCEU I1D.2@2 226 2062@

January 26, 1998

MEMORANDUM
TO: Interested Parties
FROM: Deborah Kalcevic

SUBJECT: change in CBO Methodology for Estimating Student Loan
Baseline Costa

CBO has recently enhanced the way in which it estimates subsidy
costa for student loan programs. Below is a discussion of this
change.

The Congressional Budget O0ffice (CBO) computes the budgetary effects
of both guaranteed and direct student loans on the federal subsidy
cost basis according to federal statute. Since its inception in

1992, this computation method has been referred to as "credit
reform".

Under credit reform, program costs for a fiscal year include the
present value of all future net federal cash expenditures associated
with loans made during that year. This present value is computed by
reducing the level of each year's projected net cash expenditures by
an expectad interest rate--generally an interest on long~term
government securities. This computation is known as discounting,
which expresses future cash flows in today's dollars, with the
interest rate as the key variable that permits the bridging between
two time periods.

The type of federal cash flows assoclated with guaranteed 1loans
differs from those assoclated with direct loans. Guaranteed loan
coats inolude the coat of the guarantee; costs associated with
default, death, disability, and bankruptcy. Additional costs are
inocurred for net variable interest payments to lenders. By contrast
the net federal costs in the direct loan program include the original
cash disbursement of the loan amount to the borrower. These
disbursements are offsat over time by the amount of principal and
variable interest repaid by the borrower. The net present value or
the subsidy costs for both guaranteed and direot loans depand on when
the cash expenditure or receipt occurs during the maximum 30-year
life of the loana (the avarage life of both types of loans ig 15 to
20 years).
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The estimated cash flows for both student loan programs are
substantially affected by the interest rate forecast used to estimate
the net variable interest payments and receipts. The interest
payments made or received by the government are annually adjusted
payments based on the actual rate at the time the payments are made.

Twice annually CBO prepares a 2-year detailed forecast of interest
rates. To provide a lo~year projection for budget estimates, the
forecastad rates are smoothed out to reflect a atable environment
without cyclical patterns. These projections are then used to
estimate the subsidy costs of the student loan programs.

LA8UNR

As discussed above, both guaranteed and direct atudent loans have
annually-adjusted borrower interest rates. Currently, the rate is
the 91-day Treasury billl rate plus 3.1 percentage points (2.5
percentage points when the borrower is in school). Starting in July
1998, the rate will be the 10-year Treasury bond plus 1.0 percentage
point. For the borrowers, this rate has been capped by statute at
B.25 percent, 1limiting the borrower's interest rate risk. By
statute, the government bears all the risk of higher interest rates
and incurs the increased interest costs during any period the rate
exceeds the 8.25 percent cap. In the guaranteed loan program the
government pays lenders the amount of interest above the cap. In the
direct loan program, the cap lowers expected interest revenue to the
government.

Since 1992, the mean interest rate forecasts used by CBO have been
low enough over the projection period that the 8.25 percent cap was
rarely exceeded. Using the current CBO forecast, the variable loan
intereat rates average about 6.9 percent in almost every year. Under
the old methodology, which assumed that future interest rates are
known with certainty, the 8,25 percent cap was not exceeded, and no
additional interest costs had been included in the estimates of the
federal subsidy costs. And, thus, no cost had been assigned to the
government'a sole risk of highaer interest rates.

History, howaver, indicates that over a 1long period of time
fluctuations in interaest rates occur with sufficient freguency and
magnitude that the interest rate ceiling is likely to be exceeded in
some future years, even 1f the average interest rate is below 8.28
percent. As such, prudent budgeting under credit reform raquires
that the federal subsidy costs of the programs reflact the expected
costs of interest rates rising above forecastad level and exceaeding
the cap. Thus, the CBO baseline now includes expected cash
expenditures that account for the probability that the actual
interest rates would exceed forecasted interest rates and trigger the
associataed federal costs of exceeding the cap.
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RATIMATING THE COST QF THE CAP

CBO developad a vactor autoregressive model to compute 1,000
simulated forecasts of the 10-year bond rate plus 1.0 percentage
point, centered around the CBO economic forecast of interest rates
but with random shocks. Probabilities ware devaloped by analyzing
how often and by how much these simulated forecasts exceeded the 8.25
percent interest rate cap. These probabilities were then used in the
student loan program cost models to estimate subsidy costs.

Relative to its baseline interest rates, CBO estimates that there 1s
roughly a three-in~ten chance that, in any given year, interest rates
on the l0-year Treasury bond would cause the interesat rate on student
loans to be capped. When the 8.25 percent cap is exceeded, on
average, it is estimated to be exceeded by roughly 150 basis points.
As the attached Table 1 indicates, the present value of these
increased student loan costs add $0.4 billion to the subsidy costs in
1992, $1.2 billion in 2008, and $10.0 billion over the 199%8-2008
period.

LEGIALATIVE NQTE

The enhancement to the student loan subsidy cost model to include the
likely volatility in interest rates has implications for the subsidy
costs of certain student loan program changea. One legislative
proposal from the last session of Congress was to keep the variable
interest rate formula that is in place until July 1998. As the
attached Table 2 showa, relative to the Ravised January 1998
baseline, this proposal would increase costs by $0.2 billion in 1998,
$0.7 billion in 2008, and $6.1 billion over the 1998-2008 period.

The increase arises for two reasons. First, the probability of the
more volatile short-term rates exceeding the 8.25 percent cap is
about 60 percent greater than that of the long-term rates exceeding
the cap. Second, in the years the 8.25 percent cap is exceeded, on
average the 91-day Treasury bill rate with its 3.1 percentage point
add-on, exceeds the cap by roughly 200 basis points. This level is
approximately one-third higher than that using the 10-year Treasury
bond with an add-on of 1.0 percentagae point.



Table 1.

Impact of the Methodology Enhancement on the Revised January 1998 Studeat Loan Program Baseline

(preliminary staff estimates, by fiscal years, in millions of dallars)
1998 1299 2000 2001 2002 2003 2004 2005 2006 2007 2008

Total Student Loan Program BA 3307 3731 3,874 3963 3064 4204 4343 4470 4582 4689 4812
Under Prior Methodology OL 3,174 3252 3478 3594 2,708 35842 3978 4101 4,173 4275 4391
Change for the Probability :

of Interest Rates Exceeding  BA 601 710 818 924 1019 1,091 1,150 1,203 1254 1300 1,372
825% oL 367 612 710 807 896 99 1026 1076 1,116 1,159 1226
Total Stndent Loar Program BA 3908 4441 4692 4,887 4083 5295 5493 5,673 5.836 5989 6,184
Revised Januzry 1998 Baseline OL 3541 3864 4,1BB 4401 3,604 4811 5004 5177 5.289 5434 5617

Table 2.

Proposed Changes to the Student Loan Programs Estimated Relxtive to the Revised CBO January 1998 Baseline

{preliminary staff estinates, by fiscal year, in millions of dollars) 19983002 1998-3008
1998 1999 7000 3001~ 3002 3003 3004 3005 2006 2007 3008 _Totl ol

Eliminate the change in the formula for establishing the varisble interest rate on subsidized and unsubsidized student loans and on parent loans which is to take
place in July 1998. The change wonld sct the rate at the comparable maturity rate (10-year bond rate) + 19 for student loans and the 10-year bond rate + 2.1%
for parent Joans. This proposal would keep the current student loan formula of the 91-day Treasury bill rate +2.5% while the borrower is in school and deferment
and the 91-day Treasury bill rate + 3.1% while the borrower is in repayment and the current parent Joan formula of the 365-day Treasury bill rate +3.1%.

{Assumes a1l new loans are affected.)
B 275 625 610 620 640 660 675 690 700 725 750 2,770 6,970
0 175 465 555 560 575 595 610 625 625 645 665 2330 6,095
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Box 2-1.
Pricing Interest Rate Caps on Student Loans

The budgetsry effects af student loans are computed as
subsidies under the principles of credit reform, which
were designed to correct an imbalance in measuring the
costs of federal loan programs relative to grant pro-
grams. Those principles require the Office of Manage-
ment and Budgel (OMB) and the Congressional Budget
Office to take into account all sxpects of credit programs
that could evenmually affect cash flows to the govem-
ment and estimate the present value of those costs. The
present value is the amount of funds that would have to
be set aside today, 1ogether with interest, to cover sll
current and future net costs for a particular set of loans,
In the case of student loans, the future costs generally
reflect the total subsidization of interest on certain loans
while the student is in school or noarepayment of a loan
becsuse of bankruptcy, disability, or death.

Leas obvious in & period of relatively low integest
rates are the potential costs associsted with the caps on
interest rates that can be charged on student losns. Un-
der current law, the maximumn interest rate that lenders
can charge students is detevmined by a formula: during
repayment, logns issued beforc July 1998 carry 2 maxi-
mum interest rate of the 91-day Treasury bill rete plus
3.1 percentage points, and loans awarded after June
1998 will use an interest rate based on the 10-year Trea-
" sury note rate plus 1.0 percentage point—but the inter-
ot rate in cither case cannot exceed 8.25 perceat. With
guaranteed loans, intercst rates ahove 8.25 percent trig-
ger special-allowance payments 1o the lender based on
the rate determined by the formula and the 8.25 parcent

cap. In the direct loan program, the federal government
absorbs the difference in the form of forgone receipts.
The cap exists to limit the costs to borrowers in times of
high interest rates, and the special allowance ensures
that lenders will still be willing to supply the funds.

Uatil now, CBO and OMB have assigned little, if
any, cost 1o the interest rate caps—and therefore the
special alloweanocs—beoauss their forecasts of inlereat
rates tended 10 regult in Jevels that were below the 8.25
percent rste, For example, under CBO's baseline fore-
cast, student Joan rates afier June 1998 are oot aatici-
pated to exceed 8.1 pervent. However, fluctuations in
intepest rates occur with sufficient frequency snd magni-
tude that the 8.25 pervent iuterest rate oeiling could oan-
ceivably be reached. An accurate assesmment of the
subsidy costs of the program should reflect the possibil-
ity thet interest rates will become high enough to invoke
the cap. Cansequently, CBO has begun 10 estimate the
subsidy costs of the interest rate ceiling.

Relative 10 its baacline interest rates, CBO esti-
mates that in any given year, thero is nearly a 30 percent
chanoe that interest rates on 10-year Treasury notes will
causs the interest rate on stwcient loans to be constrained
by the cap and that the average special-allowance pay-
meut i those years would be an additional 150 basis
points. The present value of those payrsnts (or lost
receipts) adds roughly $1 billion to the annual subsidy
costs of student loans over the next decade.
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January 14, 1998

VIA FACSIMILE: 202/622-0073

The Honorable Robert E. Rubin
Secrctary of the Treasury

U.8. Department of Treasury
1500 Pennsylvania Ave., NW
Washington, DC 20220

Dear Secrotary Rubin:

. ’,'- /i

[ 6

The Committee on Education and the Workiorce i8 cliargod with ensuring ihe effective,
efficient and economical operation of the Depariment of Education and programs created
pursuant to the Higher Education Act, Included among those programs arc the Federal Family
Rducation Ioan Program (FFELP) and the William D. Ford Federal Direct Student Loan
Program (FDSLP). It has come to this Committee’s attention that the Department of Treasury
has drafied a report or analysis through the Office of the Deputy Assistant Secretary for Policy
Analysis, at the behest of the National Economic Councl, addressing the impact of a change to
the formula for calculating intercst rates on student loans.

The report is designed to analyze whether changing the formula for calculating intercst

rates from the *9)-day T-bill" to the “10-year Treasury note ratc™ is problematic. Essentially, the
report is supposed to determine whether changing the formula will push leveraged private vapital
out of the FFELP essentially destroying the most widely used student loan program. One of the
main areas which the report is supposed to discuss is whether the volatility of the *“10-year rate”
makos it uncconomic to maeke student Joans,

Although members of your staff have acknowledged the existence of such an analysis,
they have refused to discuss the findings with our staff. We also notc that Robert Shiremen, a
senior policy adviser at the National Economic Council who, according (o your staff has been

jnvolved in the analysis, was recently quoted in the Chronicle of Higher Education as being
unable 10 confirm ur deny whether such an analysis cxists,
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We cannot stress enough the importance of this matter to the continued viability of the
student loan program. Any information in the hands of the United States Treasusy Department

which sheds light on this issuc should not be withhold from the United States Congress for any
reason.

Please provide the Committee with two copies of the drafl report as written by Maynard
Comicz in an unredacted form, Your cooperation in providing this information no later than the

olosc of business, January 28, 1998, will be appreciated, If you have any questions, please
contaot Sally Stroup or George Conant at 202-225-6558.

Sincerely,

[Bist Moo %
BILLGOODLING (J HOWARD P, “BUCK" M
‘Chairman Chairman

Committee an Education Subcomumittes on Pastsecondary

and the Workforce ' Education Training and Lifclong Leaming

cc:  Tho Honorable Jim Jeffords
The Honorable BEdward Kennedy
The Honorable William Clay
The Honorable Dale Kildee
The Honorable Richard Riley
Thoe Honorable Franklin Raincs

\.911
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Froms _¥X__ Mark Breuner, Professional Staff Member
_____ Lauren Faller, Profossional Staff Member
Llsu King, Professional Staff Member
. " Derrick Max, Professional Staff Member, Economist
____ Lolgh Stadthaus, Oversight Associate

Fax fh: 294 - RE&K
# of Pages; 2
Comments: cc ot bubiw ratten

If you have any problems with this transmission, please comtact Lelgh Stadthaus at 202/225-7101,



TABLE 1: INTEREST RATE ASSUMPTIONS

omB
3-month T-bill
10-year note

Spread

Blue Chip
3-month T-bill
10-year note
Spread

cBO
3-month T-bill
10-year note

Spread

DRI
3-month T-bill

Spread

Futures Market a/
3-month T-bill
10-year note

Spread

1997

5.17
6.75
1.58

517
6.75
1.58

517

6.75

1.58

517

1.58

1998

513
5.86
073

5.34
6.10
0.76

5.40
6.20
0.80

5.19

0.61

489

539
05

1999

5.01
5.80
0.79

513
6.10
0.97

470
5.80
1.10

4.83
0.99
na.

n.a.

n.a.

5.year ave.

493
5.76
0.83

n.a.
n.a.

n.a.

Note: Data for 1997/98 are actual data for the last week in May, 1897 prior to June 1;

all other data are for the second calendar quarter.

n.a. Not available.

a/ Futures market rates for June, 1998 as of January 14, 1998.

newtab1
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TABLE 2: COST ASSUMPTIONS
(Percent or Basis Points)

Current Policy Future Policy ©
In-School Repayment In-School Repayment
All-in costs a/ T-bills + .65 T-bills +.65 CMT + .12 CMT+.12
Servicing/overhead b/ 0.32 0.95 0.32 0.95
Default risk 0.07 0.07 0.07 0.07
Prepayment risk 0.04 0.04 0.04 0.04
Origination fee 0.05 0.05 0.05 0.05

a/ For current policy, all-in costs include only the cost of matched funds;

for future policy, all-in costs include the cost of financing plus the cost of a swap.
Costs to banks are reduced by 0.028 percent of this total because that amount is assumed
to be financed by equity.

b/ Includes both servicing and overhead costs.

|t
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TABLE 3: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS

(In Percent)

Formula or Net Rate of Rett;rn - -1-9_97/98 1998/99 a 5y7 ave.
Administration Blue Chip Administration Blue Chip CBO Admin.
Current Formula:
3-month T-bill + 2.50/3.10 7.67/8.25 7.67/8.25 na. na. na. na.
Estimated net return to lender 1.51 1.36 n.a, n.a. n.a. n.a.

Future Formula:
10-year CMT + 1.00 n.a. n.a. 6.86 710 7.2 6.76 k'\g
035 015 ~

Estimated net return to lender na. na. 0.18

Alternative Formulas: < Wl\\s"/ o Tt 'C}\‘\O

¢

o

PE

To hold student harmiess na. na. Tbill + 173 “Tobill + 1.76 T-bill@ Toilesds

ces

Estimated net return to lender n.a. ) n.a. 0.35 0.37 07

7
To maintain lenders minimum )

required net rate of return:

75 basis points na. n.a. T-bill + 2.28 T-bill +2.28 T-bill +2.28 T-bill + 228 — \‘&\&
X

Note: Formula estimates are a weighted average for loans in-school and in repayment. The weights
are based on the relative share of loans outstanding for each loan status, i.e., in-school= 36.08
percent and repayment= 63.92 percent.

n.a. Not applicable

Assumptions:
OMB estimates are based on Fiscal Year 1999 budget estimates.
Blue Chip estimates are based on the December Blue Chip release.

1/20/97
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TABLE 4: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS, ALTERNATE BASIS

(In Percent)

Formula or Net Rate of Return

1997/98

1998/99 y

Administration

Administration ’ . “

Current Formula:
3-month T-bill + 2.5/3.10

Estimated net return to lender

Future Formula;
10-20 year sinple interest + 1.00

Estimated net\r urn to lender

Alternative Formulas:
To hold student harmless

Estimated net return to lender

To maintain lenders minimum
required net rate of return:

75 basis points

7.67/8.25
1.51

n.a.

na.

na.

n.a.

na.

na.

na,

711
0.18

T-bill + 1.98
0.62

228

Note: Formula estimates are a weighted average for loans in-school and in repayment. The weights

are based on the relative share of loans outstanding for each loan status, i.e., in-school= 36.08

percent and repayment= 63.92 percent.

n.a. Not applicable

Assumptions:

Data are based on Fiscal Year 1999 budget estimates. The estimated rate

for securities having a maturity of more than 10 years and less than 20 years

is stated as a simple annual rate, which differs from bond equivalent rates

and bank discount rates.

1/20/97
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TABLE 5: SWAP ESTIMATES (IN BASIS POINTS)

SWAP Goldman Sachs | J.P.Morgan | Bankers Trust Citicorp Paine-Webber
11/14/97 11/14/97 11/14/97 11/21/97 11/14/97

3-month T-bill for LIBOR (weekly reset, quarterly pay)

4 year T-bill + 69 T-bill + 70 T-bill + 68 T-bill + 70 T-bill + 75

7 year T-bill + 68 T-bill + 70 T-bill + 66 T-bill + 69 T-bill + 73

10 year T-bill + 67.5 T-bill + 69 T-bill + 66 T-bill + 69 T-bill + 73
10 year CMT (annu-=l reset) for LIBOR

4 year CMT +9.5 CMT + 26 CMT + 27 CMT + 31 CMT + 15

7 year CMT +75 CMT + 21 CMT + 26 CMT +27 CMT + 11

10 year CMT +55 CMT + 16 CMT + 24 CMT + 25 CMT+ 9

Note: quoted yeilds on November 14, the date of most of these swap quotes were around; 3-month T-BILL, 5.26%; 3-month LIBOR, 5.88%; 10-year CMT, 5.81 to 5.88%.

swapest
M COMIEZ



TABLE 6: RISK-ADJUSTED PRE-TAX NET RETURN for FFEL STUDENT LOANS, 1997 and 398

(Percent)

7/1/37 to 6/30/98

7/1/98 to 6/30/99 (OMB Estimates)

7/1/9¢ to 6/30/99 (Blue Chip Estimates)

In-school or Repayment Consolidation In-school or Repayment Consolidation In-schoct or Repayment Consolidation
Deferment Deferment d/ Deferment d/
Student Loan Interest Rate 7.67 8.25 9.00 6.86 6.86 9.00 7.10 7.10 9.00
Less Costs: .
All-in cost of funds a/ 5.80 5.80 5.80 585 595 595 6.15 6.15 6.15
Origination/holding fee 0.05 0.05 1.10 0.05 0.05 1.10 0.05 0.05 1.10
Servicing costs/overhead b/ 0.32 0.95 0.47 0.32 0.95 0.47 0.32 0.95 0.47
Default risk 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07
Prepayment risk 0.04 0.04 Q.04 0.04 0.04 0.04 0.04 0.04 0.04
Subtotal 6.28 6.91 7.48 6.43 7.06 7.63 6.63 7.26 7.83
Net Return c/ 1.55 1.50 1.68 0.60 -0.03 1.54 0.64 0.01 1.34
Weighted Average Net Return 1.54 0.36 0.38

Note: OMB estimates for interest rates are for the 1999 budget. Blue Chip estimate is for December 10, 1997.

a/ Assumes all-in cost of funds for 1997/98 is T-bill + 65 basis points; for 1998/99 the all-in cost is CMT +12 basis points.

b/ Assumes that servicing/overhead costs in-school are 33 percent of the cost for repayment; for consolidation loans these cost are 50 percent of repayment.

¢/ Adijusted to allow for the assumption that only 97.2 percent of the loan principal is financed by borrowing and the rest comes from equity.
d/ For loans already consolidated before 1998-99.

stuloa18
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Appendix A

| Table 1 shows that several different forccasts of future interest rates project a
relatively flat yield curve for the next two years. Only the future’s market data for 1998 show a
spread between the 3-month T-bill rate and the 10-year Treasury note that is similar to historical
experience. Although the Blue Chip Economic Indicators consensus forecast for the next two
years reflects a relatively flat yield curve, their projected rates are higher than those forecast by
the Administration in the FY 1999 Budget and higher generally than the other forecasts shown in
the Table. Thus, an alternative to the Administration’s projections for interest rates is that the 3-
month T-bill rate for 1998 is 5.34 percent. This is the Blue Chip consensus forecast for the
second quarter of 1998, converted to a bond equivalent yield basis. The FY 1999 Budget
estimate for 1998 is nearly the same as the 5.12 percent average closing price in the futures
market since mid-September for 3-month T-bills maturing in June, 1998; the Blue Chip estimate
is higher than the futures market rate.

Using the latest budget economic assumptions for 10-year Treasury notes, the student
loan interest rate is 6.86 percent (5.86+1.0) for 1998/99, and 6.8 percent (5.8+1.0) for 1999/00."
Our alternative assumptions for student loan interest rates are 7.1 percent (6.1 +1.0) for both
1998/99 and 1999/00. Both of these are Blue Chip estimates.

7. Lenders have several options for obtaining funds to finance their portfolio of student
loans: they can finance their loans by using the bank deposits of their customers; they can sell
new debt; or they can saturate some or all of their loan portfolio by a public issuance of student
loan asset-backed securities. '

We consulted a number of financial experts about lenders’ cost of financing through new
debt issues, and the range of estimates that we received was between T-bill plus 50 basis points
to T-bill plus 80 basis points, with more of the estimates towards the higher end of this range.
Since lenders borrow at LIBOR, this amounts to a spread over LIBOR of roughly 0-30 basis
points; the historical spread between T-bill and LIBOR rates has averaged 43 basis points, and it
is currently 60 basis points.

An analysis of actual debt financing for 1997 indicates that a significant amount of
financing has been obtained by securitizing existing loan portfolios. Nearly all of these
securitizations were based on T-bills. This may be because student loans are indexed to T-bills,
which would preclude a basis risk and the need to hedge by arranging a swap agreement.
Another explanation could be that lenders expect the spread between T-bills and LIBOR will
narrow in the future. Based on these actual financings, the average cost of matched funds for the
first 11 months of 1997 has been T-bills plus about 65 basis points, although the most recent

| These estimates are the second calendar quarter rate for 10-year Treasury notes for 1998
and 1999 plus 1.0 percentage point. If OMB assumptions for 10-20 year Treasury securities are
used, the comparable rates would be 7.11 percent (6.11 + 1.0) for 1998/99 and 7.03 percent (6.03
© +1.0) for 1999/00. These rates are based on the estimated market yicld as of October 1 of the
budget year.
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offerings were T-bills plus about 85-89 basis points. For our analysis, we assume the cost of
matched funds for 1997/98 is T-bills plus 65 basis points. This would translate to LIBOR plus 5
basis points. Using FY 1999 budget assumptions, the estimated cost of matched funds for
1997/98 is 5.8 percent (5.15 +0.65). The comparable estimated rate using Blue Chip
assumptions is 5.94 percent (5.29 + 0.65).

In estimating a lender’s matched funds rate, it has been argued that the cost of funds for
banks may be lower than the 3-month T-bill or the 1-to-3-month LIBOR rate. For example,
banks with a stable deposit base may have an effective cost for these funds that is lower than the
3-month T-bill rate. However, larger banks may not have a stable deposit base on which they can
rely. Moreover, we are talking about a $20-25 billion guaranteed loan program. There is
considerable concentration of student loan originations among a relatively small number of large
banks who don’t normally have large amounts of internal funds that have not been committed
already. Thus, banks might have to borrow large amounts at the 3-to 6-month jumbo CD rate, if
they don’t want to finance their student loans by selling other debt or securitizing their loan
portfolios. The rates on this source of funds generally are well above the 3-month T-bill rate,
although less than 3-6 month LIBOR rates.

3. When there is a basis risk between lenders’ assets and liabilities, the all-in cost of
financing student loans consists of the cost of selling debt plus the cost of a swap. Estimating
the basis risk between 3-month T-bills or 10-year CMT indexed assets and LIBOR based
securities is difficult because the cost varies over a wide range depending on changes in the slope
of the yield curve and the spread. Estimating this cost is even more difficult if the indexed asset
being hedged has uncommon characteristics such as the annual reset provision for 10-year CMTs
under next years student loan formula.

Lenders’ cost of funds to finance student loans is generally correlated closely with LIBOR
rates. The basis risk between T-bill indexed assets, such as those issued under the current student
loan formula, and LIBOR based liabilities is not as great as it would be between 10-year CMT
indexed assets reset annually and LIBOR based liabilities. Moreover, as noted above, much of
the current financing for student loans comes directly from T-bill based securitization, so that
there is no need to hedge.

Under the new loan formula for next year, lenders presumably would seek to raise funds
at LIBOR and simuitaneously enter into a long-term amortizing basis swap, because of the basis
risk between assets and liabilities. Lenders financing their student loan portfolio by this option
would issue LIBOR indexed securities and simultancously enter into an amortizing interest ratce
swap where the lender would agree to pay the swap counterparty the 10-year CMT plus or minus
some spread in exchange for LIBOR. As noted previously, issuing floating rate notes indexed to
10-year CMTs with an annual reset 1s neither a deep or efficient market capable of financing a
large annual student loan program. Thus, this swap should be more costly for lenders than a
swap involving T-bills.
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At our request, several major financial institutions provided us estimates for the cost of
swap under the terms of both the current and the new student loan formula. Most of the
cstimates were made for the same day and were based on 3-month LIBOR.> Using these swap
estimates, we calculated the net interest margin lenders would have hefore consideration of all
cost other than the cost of hedging.”

Table 5 shows that the estimates provided us of the cost of swapping T-bills for LIBOR
falls within a relatively narrow range. This is not surprising, because presumably swap dealers
use similar swap curves to make their estimates. The modest differences may reflect differences
of when the estimates were made within the specified day, small differences in the dealers’ cost
for making the swap, and differences between dealers in their swap models.*

The estimated costs of swapping CMTs for LIBOR were more varied, with the costs
clustered around two ranges that are widely separated. This pattern is somewhat surprising,
because of the similarity of estimates for swapping T-bills. This wider band of cost estimates
may reflect the fact that there isn’t a ready market for swapping long term assets that are reset
annually, like CMTs, for short term assets. Hence, the risk and cost to dealers are higher,
because they may have to hold the long term assets longer than they would like, until a buyer for
the swap can be found. Dealers could have very different estimates of the cost of this risk.

The swap estimates provided us are summarized below.

. Most of the cost estimates to swap T-bills for LIBOR clustered in a narrow band of
68 to 70 basis points. When the cost of matched funds is factored in, total all-in costs
would be about 73 to 75 basis points, assuming that the cost of matched funds in 1997 is
LIBOR plus 5 basis points. Since we have actual data indicating that the cost of

2 Although the student loan formula is not indexed to LIBOR, this difference does not
create a problem for the analysis. '

3 Net interest margin is the difference between interest earnings from loans and interest
expenses from borrowing, which is then expressed as a percent of interest-earning assets. For
our purposes, the estimate of net interest margins would be for new loans. It does not take into
account the fact that total interest earnings received currently by lenders include interest earnings
on outstanding loans whose terms were more than T-bills plus some spread but capped at 8.25 -
percent, e.g., the earlier fixed 9 percent loans made in the 1980s.

“ A swap agreement will be for several years. It is unlikely that the relationship between
T-bills, CMTs, and LIBOR will stay the same over the entire maturity of the swap. In fact, swap
dealers’ models reflect the historical as well as the current and anticipated relationship between
different types of securities. The future relationship perhaps may be influenced more by
historical relationship than the current relationship, especially if the current relationship is a
dramatic departure from the past.
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financing in 1997 has averaged approximately T-bills plus 65 basis points, we assume
that a financing indexed to T-bills is less costly than a financing indexed to LIBOR, and
that generally a swap was not necessary this year.

The swap estimates for the new student loan formula clustered around two widely
separated ranges: at the lower end the estimates range from 5.5 basis points to 15 basis
points and at the upper end they range from 16 to 31 basis points.”  Assuming these
clusters of estimates are correct, we assume that lenders would opt for the lower cost
swap.

Swap estimates are tied closely to the term structure of interest rates on which they are
based. Because the interest rate assumptions in the FY 1999 budget imply little change
in the yield curve next year, we assume that the estimated cost of a swap for the current
interest rate environment is applicable for next year. Thus, our assumption for the all-in
cost of funds under the new formula is CMT + 12 basis points. This estimate includes
CMT plus an average 7 basis points for the cost of a swap and another 5 basis points for
the cost of matched funds.

Based on these estimates, the average weighted net interest margin for lenders under the
current loan formula (1997/98) is approximately 8.05 percent minus 5.8 percent (T-bills+
.65 basis points) or 2.25 percent. For the new formula (1998/99) and using OMB
assumptions, the average weighted net interest margin would be 6.86 percent minus 5.95
percent (CMT + 12) or 0.91 percent.

It should be noted that a swap agreement is not for a one-time payment. The agreement

generally will be for 4 payments a year for several years. Subsequent payments will vary if the
rates for LIBOR and CMTs on each future reset date are different than the rates at the time the
swap agreement is consummated. The spread over/under CMT would not change, of course.

In evaluating these estimates for the cost of a swap, there are important complications that

must be noted. The estimates assume that the dollar amounts being swapped are not large. If the
amounts rise sharply, as they would for a $20-25 billion program, the swap would cost more
because the demand for LIBOR in return for 10-year CMTs would be rising. Presumably, the
estimates provided us for the cost of a swap transaction reflect a relatively small amount

currently coming to the swap market. If the student loan formula is indexed to 10-year CMTs,
the basis risk is greater than it is with T-bills and there will be a greater demand placed upon the
swap market either by lenders directly or indirectly by secondary market investors. In either case,
the cost of a swap could rise. Thus, the above estimates may be a floor rather than a ceiling for
estimating the effects of a swap.

4. Estimating overhead costs for their student loan program requires lenders to allocate

5 These ranges reflect an assumed 4, 7, and 10 year maturity of the swap.



5

the share of their fixed costs that are incurred for this purpose. A large secondary market
company that purchases student loans quoted us 15 basis points for overhead expenses. A
guaranty agency quoted us 35 basis points. As noted earlier, it is possible that some lenders may
misallocate their costs between overhead and servicing. Therefore, the more reliable number
may be the total of overhead and servicing costs combined. Our estimate for this total number is
examined in the following discussion of servicing costs.

5. There are two approaches that lenders may use to estimate their servicing costs. One
way is to view these costs as the ratio of all such costs incurred in any given time period to the
total value of the loan portfolio for that period. Alternatively, we can think of servicing costs in
terms of the average annual cost over the life of a single loan as a percent of the average annual
remaining principal of the loan, and then calculate the ratio of these two averages. Looking at
servicing costs this way, the ratio rises sharply over the life of the loan because the loan principal
declines from year to year while servicing cost rise sharply during the in-school period and then
levels off during the repayment and consolidation periods. Using this approach would mean
taking the average of some very large numbers, which could bias the average upward.
Obviously, these two approaches for estimating servicing costs depend on the average maturity
of a lenders portfolio: a lower average maturity will be influenced by the lower relative cost of
servicing the portfolio and a higher average maturity will be influenced by the higher costs
relative to the remaining principal.

A 1993 CRS study® noted that Sallie Mae reported their servicing costs were 66 basis
points. A private guaranty agency estimates that servicing costs are about 60 basis points for a
traditional bank. A similar figure is also cited in the latest Sallie Mae annual financial report as
the cost of servicing Sallie Mae’s entire portfolio over the course of a year, i.e., total servicing
costs as a percent of total loans.

A later (1997) CRS study’ estimated Sallie Mae’s in-school servicing costs are 35 basis
points, but their costs for the repayment period are much higher, about 100 basis points. This
latter figure apparently was based on the average annual servicing cost of a loan over the life of
the marginal loan as a percent of the remaining principal of the loan outstanding. We think this
approach of using averages of large numbers to estimate servicing costs overstates servicing
Costs.

The financial statements filed with the Securities Exchange Commission by a major
originator of student loans report that their combined operating expenses averaged about 110
basis points from 1992 to 1994, 102 basis points in 1995, and about 95 basis points in 1996 and

6 Barbara Miles and Dennis Zimmerman, “Federal Family Educational Loans: Reduced
Costs, Direct Lending, and National Income,” Congressional Research Service, February 22,
1993, PP. CRS-18 and 19.

7 Miles and Zimmerman, 1997, op. cit.
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1997. This significant decline in operating expenses reflects largely the larger volume of student
loans they hold, the economies of scale resulting from this larger volume, and increased
productivity from a more experienced workforce. Similarly, a guaranty agency that estimated its
overhead costs were 35 basis points also estimated its servicing costs were 60 basis points, for a
combined total of 95 basis points.

If we consider servicing and overhead costs as one cost in order to avoid the problem of
allocating these costs to the correct category, our assumption for total servicing/overhead costs is
95 basis points. [t costs lenders less to service student loans when students are in school and
when loans are consolidated. Thus, we assume overhead and servicing costs for loans in the in-
school status are one-third the cost for loans in repayment and loans in consolidation are one-half
the cost.

6. Because student loans are guaranteed by the Federal Government, the risk of default is
very small. During the in-school period it is almost nonexistent. The Federal Government pays
the interest costs for subsidized loans while the student is in school. For non-guaranteed loans,
students can defer interest payments until after they graduate. Several sources told us their
default costs are low; one source said their default costs are only 7 basis points. We assume this
is a reasonable estimate.

7. Loan originators are required to pay a 50 basis point origination fee to the Department
of Education. Although this is a one-time fee paid when the loan is originated, we have assumed
that the cost of the fee is amortized over the average lifetime of a student loan, which is about 11
years (4 years in-school and 7 years of repayment). Thus the annual cost is 5 basis points for in-
school loans and loans in repayment. For consolidation loans the 5 basis points origination fee 1s
added to the 1.05 percent rebate fee, for a total fee of 1.10 percent.

8. Many financial market experts think that prepayment costs are not a serious problem
because borrowers tend not to have the resources to prepay their loans until well after they have
graduated. Others, however, think that prepayment risks can be a problem, partly because
borrowers may have a tax incentive to take out a home equity loan to prepay their student loan, if
the spread is not too large. Until recently, interest on student joans has not been tax deductible.
The Taxpayer Relief Act of 1997, enacted last summer, allows certain individuals who have paid
interest on qualified education loans to claim a deduction for this expense. However, the Act
limits the interest deduction to the first 60 months in which interest payments are required and
also limits the amount of inferest that can be deducted.

Currently, it is possible for students to consolidate guaranteed loans, taken out while in
school, into the direct loan program. Moving loans into the direct program provides advantages
to students, especially the option of income-contingent repayment, which could reduce
significantly the repayment burden for some borrowers. In order to keep loans in the guaranteed
program rather than losing them to the direct loan program, some lenders offer favorable terms to
promote consolidation of loans by borrowers, and they incur a promotion expense in the process.
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These price incentives may not be necessary at this time, however, because of the logjam of
applications and the temporary suspension of the program which allows borrowers to consolidate
their guaranteed loans into a consolidated direct loan. Moreover, in the future, the squeeze on
lenders’ net return because of the new student loan formula may make it impossible for lenders
to continue offering these price incentives. And finally, the Emergency Student Loan
Consolidation Act of 1997 (LCA), enacted in October, 1997, could discourage many lenders
from offering to consolidate students loans for borrowers.

The LCA makes it too costly for lenders to offer students the option to consolidate their
loans, because it changes the formula for determining consolidation loan rates. The LCA also
makes consolidation less attractive to lenders, because the law is only temporary and because the
start up costs to configure computer programs will be expensive. Sallic Mae, which had been
handling about 40 percent of all consolidations, has indicated it will not continue to participate in
this part of the student loan program because it may no longer be profitable for them.®
Furthermore, it is possible that if lenders are concerned about prepayments, they may sell their
student loans to avoid this problem.

Estimates of prepayment costs appear to be somewhat arbitrary. The CRS’ estimated that
lenders prepayment costs are high. But various lenders have told us they do not think
prepayment is a major problem. This was before enactment of LCA. It is not clear what the
impact of the Act will be, but, because it is effective only until October 22, 1998, it should have
limited impact. We assume the prepayment cost for lenders is 4 basis points, which is consistent
with the cost estimated by several sources before the enactment of LCA.

8 Student Loan Corporation, which is a subsidiary of Citibank and is the largest
originator of student loans, has indicated they will continue to offer consolidation loans..

9 Miles and Zimmerman, 1993, op. cit.
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The Financial Viability of the Student Loan Program

Executive Summary -

The current student loan formula is based on the bond equivalent yield for 3-month T-bills
plus a spread of 2.5 percentage points for loans to students who are in school or for loans that are
temporarily deferred, and a spread of 3.1 percentage points for loans that are being repaid, with
the rate reset annually. For loans in consolidation, the interest rate has been based on the
weighted average interest rate on all outstanding loans being consolidated; recent legislation
changed this to 3-month T-bills plus 3.1 percentage points. The rate that the student pays on all
loans is capped at 8.25 percent and the Government pays any excess above this rate in the form of
a Special Allowance Payment (SAP).

Effective July 1, 1998, a new formula will be based on the average bond equivalent yield
for 10-20 year Treasury securities, or a rate for securities with a comparable maturity [recheck
language of this phrase] established by the Secretary of Education in consultation with the
Secretary of the Treasury. The widespread expectation outside the Administration is that the
index the two Secretaries will select will be the bond equivalent yield for 10-year Treasury notes
(CMTs). The spread above this index rate will be 1.0 percentage point for both in-school and in-
repayment loans. The student's interest rate still would be capped at 8.25 percent and the
Government still would pay the SAP.

Lenders are concerned that loans under the new formula will not be profitable. Part of the
reason is the implicit reduction in the interest rate on student loans under the new formula,
resulting from the sharp cut in the markup from 2.50/3.10 percentage points over the benchmark
rate to 1.0 percentage point. In addition, the alleged lack of profitability stems the cost that banks
will have to incur once the new formula is in force, in order to swap out of the 10-year (with
annual reset) asset they will hold into a LIBOR related asset.

This paper provides estimates of lenders' costs (including servicing, default and pre-
payment costs as well as cost of funds) and the gross return from student loans under the current
student loan formula and under the formula scheduled to become effective on July 1, 1998. We
have made these estimates under various assumptions about interest rates.

Our results show that under the current formula, lenders appear to be earning a pretax rate
of return on student loans that is more than adequate. Switching to the new student loan formula
would reduce lenders' net return substantially. This conclusion appears to be robust across
interest rate assumptions.

Moreover, only part of this substantial reduction in lender margins arises from the need to
hedge. That is, moving back to short-term interest rates as a basis for determining the student
loan rate while holding borrowers harmless -- i.e., pegging the student loan rate at the same level
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as it would be under the new formula -- does not produce a competitive rate of return on the
banks’ investments in these loans. Holding borrowers harmless could be achieved by keeping the
current basis for indexing student loans but reducing the rate students pay to 3-month T-bill plus
about 1.75 to 1.80 percentage points. In order to assure that lenders receive a competitive rate of
return, we estimate the formula would have to be 3-month T-bill plus about 2.30 percentage
points. This rate setting formula would both deliver substantial savings to students and maintain
bank participation in the guaranteed student loan program over the long-term.

Our confidence in this analysis is fairly high. We must note, however, observations that
present a strong challenge. Over the past several years, not only have the number of lenders
participating in the loan program fallen relative to the total number of banks and thrift institutions
but the scale of participation of some remaining lenders has declined while the Federal
Government’s full-scale direct loan program, enacted in 1993, has captured about one-third of the
market. If, as we claim, the rate of return under the current formula were more than generous
enough at least for those large loan holders benefitting from scale economies, it seems that these
lenders should have been able to retain market share despite competition from the direct loan
program. If our assessment of the adequacy of return to lenders under the current formula is
wrong, there may be less room than we assert to squeeze the banks, and so less room to benefit
students.

Setting student loan interest rates by fiat is a hit or miss proposition, which only by chance
will result in the minimum rate lenders need to participate in the student loan program. One way
to assure the loan rate is not too high or too low is to allow the market to set the loan rate
directly. For the student loan program, this could mean using some form of auction system to
determine who would receive the rights to originate student loans. The experience of the Health
Education Assistance Loan (HEAL) program using an auction system for allocating the insurance
authority for HEAL loans suggests that an auction could work for the Federal Family Education
Loan program as well.



THE FINANCIAL VIABILITY OF THE STUDENT LOAN PROGRAM
Introduction

The current formula for calculating student loan interest rates applies to new loans made
between July 1, 1994 and June 30, 1998. Under this formula, lenders receive the bond-equivalent
yield of 3-month T-bills' plus 2.5 percentage points for in-school loans and loans in deferment, or
the 3-month T-bill rate plus 3.1 percentage points on loans in repayment. Loans are reset
quarterly for lenders and annually for borrowers, with an 8.25 percent cap on the borrower’s rate.

A lender receives a Special Allowance Payment (SAP) in any quarter in which the
average rate for 3-month T-bills auctioned during the quarter plus 2.5/3.1 percentage points
[check] is greater than the borrower’s interest rate (either the formula interest rate established at
the last annual re-set or the cap of 8.25 percent). The SAP is the difference between the quarterly
re-set rate from the formula and the rate the student pays, divided by four (for a quarterly
payment).

Until recently, the loan interest rate for loans in consolidation was the weighted average of
the interest rates on all outstanding loans being consolidated, rounded up to the nearest whole
percent; this figure is currently 9.0 percent. On October 22, 1997, the Congress enacted the
Emergency Student Loan Consolidation Act of 1997. This law makes several temporary changes
in the guaranteed student loan consolidated program. Among other things, these changes, which
will be in effect until October 1, 1998, set the interest rate for all new consolidation loans at the
T-bill rate plus 3.1 percent, with the rate capped at 8.25 percent.

The Student Loan Reform Act of 1993 (SLRA) scheduled a change in the formula
determining the rate that borrowers would pay for new student loans starting in mid-1998.
Starting with loans finalized after June 30, 1998, the SLRA requires that lenders’ gross yield on
new loans be based on “the bond equivalent rate of the securities with a comparable maturity as
established by the Secretary of Education”, in consultation with the Secretary of the Treasury,
[check] plus 1.0 percentage point,” with the rate reset every 12 months. For the purpose of this

U As used hereafter, the terms 3-month T-bills or T-bills, and 10-year Treasury notes
(CMTs) refer to the bond equivalent yield for such securities or securities of that constant
maturity.

2 The change in the formula for 1998 and subsequent years evolved late as the SLRA of
1993 went through the Congress, with the intention of reducing the loan interest rate charged
students and of tying the interest rate on student loans to the discount rate that the Treasury
Department charges the Department of Education for budget scoring purposes, which was then
the average rate on Treasury securities with a remaining maturity of 10-20 years calculated ona
“simple interest basis”. The language in the legislation did not exactly implement this intent and,
in the event, the budget scoring for credit programs is now in the process of change [check
details]
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paper, we have assumed that the chosen bond equivalent yield of securities with a comparable
maturity will be the 10-year Treasury constant maturity yield. This yield was chosen because it is
a commonly used benchmark in financial markets within the appropriate maturity range, is
regularly published in official sources, and is forecast in private as well as government budget
analyses.* Based on the 10-year CMT interest rate assumptions for the 1999 budget, the formula
change for next year would reduce the loan rate to borrowers, relative to the rate they would pay
under the current formula.® As noted later in this paper, in all likelihood the formula change also
would reduce the net return to lenders.

The cost to a borrower for a student loan includes more than the interest on a student
loan. The Federal Family Education Loan (FFEL) program authorizes lenders to collect from
borrowers an origination fee (currently, 3 percent of the loan principal borrowed), which is paid
to the Federal Government, and an insurance premium (no more than 1 percent), which is paid to
guaranty agencies. These one time fees, which are intended to offset the Federal subsidy costs
and to defray default costs, are disbursed to the Government and guaranty agencies at the same
time as the loan is disbursed to the student.

In the past, lenders have not always collected the full amount of these fees from
borrowers, choosing instead to absorb part of the fees as a way of reducing the cost to the
borrower in order to meet competition. This appears most likely to be done on a school-by-
school basis depending on the repayment characteristics and future income prospects of graduates
of the school. Lenders also may not always charge borrowers the full rate of interest authorized
by the student loan formula, although our understanding is that direct competition on a loan
interest rate basis is rare. One exception to this assertion is a Sallie Mae formula for reducing the
loan rate in repayment, based on a borrower’s good payment performance over a period of time.
[more to be added on the competitive features of the market]

On the lenders’ side of the market, the new loan formula introduces a new risk, and hence
a new cost, because of the peculiar structure of the proposed loan contract. Under this contract,
lenders would receive a return tied to a long-term yield, repriced annually, while they would
presumably be funding themselves at a short-term rate, the most common among banks being
LIBOR. Although the risks resulting from the mismatch between the short-term sources of
borrowed funds (liabilities) for lenders and the long- term yields of student loans (assets) are
mitigated by the annual repricing of the rate on the long-maturity asset, the remaining basis risk is
notably larger than under the current loan formula with the asset return linked to a short-term
rate. Starting in mid-1998 with the new formula for student loans, therefore, lenders are very

3 The yield on the actual Treasury note closest to 10-years in maturity is also forecast in
futures markets and a corresponding forward rate may be derived from the yield curve.

4+ A lower loan rate for students in 1998-99 depends on market interest rates, in the event,
being at a level where the 8.25 percent cap is not in effect. Ifit were, the student loan rate would
not be affected by the new formula.
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likely to protect themselves against the new risk by hedging the differential interest rate streams
through a swap agreement. '

The cost of this swap agreement will detract from the overall profitability of the loan
contract from the banks’ perspective. Moreover, creating an unusual instrument, for which a
market does not exist at this time, probably boosts the cost of obtaining such swaps. The critical
policy issue for the loan program is whether lenders offering student loans currently have a profit
margin that is sufficiently large to absorb this and any additional costs, so that the return on
educational loans relative to other investment opportunities of lenders is still favorable.

Evaluating the future prospects for the net return to lenders or for those purchasing
student loan contracts in the secondary market requires estimating the spread between lenders'
revenues — based on the 10-year Treasury yield -- and lenders’ costs. The next section describes
our methodology for measuring costs.

Assumptions for Lenders’ Costs

The following discussion attempts to describe the costs of a representative lender big
enough to have achieved some degree of scale economies. We realize that analyzing the situation
for an “average lender” may not describe accurately the cost structure all lenders or loans.
Student loan originators range in size and funding sources and different parts of the student
population are said to vary in how expensive they are to serve. Realistically, however, we have
no choice than to use available data to approximate the “average lender”. Furthermore, from a
theoretical perspective, it is reasonable to assume that arbitrage is taking place continuously in the
market place. For instance, the market for originations is influenced by the presence of an active
secondary market, into which loans may be sold and where buyers of loans also have differing
funding sources. Given the possibilities for origination, and for securitization or sale into the
secondary market, among these different market participants, any excess profits realized by one
type of entity should be available to all, or there would be a rush towards a particular type of
activity (such as securitization). What works for one participant should work for all participants.

The interest rate and cost assumptions for lenders used in this paper are shown in Tables
1 and 2 and are discussed below. Appendix A includes a more detailed discussion of these
assumptions.

. The 1999 Budget projections for interest rates, CBO projections and market projections
are shown in Table 1 and estimates of profitability for lenders are made using these
alternative interest rate assumptions. The Budget projections and most of the alternatives
assume that the yield curve will remain relatively flat, consistent with the structure of
current market rates. Interest rate levels are projected to change rather little and the
spread between long-term and short-term rates is projected to remain well below average
historical experience since 1962, consistent with a favorable inflation outlook and
expectations of federal deficit reduction that adds to national saving.
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The lenders’ matched funds rate.is assumed to be the 3-month T-bill, or the 1-or-3-
month LIBOR, rate plus a given spread. In actuality, the size of the spread depends the
size and creditworthiness of the lender, and the purpose of the borrowing (e.g.,
warehousing loans or securitizing loans). We are assuming an “average” spread.

Under the new formula, the need for hedging affects lenders’ costs. We talked with
several major financial institutions which provided us estimates of the cost of swaps, the
instrument that lenders use to hedge basis risk. We chose conservative estimates of the
costs of hedging but we emphasize that the swap quotes we obtained are for a contract
that is, at this stage, hypothetical. It is not surprising, therefore, that cost estimates varied
somewhat among institutions. The market for swapping between 10-year Treasuries and
LIBOR is not a deep market to begin with, meaning that swap brokers may charge a
premium because of the risk of having to hold one side of the contract for a while. In
addition, the particular swap envisioned here is complicated by the annual reset provision
for the 10-year Treasury yield. Some experts suggest that this market would be even
thinner and hence the contract could be difficult or expensive to obtain; the absence of an
assured efficient swap market could make some lenders reluctant to take a chance on
student loans under the new formula. Others argue that the presence of strong demand for
this swap contact would lead an efficient swap market to emerge over time.

Servicing and overhead costs (an estimate of the total seems likely to be more accurate
than estimates of the separate pieces) include a share of expenses such as general
management, legal, accounting, human resources, and marketing costs plus direct costs for
servicing the loan such as expenses for collections, borrower correspondence, reporting
and account maintenance, and filing guarantee claims. Servicing costs seem to vary
among lenders depending on the size of lenders and the efficiency of their operations.
Larger lenders probably are more efficient owing to economies of scale. Costs may differ
also among parts of the student population depending, e.g., on whether or not the
students typically complete four or more years of schooling possibly at an expensive
school, thus accumulating a large total loan for given costs of billing.

The possibility of default on loans in repayment also implies some small cost to lenders.
Recent data suggest that default rates may be declining. The probability of default on in-
school loans, and to a lesser extent loans in consolidation, generally has been small. The
Federal Government pays the interest cost on a subsidized student loan while a student is
in school. Most important, the Government guarantees 98 percent of a student loan,
thereby reducing substantially the cost of default to the lender. (Currently, a borrower
pays a guaranty agency a loan insurance premium of 1.0 percent of the loan amount to
help defray default costs; the lender may pick up part of this cost to the borrower in order
to reduce the overall loan rate but is not required to do so nor assumed here to do so.)

Another cost for lenders is the one-time 50 basis point origination fee paid by loan
originators to the Department of Education. This fee cannot be passed on to borrowers,
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who already pay a separate 3 percent origination fee to the Federal Government to help
offset the cost of the Federal subsidy. In addition to this origination fee, holders of
consolidation loans must pay to the Federal Government a rebate fee, calculated on an
annual basis, equal to 1.05 percent of the loan principal plus interest, which is then added
to the 50 basis point origination fee.

. Lenders offering student loans face a risk of prepayment of loans attributable to defaults,
loan consolidation, and advance payments from borrowers. When prepayment occurs,
lenders may not be able to reinvest these funds at the same return earned on the student
loan. Prepayment also reduces the life of a loan, thereby increasing the over-the-life cost
of certain fixed expenses, €.g., origination support. Consequently, lenders may face a
prepayment risk which results in a cost to them. Many financial experts, however, think
that prepayment costs are not a serious or costly problem.

Table 2 provides a summary of the cost assumptions used for this paper. The two major
costs for lenders are their all-in cost of funds (matched funds plus hedging) and servicing/
overhead costs. For the former, the rates are 5.80 percent (5.15 on the 3-month T-bill] +0 .65
spread) for 1997/98 and 5.95 percent (5.83 on the 10-year CMT +0 .12 margin on the swap and
spread on matched funds) for 1998/99.> The estimated servicing/overhead cost for loans in
repayment status is 95 basis points. For in-school loans, the estimated cost is one-third the cost
for loans being repaid, or 32 basis points. All other costs combined are 16 basis points and are
assumed to be the same every year.

Target Rate of Return for Student Loans

The viability of various student loan formulae depends on the appropriate target rate of
return for the lender for this particular asset. There are a number of approaches to determining
what this target rate might be.

] Return on Alternative Assets

A 1997 paper by the CRS® on the student loan program presented estimated returns on
alternative assets as a frame of reference for judging returns on student loans. This
approach keys on the idea that no profit-maximizing bank would allocate part of its
portfolio to an asset that was dominated by other available assets. CRS estimated returns

5 The interest rate assumptions are average rates for the school year starting on July 1 and
are from the Administration’s FY-1999 Budget.

¢ Barbara Miles and Dennis Zimmerman, “Réducing Federal Student Loan Costs: The
Options are Narrowing,” Congressional Research Service, February 25, 1997, p. CRS-5.
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on Ginnie Mae securities’ at 1.20 percentage points and estimated the return on
adjustable-rate mortgages to be 1.25 percentage points. These estimates have not been
analyzed or confirmed with other sources.

. Judgmental Rules of Thumb

A Federal Reserve analyst and several financial market participants have said that banks
generally earn a net return, after- tax, of 1 percent on collateralized assets (e.g.,
mortgages) and government-guaranteed assets. Indeed, government-guaranteed assets
possibly could receive an after-tax return somewhat below one percent. A one percent
after-tax return would correspond to a 1.67 percent rate of return before-tax, assuming a
marginal tax rate of 40 percent, including federal, state, and local taxes.

. Deriving the Return on Assets from the Return on Capital

The ultimate criterion that a financial institution must meet is a competitive rate of return
on its capital. The return on its capital and the return on its assets are related by the ratio
of capital to assets.

Banking regulations require a ratio of capital to risk-adjusted assets. The required ratio is
8 percent but recent history shows ratios well above that. The industry -wide average
currently stands at around 12.5 percent, below the 13.2 percent level in 1994 but up
substantially from the level of 9.49 at the end of the first quarter of 1990.

Student loans have a risk weighting factor of 20 percent, meaning that in the calculation of
risk-adjusted assets, student loans count only to the extent of 20 cents on the dollar.

Thus, if a bank aims to hold capital equal to 12.5 percent of risk adjusted assets, it will
hold only $2.50 dollars in capital for every $100 in student loans. Applying this capital
ratio to the 25 percent target rate of pre-tax return on equity gives a target net return on
assets of 50 basis points.

In light of the above calculations, we use 75 basis points as our central estimate of the
target rate of return for student loan originators. This is substantially below the rule of thumb
calculations and the opinion of outside experts, and somewhat below CRS estimates of the returns
on alternative assets. But it is slightly above the level justified by the required rate of return on
capital held to back up these loans, a margin that may be justified by informal pressures from
regulators and rating agencies toward higher capitalization.

7 These are marketable securities backed by pools of government guaranteed or insured
mortgages, these securities are considered to be quite liquid in an active secondary market.
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Summary Results and Some Empirical Evidence

As shown in Table 3, our estimate of the pre-tax weighted net return to lenders in
1997/98, for in-school loans and loans in repayment, is about 1.51 percent.® This return,
however, does not allow for discounts from the maximum student loan rate that banks may
charge. Sallie Mae offers a “Great Rewards Program” that allows borrowers who have made 48
consecutive loan payments on time a 2 percentage point discount of the loan rate. This translates
to about a 10-15 point reduction for their entire portfolio.” If this discount is the competitive
standard for the industry, then banks’ net returns are actually 1.36 to 1.41 percent after the cost of
the discounts. Thus, it appears that, under the current student loan formula, lenders are earning
more than an adequate rate of return on student loans compared with the minimum required rate
of return but perhaps only about an adequate rate of return when compared to that available on
comparable assets.

The financial statements for a major student loan originator appear consistent with the
conclusion that earnings under the current formula are adequate or more than adequate. These
statements indicate that its annual pre-tax rate of return for calendar year 1997 will be about 1.45
percent.'® We estimate that over the preceding four years, this institution had a much higher
average pre-tax rate of return of about 1.68 percent.

The return to lenders would change dramatically if the new student loan formula were
changed from the 3-month T-bill rate plus 2.5/3.1 percentage points to the rate for 10-year
Treasury notes plus 1.0 percentage point, in part because this change imposes a significant new
risk for lenders and, therefore, raises the all-in cost of funding as a result of hedging.

Table 3 shows that switching to the new student loan formula for loans in school and in
repayment could reduce the weighted average pre-tax return to lenders from 1.51 percent under
the current formula in 1997/98 -- or about 1.38 after discounts to students -- to 0.18 percent
under the new formula next year if the 1999 Budget assumptions are borne out, or from 1.36

8 If the return on consolidation loans is included, the weighted pretax return would be
1.46 percent (see Table 6).

9 QSallie Mae estimates that on the basis of current experience, less than 20 percent of
borrowers qualify for a discount under these terms.

10 For the first three quarters of 1997, this financial institution reported a net interest
margin of 2.41 percent and operating expenses of .96 percent of average insured student loans.
Assuming that its other costs were about .16 percent of its student loan assets, its pretax rate of

‘return is 1.45 percent (2.41-.96 -.16 = 1.29 + .16 allowance for the amount of loan assumed to be
financed by equity rather than debt).
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percent to 0.16 percent if Blue Chip assumptions prove accurate.!! Clearly, these estimates, if
correct, would not be acceptable to lenders. :

The key elements of this estimated result from the new formula are the alteration in the
formula spread above the index rate and the estimated all-in cost of funds, which includes the cost
of a swap under the new formula. A 1.0 percentage point spread over 10-year CMTs is well
below what would be necessary for lenders to earn their minimum target rate of return, regardless
of what the yield curve looks like. In addition, the need for lenders to hedge a basis risk between
their assets and liabilities adds an additional cost burden.

It may be noted, however, that these findings are somewhat sensitive to substantial
interest rate movements within a year, i.e., between the time (end of May) when the student loan
rate is determined by formula and the time when a lender actually makes a loan and finances it.
For example, if the new formula were in place for the current school year, the risk-adjusted net
return on assets for student loans in-school and in- repayment would be 0.94 percent, assuming a
12 basis point mark-up over the 10-year CMT rate as the all-in cost of funds. This is in the range
of providing a satisfactory rate of return. However, this rate of return would have been
achievable only because long-term yields fell significantly after mid-1997, lowering the rate for
10-year CMTs from 6.75 percent during the second quarter of 1997 (when the formula sets the
student loan rate) to 5.86 percent for all of the 1997-98 school year.

The new formula had been expected to be financially acceptable, when it was enacted in
1993 in part because, historically, the yield curve had been much steeper than is currently
projected. Adjusting the data for the years when the loan formula rate exceeded the 8.25 percent
cap on the student loan interest rate, the 10-year rate plus 1.0 percentage point has been less than
the 3-month T-bill rate plus 3.1 percentage points by an average of only 28 basis points since the
early 1960s. The 1999 Budget assumptions makes this difference 137 basis points in 1998, 131
basis points in 1999, and 121 basis points from 2000 through 2007 (with the T-bill based index
higher); other projections have a similar contour. Additionally, however, there was a failure to
recognize that lenders would hedge their student loans if returns were indexed to a long-term rate.

Is there a Remedy?

The results in Table 3 imply that lenders will not receive a reasonable rate of return in the
guaranteed student loan program if the scheduled change of formula takes place in July, 1998.

One possible remedy would involve returning the basis for student loans to a short-term
rate, while holding borrowers harmless so that the total cost to a student next year would be no
higher than under the new formula. This alternative, however, does not appear sufficient to

It The comparable numbers including consolidation loans are 1.54 percent in 1997/98 and
0.36 percent and 0.37 percent in 1998/99 under the 1999 Budget and Blue Chip assumptions,
respectively (see Table 6).
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provide a competitive rate of return to banks. Holding borrowers harmless would require that the
student loan interest rate is reduced to 3-month T-bill plus 1.73 percent, assuming the
Administration’s 1999 budget assumptions for interest rates or 1.76 percent using the Blue Chip
assumptions (see Table 3). However, we estimate that a formula which holds borrowers
harmless would provide lenders only a 0.35 percent rate of return next year, using 1999 Budget
assumptions, or 0.37 percent using Blue Chip assumptions. These rates of return are below the
target rates described above.

Another possible remedy would involve allowing lenders the minimum rate of return that.
would make student loans competitive with other assets. We calculate that the loan rate under
this approach would be T-bill plus 2.28 percentage points. This loan rate would be substantially
higher than would prevail under the formula now scheduled to go into effect at mid-year (roughly
50 basis points). It would represent, however, a significant reduction in the cost relative to the
current system (roughly 65 basis points, using a weighted average of the rates in-school and in
repayment). Thus, a new formula which allowed banks and students to “split the difference”
could provide noticeable savings to students and a competitive rate of return to banks.

One approach to closing the perceived gap between the rate required to hold students
harmless and a competitive rate for banks is to assume that, instead of using the 10-year CMT, the
Department of Education would instead choose the 10-20 year Treasury security simple interest
rate. As noted earlier, there are a number of reasons to prefer the 10-year CMT for this exercise,
and our estimates for the 10-20 year Treasury rate are more tentative because we have not
explicitly priced out swap arrangements for this hybrid security. Currently, however, the average
simple interest rate on 10-20 year securities is about 25 basis points higher than the bond
equivalent yield for the 10-year CMT. If we assume that this differential is swapped away when
moving to the new formula, there is no difference in the rate of return under the new formula from
using the 10-20 year, as shown in Table 4. But, the fact that the 10-20 year rate is higher implies
that the rate that holds students harmless provides a net return to banks that is much closer to
their target rate of return. The student harmless rate would be calculated to provide a rate of
return of 0.62 basis points, considerably closer to the banks’ target rate of return. Thus, with a
smaller apparent increase in the cost of borrowing to the student, we could meet the target rate
we have assumed to be required by loan originators.

In other words, by claiming that their intention is to use the 10-20 year rate, rather than
the 10 year rate, the Department of Education can move much closer to resolving the tension
between holding students harmless and providing an adequate rate of return to lenders. Butitis
important to remember that this claim may be refuted by the higher education community, since
the use of this interest rate would seem to contradict the SLRA, as noted earlier.

Why Set the Rate Administratively?

The difficulty of this exercise points out the fundamental problems with regulatory
determination of student loan interest rates. Setting these rates by fiat is a hit or miss proposition,
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which only by chance will result in the minimum rate lenders need to participate in the student
loan program. One way to assure the loan rate is set appropriately would be to allow the market
to set the rate directly. For the student loan program, this could mean using some form of
auction system to determine who would receive the rights to originate student loans.

One form of auction could be a single price (interest rate) auction for amounts of
guaranteed loans to be originated. With this type of auction, bids would be accepted in rank
order from the lowest to the highest (interest rate) until the total target quantity of new student
loan originations, as estimated by the Secretary of Education, had been awarded. The maximum
interest rate that all successful bidders could charge would be the rate for the last bid accepted.
Lenders submitting this bid would receive the rights to originate the amount of loans on which
they bid. All others bidding a lower rate than the marginal bid also would obtain the right to
originate their proposed amount of loans but could charge a rate on these loans up to the
maximum rate set in the auction. Some successful bidders could receive a return -- if they
charged the maximum rate -- that would be more than they need to originate their share of the
total loans. Competition should assure that this differential would be small, however, because
lenders would not want to submit a bid price much higher than they need, otherwise they could
fail to obtain any of the rights to originate student loans.

The experience of the Health Education Assistance Loan ( HEAL) program suggests that
such an auction can work. HEAL is a federally-insured loan program for graduate students in
schools of medicine and other health professions. The interest rate for both borrowers and
lenders is reset quarterly, but rates on HEAL loans are capped at the rate for 3-month T-bills plus
3.0 percentage points. Since FY 1993, there has been an auction system for allocating the
insurance authority for HEAL loans and the interest rate spread over the T-bill rate has been well
below the cap and declining every year. The lowest rate bid in the first auction was T-bill plus 2.4
percentage points. For the most recent auction in February, 1997 (for the school year 1997/98),
the successful bid was T-bill plus 1.5 percentage points.

The auction system for the HEAL program suggests that an auction could be used for the
FFEL program, and that such an option should be explored more rigorously. The success of the
HEAL auction, however, does not necessarily imply that an auction will guarantee large savings
for FFEL. The successful bidders for the HEAL program generally have been not-for-profit State
agencies. As such, their debt is not taxable, which allows them to borrow at rates that are well
below the cost of funds for others who are not exempt from taxes. If an adjustment is made for
the difference between the interest rates for a tax-exempt and a taxable security, the effective
student loan interest rate might not be much, if any, different between the HEAL and FFEL
programs. Moreover, the HEAL program involves only $85 millions currently and probably less
than $400 million if an authorization/appropriation is enacted by next fall. The experience with
this small program may not be completely transferable to a $20-25 billion program that has a 98
percent guarantee rather than 100 percent and whose borrowers are more diverse and do not have .
the same risk characteristics as HEAL borrowers.
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Concluding Remarks

The results presented in this paper rest on a number of assumptions about the cost
structure of the student loan program, as well as (more critically) projections of the term structure
of interest rates and the costs of hedging loans tied to long-term interest rates. These results
therefore have a degree of uncertainty that is not accurately reflected in our tables. Nevertheless,
some conclusions seem clear. Unless our assumptions are substantially in error, the new formula
will provide a rate of return on student loans which is below the target rate of return of lenders in
the guaranteed student loan program. And fixes based on simply moving to the short-term rate
for student loans, while holding students harmless, probably will not provide an adequate rate of
return. In the end, a system which provides incentives for lenders to participate will have to
return to the lenders some part of the large projected differential between the current student loan
interest rate and that which will prevail after July, 1998.



TABLE 1: INTEREST RATE ASSUMPTIONS

oMB
3-month T-bili
10-year note
Spread

Blue Chip
3-month T-bill
10-year note
Spread

CcBO
3-month T-bill
10-year note

Spread

DRI
3-month T-bill
10-year note
Spread

Futures Market a/

3-month T-bill
10-year note

Spread

1997

517
6.75
1.58

517
6.75
1.58

5.17
8.75
1.58

5.17
6.7S
1.58

(Percent)

1998

513
5.86
0.73

5.34
6.10
0.76

5.40
6.20
0.80

5.19
58
0.61

489
539
05

1999

5.01
5.80
0.79

5.13
6.10
0.97

470
5.80
1.10

4.83
5.82
0.99

n.a.
n.a.

n.a.

§-year ave.

493
576
0.83

n.a.
n.a.

n.a.

Note: Data for 1997/98 are actual data for the last week in May, 1997 prior to June 1;

all other data are for the second calendar quarter.

n.a. Not available.

a/ Futures market rates for June, 1998 as of January 14, 1998.
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TABLE 2: COST ASSUMPTIONS
(Percent or Basis Points)

Current Policy Future Policy
In-School Repayment In-School Repayment
All-in costs a/ T-bills + .65 T-bills +.65 CMT + 12 CMT+.12
Servicing/overhead b/ 0.32 0.95 0.32 0.95
Default risk 0.07 0.07 0.07 0.07
Prepayment risk 0.04 0.04 0.04 0.04
Origination fee 0.05 0.05 0.05 0.05

a/ For current policy, all-in costs include only the cost of matched funds;

for future policy, all-in costs include the cost of financing plus the cost of a swap.
Costs to banks are reduced by 0.028 percent of this total because that amount is assumed
to be financed by equity. '

b/ Includes both servicing and overhead costs.

newtab2



TABLE 3: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS

(in Percent)

Formula or Net Rate of Return 1997/98 1998/99 §-yr. ave.
Administration Blue Chip Administration Blue Chip CcBO Admin.
Current Formula:
3-month T-bill + 2.50/3.10 7.67/8.25 7.67/8.25 na. na. n.a. n.a.
Estimated net return to lender 1.51 1.36 n.a, n.a. na. n.a.
Future Formula:
10-year CMT + 1.00 n.a. na. 6.86 7.10 7.2 6.76
Estimated net return to lender na. na. 0.18 0.17 0.35 0.15
Alternative Formulas:
To hold student harmiess na. na. T-bill + 1.73 T-bill + 1.76 Tbill +1 80 T-bill +1.83
Estimated net return to lender na. na. 0.35 0.37 0.77 0.65
To maintain lenders minimum
required net rate of return: )
75 basis points na. na. T-bill + 2.28 T-bill +2.28 T-bill +2.28 T-bill +2.28

Note: Formula estimates are a weighted average for loans in-school and in repayment. The weights

are based on the relative share of loans outstanding for each loan status, i.e., in-school= 36.08

percent and repayment= 63.92 percent.

n.a. Not applicable

Assumptions:

OMB estimates are based on Fiscal Year 1999 budget estimates.

Blue Chip estimates are based on the December Blue Chip release.

1120197
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TABLE 4: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS, ALTERNATE BASIS

(In Percent)

Formula or Net Rate of Retum 1997/98 1998/99
Administration Administration
Current Formula:
3-month T-bill + 2.5/3.10 7.67/8.25 na.
Estimated net return to lender 1.51 n.a,
Future Formula:
10-20 year sinple interest + 1.00 n.a. 7.11
Estimated net return to lender na. 0.18
Altermnative Formulas:
To hold student harmiess n.a. T-bill + 1.98
Estimated net return to lender n.a. 0.62
To maintain lenders minimum
required net rate of return: '
75 basis paints na. 2.28

Note: Formula estimates are a weighted average for loans in-school and in repayment. The weights

" are based on the relative share of loans outstanding for each loan status, i.e., in-school= 36.08

percent and repayment= 63.92 percent.

n.a. Not applicable
Assumptions:

Data are based on Fiscal Year 1999 budget estimates. The estimated rate

for securities having a maturity of more than 10 years and less than 20 years

is stated as a simple annual rate, which differs from bond equivalent rates

and bank discount rates.

1720/97
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TABLE 5: SWAP ESTIMATES (IN BASIS POINTS)

SWAP Goldman Sachs | J.P.Morgan | Bankers Trust Citicorp " Paine-Webber
11/14/97 11/14/97 11/14/97 11/21/97 11/14/97
3-+month T-bill for LIBOR (weekly reset, quarterly pay) )
4 year T-bill + 69 T-bilf + 70 T-bill + 68 T-bill + 70 T-bill + 75
7 year T-bill + 68 T-bill + 70 T-bill + 66 T-bill + 69 T-bill + 73
10 year T-bill + 67.5 T-bill + 69 T-bill + 66 T-bill + 69 T-bill + 73

10 year CMT (annual reset) for LIBOR

4 year CMT +95 CMT + 26 CMT +27 CMT + 31 CMT + 15
7 year CMT +75 CMT + 21 CMT + 26 CMT +27 CMT + 11
10 year CMT +55 CMT + 16 CMT +24 CMT +25 CMT+ 9

Note: quoted yeilds on November 14, the date of most of these swap quotes were around: 3-month T-BILL, 5.26%; 3-month LIBOR, 5.88%; 10-year CMT, 5.81 to 5.88%.

swapest
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TABLE 6: RISK-ADJUSTED PRE-TAX NET RETURN for FFEL STUDENT LOANS, 1997 and 1998

(Percent)

7/1/97 to 6/30/98

7/1/98 to 6/30/99 (OMB Estimates)

7/1/98 to 6/30/99 (Blue Chip Estimates)

In-school or Repayment Consolidation | In-school or Repayment Consolidation | In-school or Repayment Consolidation
Deferment Deferment d/ Deferment a/
Student Loan Interest Rate 7.67 8.25 9.00 6.86 6.86 9.00 7.10 7.10 9.00
Less Costs: _
All-in cost of funds a/ 5.80 5.80 5.80 5.95 585 595 6.15 6.15 6.15
Origination/holding fee 0.05 0.05 1.10 0.05 0.05 1.10 0.05 0.05 - 1.10
Servicing costs/overhead b/ 0.32 0.95 0.47 0.32 0.95 0.47 0.32 0.95 0.47
Defautt risk 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07
Prepayment risk 0.04 004 0.04 0.04 0.04 0.04 0.04 0.04 Q.04
Subtotal 6.28 6.91 7.48 6.43 7.06 7.63 6.63 7.26 7.83
Net Return c/ 1.85 1.60 1.68 0.60 0.03 1.64 0.64 0.01 1.34
Weighted Average Net Return 1.64 0.36 0.38

Note: OMB estimates for interest rates are for the 1999 budget. Blue Chip estimate Is for December 10, 1997.

a/ Assumes all-in cost of funds for 1997/98 Is T-bill + 65 basis points; for 1998/99 the all-in cost is CMT +12 basis points.
b/ Assumes that servicing/overhead costs in-school are 33 percent of the cost for repayment; for consolidation loans these cost are 50 percent of repayment.
¢/ Adjusted to allow for the assumption that only 97.2 percent of the loan principal is financed by borrowing and the rest comes from equity.
d/ For loans already consolidated before 1998-99.

stuloat8
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Appendix A

1. Table 1 shows that several different forecasts of future interest rates project a
relatively flat yield curve for the next two years. Only the future’s market data for 1998 show a
spread between the 3-month T-bill rate and the 10-year Treasury note that is similar to historical
experience. Although the Blue Chip Economic Indicators consensus forecast for the next two
years reflects a relatively flat yield curve, their projected rates are higher than those forecast by
the Administration in the FY 1999 Budget and higher generally than the other forecasts shown in
the Table. Thus, an alternative to the Administration’s projections for interest rates is that the 3-
month T-bill rate for 1998 is 5.34 percent. This is the Blue Chip consensus forecast for the
second quarter of 1998, converted to a bond equivalent yield basis. The FY I 999 Budget
estimate for 1998 is nearly the same as the 5.12 percent average closing price in the futures
market since mid-September for 3-month T-bills maturing in June, 1998; the Blue Chip estimate
is higher than the futures market rate.

Using the latest budget economic assumptions for 10-year Treasury notes, the student
loan interest rate is 6.86 percent (5.86+1.0) for 1998/99, and 6.8 percent (5.8+1.0) for 1999/00."
Our alternative assumptions for student loan interest rates are 7.1 percent (6.1 +1.0) for both
1998/99 and 1999/00. Both of these are Blue Chip estimates.

7. Lenders have several options for obtaining funds to finance their portfolio of student
loans: they can finance their loans by using the bank deposits of their customers; they can sell
new debt; or they can saturate some or all of their loan portfolio by a public issuance of student
loan asset-backed securities. :

We consulted a number of financial experts about lenders’ cost of financing through new
debt issues, and the range of estimates that we received was between T-bill plus 50 basis points
to T-bill plus 80 basis points, with more of the estimates towards the higher end of this range.
Since lenders borrow at LIBOR, this amounts to a spread over LIBOR of roughly 0-30 basis
points; the historical spread between T-bill and LIBOR rates has averaged 43 basis points, and it
is currently 60 basis points.

An analysis of actual debt financing for 1997 indicates that a significant amount of
financing has been obtained by securitizing existing loan portfolios. Nearly all of these
securitizations were based on T-bills. This may be because student loans are indexed to T-bills,
which would preclude a basis risk and the need to hedge by arranging a swap agreement.
Another explanation could be that lenders expect the spread between T-bills and LIBOR will
narrow in the future. Based on these actual financings, the average cost of matched funds for the
first 11 months of 1997 has been T-bills plus about 65 basis points, although the most recent

! These estimates are the second calendar quarter rate for 10-year Treasury notes for 1998
and 1999 plus 1.0 percentage point. If OMB assumptions for 10-20 year Treasury securities are
used, the comparable rates would be 7.11 percent (6.11 + 1.0) for 1998/99 and 7.03 percent (6.03
+ 1.0) for 1999/00. These rates are based on the estimated market yield as of October 1 of the
budget year.
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offerings were T-bills plus about 85-89 basis points. For our analysis, we assume the cost of
matched funds for 1997/98 is T-bills plus 65 basis points. This would translate to LIBOR plus 5
basis points. Using FY 1999 budget assumptions, the estimated cost of matched funds for
1997/98 is 5.8 percent (5.15 + 0.65). The comparable estimated rate using Blue Chip
assumptions is 5.94 percent (5.29 + 0.65).

In estimating a lender’s matched funds rate, it has been argued that the cost of funds for
banks may be lower than the 3-month T-bill or the 1-to-3-month LIBOR rate. For example,
banks with a stable deposit base may have an effective cost for these funds that is lower than the
3-month T-bill rate. However, larger banks may not have a stable deposit base on which they can
rely. Moreover, we are talking about a $20-25 billion guaranteed loan program. There is
considerable concentration of student loan originations among a relatively small number of large
banks who don’t normally have large amounts of internal funds that have not been committed
already. Thus, banks might have to borrow large amounts at the 3-to 6-month jumbo CD rate, if
they don’t want to finance their student loans by selling other debt or securitizing their loan
portfolios. The rates on this source of funds generally are well above the 3-month T-bill rate,
although less than 3-6 month LIBOR rates.

3. When there is a basis risk between lenders’ assets and liabilities, the all-in cost of -
financing student loans consists of the cost of selling debt plus the cost of a swap. Estimating
the basis risk between 3-month T-bills or 10-year CMT indexed assets and LIBOR based
securities is difficult because the cost varies over a wide range depending on changes in the slope
of the yield curve and the spread. Estimating this cost is even more difficult if the indexed asset
being hedged has uncommon characteristics such as the annual reset provision for 10-year CMTs
under next years student loan formula.

Lenders’ cost of funds to finance student loans is generally correlated closely with LIBOR
rates. The basis risk between T-bill indexed assets, such as those issued under the current student
loan formula, and LIBOR based liabilities is not as great as it would be between 10-year CMT
indexed assets reset annually and LIBOR based liabilities. Moreover, as noted above, much of
the current financing for student loans comes directly from T-bill based securitization, so that
there is no need to hedge.

Under the new loan formula for next year, lenders presumably would seek to raise funds
at LIBOR and simultaneously enter into a long-term amortizing basis swap, because of the basis
risk between assets and liabilities. Lenders financing their student loan portfolio by this option
would issue LIBOR indexed securities and simultaneously enter into an amortizing interest rate
swap where the lender would agree to pay the swap counterparty the 10-year CMT plus or minus
some spread in exchange for LIBOR. As noted previously, issuing floating rate notes indexed to
10-year CMTs with an annual reset is neither a deep or efficient market capable of financing a
large annual student loan program. Thus, this swap should be more costly for lenders than a
swap involving T-bills.
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At our request, several major financial institutions provided us estimates for the cost of a
swap under the terms of both the current and the new student loan formula. Most of the
estimates were made for the same day and were based on 3-month LIBOR.? Using these swap
estimates, we calculated the net interest margin lenders would have before consideration of all
cost other than the cost of hedging.’

Table 5 shows that the estimates provided us of the cost of swapping T-bills for LIBOR
falls within a relatively narrow range. This is not surprising, because presumably swap dealers
use similar swap curves to make their estimates. The modest differences may reflect differences
of when the estimates were made within the specified day, small differences in the dealers’ cost
for making the swap, and differences between dealers in their swap models.*

The estimated costs of swapping CMTs for LIBOR were more varied, with the costs
clustered around two ranges that are widely separated. This pattern is somewhat surprising,
because of the similarity of estimates for swapping T-bills. This wider band of cost estimates
may reflect the fact that there isn’t a ready market for swapping long term assets that are reset
annually, like CMTs, for short term assets. Hence, the risk and cost to dealers are higher,
because they may have to hold the long term assets longer than they would like, until a buyer for
the swap can be found. Dealers could have very different estimates of the cost of this risk.

The swap estimates provided us are summarized below.

. Most of the cost estimates to swap T-bills for LIBOR clustered in a narrow band of
68 to 70 basis points. When the cost of matched funds is factored in, total all-in costs
would be about 73 to 75 basis points, assuming that the cost of matched funds in 1997 is
LIBOR plus 5 basis points. Since we have actual data indicating that the cost of

2 Although the student loan formula is not indexed to LIBOR, this difference does not
create a problem for the analysis.

3 Net interest margin is the difference between interest earnings from loans and interest
expenses from borrowing, which is then expressed as a percent of interest-earning assets. For
our purposes, the estimate of net interest margins would be for new loans. It does not take into
account the fact that total interest earnings received currently by lenders include interest earnings
on outstanding loans whose terms were more than T-bills plus some spread but capped at 8.25
percent, e.g., the earlier fixed 9 percent loans made in the 1980s.

“ A swap agreement will be for several years. It is unlikely that the relationship between
T-bills, CMTs, and LIBOR will stay the same over the entire maturity of the swap. In fact, swap
dealers’ models reflect the historical as well as the current and anticipated relationship between
different types of securities. The future relationship perhaps may be influenced more by
historical relationship than the current relationship, especially if the current relationship is a
dramatic departure from the past.
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financing in 1997 has averaged approximately T-bills plus 65 basis points, we assume
that a financing indexed to T-bills is less costly than a financing indexed to LIBOR, and
that generally a swap was not necessary this year.

. The swap estimates for the new student loan formula clustered around two widely
separated ranges: at the lower end the estimates range from 5.5 basis points to 15 basis
points and at the upper end they range from 16 to 31 basis points.* Assuming these
clusters of estimates are correct, we assume that lenders would opt for the lower cost
swap.

. Swap estimates are tied closely to the term structure of interest rates on which they are
based. Because the interest rate assumptions in the FY 1999 budget imply little change
in the yield curve next year, we assume that the estimated cost of a swap for the current
interest rate environment is applicable for next year. Thus, our assumption for the all-in
cost of funds under the new formula is CMT + 12 basis points. This estimate includes
CMT plus an average 7 basis points for the cost of a swap and another 5 basis points for
the cost of matched funds.

. Based on these estimates, the average weighted net interest margin for lenders under the
current loan formula (1997/98) is approximately 8.05 percent minus 5.8 percent (T-bills+
.65 basis points) or 2.25 percent. For the new formula (1998/99) and using OMB
assumptions, the average weighted net interest margin would be 6.86 percent minus 5.95
percent (CMT + 12) or 0.91 percent.

It should be noted that a swap agreement is not for a one-time payment. The agreement
generally will be for 4 payments a year for several years. Subsequent payments will vary if the
rates for LIBOR and CMTs on each future reset date are different than the rates at the time the
swap agreement is consummated. The spread over/under CMT would not change, of course.

In evaluating these estimates for the cost of a swap, there are important complications that
must be noted. The estimates assume that the dollar amounts being swapped are not large. If the
amounts rise sharply, as they would for a $20-25 billion program, the swap would cost more
because the demand for LIBOR in return for 10-year CMTs would be rising. Presumably, the
estimates provided us for the cost of a swap transaction reflect a relatively small amount
currently coming to the swap market. If the student loan formula is indexed to 10-year CMTs,
the basis risk is greater than it is with T-bills and there will be a greater demand placed upon the
swap market either by lenders directly or indirectly by secondary market investors. In either case,
the cost of a swap could rise. Thus, the above estimates may be a floor rather than a ceiling for
estimating the effects of a swap.

4. Estimating overhead costs for their student loan program requires lenders to allocate

5 These ranges reflect an assumed 4, 7, and 10 year maturity of the swap.
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the share of their fixed costs that are incurred for this purpose. A large secondary market
company that purchases student loans quoted us 15 basis points for overhead expenses. A
guaranty agency quoted us 35 basis points. As noted earlier, it is possible that some lenders may
misallocate their costs between overhead and servicing. Therefore, the more reliable number
may be the total of overhead and servicing costs combined. Our estimate for this total number is
examined in the following discussion of servicing costs.

5. There are two approaches that lenders may use to estimate their servicing costs. One
way is to view these costs as the ratio of all such costs incurred in any given time period to the
total value of the loan portfolio for that period. Alternatively, we can think of servicing costs in
terms of the average annual cost over the life of a single loan as a percent of the average annual
remaining principal of the loan, and then calculate the ratio of these two averages. Looking at
servicing costs this way, the ratio rises sharply over the life of the loan because the loan principal
declines from year to year while servicing cost rise sharply during the in-school period and then
levels off during the repayment and consolidation periods. Using this approach would mean
taking the average of some very large numbers, which could bias the average upward.
Obviously, these two approaches for estimating servicing costs depend on the average maturity
of a lenders portfolio: a lower average maturity will be influenced by the lower relative cost of
servicing the portfolio and a higher average maturity will be influenced by the higher costs
relative to the remaining principal.

A 1993 CRS study® noted that Sallie Mae reported their servicing costs were 66 basis
points. A private guaranty agency estimates that servicing costs are about 60 basis points for a
traditional bank. A similar figure is also cited in the latest Sallie Mae annual financial report as
the cost of servicing Sallie Mae’s entire portfolio over the course of a year, i.e., total servicing
costs as a percent of total loans.

A later (1997) CRS study’ estimated Sallie Mae’s in-school servicing costs are 35 basis
points, but their costs for the repayment period are much higher, about 100 basis points. This
latter figure apparently was based on the average annual servicing cost of a loan over the life of
the marginal loan as a percent of the remaining principal of the loan outstanding. We think this
approach of using averages of large numbers to estimate servicing costs overstates servicing
costs.

The financial statements filed with the Securities Exchange Commission by a major
originator of student loans report that their combined operating expenses averaged about 110
basis points from 1992 to 1994, 102 basis points in 1995, and about 95 basis points in 1996 and

6§ Barbara Miles and Dennis Zimmerman, “Federal Family Educational Loans: Reduced
Costs, Direct Lending, and National Income,” Congressional Research Service, February 22,
1993, PP. CRS-18 and 19.

7 Miles and Zimmerman, 1997, op. cit.
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1997. This significant decline in operating expenses reflects largely the larger volume of student
loans they hold, the economies of scale resulting from this larger volume, and increased
productivity from a more experienced workforce. Similarly, a guaranty agency that estimated its
overhead costs were 35 basis points also estimated its servicing costs were 60 basis points, for a
combined total of 95 basis points.

If we consider servicing and overhead costs as one cost in order to avoid the problem of
allocating these costs to the correct category, our assumption for total servicing/overhead costs is
95 basis points. It costs lenders less to service student loans when students are in school and
when loans are consolidated. Thus, we assume overhead and servicing costs for loans in the in-
school status are one-third the cost for loans in repayment and loans in consolidation are one-half
the cost.

6. Because student loans are guaranteed by the Federal Government, the risk of default is |
very small. During the in-school period it is almost nonexistent. The Federal Government pays
the interest costs for subsidized loans while the student is in school. For non-guaranteed loans,
students can defer interest payments until after they graduate. Several sources told us their
default costs are low; one source said their default costs are only 7 basis points. We assume this
is a reasonable estimate.

7. Loan originators are required to pay a 50 basis point origination fee to the Department
of Education. Although this is a one-time fee paid when the loan is originated, we have assumed
that the cost of the fee is amortized over the average lifetime of a student loan, which is about 11
years (4 years in-school and 7 years of repayment). Thus the annual cost is 5 basis points for in-
school loans and loans in repayment. For consolidation loans the 5 basis points origination fee is
added to the 1.05 percent rebate fee, for a total fee of 1.10 percent.

8. Many financial market experts think that prepayment costs are not a serious problem
because borrowers tend not to have the resources to prepay their loans until well after they have
graduated. Others, however, think that prepayment risks can be a problem, partly because
borrowers may have a tax incentive to take out a home equity loan to prepay their student loan, if
the spread is not too large. Until recently, interest on student loans has not been tax deductible.
The Taxpayer Relief Act of 1997, enacted last summer, allows certain individuals who have paid
interest on qualified education loans to claim a deduction for this expense. However, the Act
limits the interest deduction to the first 60 months in which interest payments are required and
also limits the amount of interest that can be deducted.

Currently, it is possible for students to consolidate guaranteed loans, taken out while in
school, into the direct loan program. Moving loans into the direct program provides advantages
to students, especially the option of income-contingent repayment, which could reduce
significantly the repayment burden for some borrowers. In order to keep loans in the guaranteed
program rather than losing them to the direct loan program, some lenders offer favorable terms to
promote consolidation of loans by borrowers, and they incur a promotion expense in the process.
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These price incentives may not be necessary at this time, however, because of the logjam of
applications and the temporary suspension of the program which allows borrowers to consolidate
their guaranteed loans into a consolidated direct loan. Moreover, in the future, the squeeze on
lenders’ net return because of the new student loan formula may make it impossible for lenders
to continue offering these price incentives. And finally, the Emergency Student Loan
Consolidation Act of 1997 (LCA), enacted in October, 1997, could discourage many lenders
from offering to consolidate students loans for borrowers.

The LCA makes it too costly for lenders to offer students the option to consolidate their
loans, because it changes the formula for determining consolidation loan rates. The LCA also
makes consolidation less attractive to lenders, because the law is only temporary and because the
start up costs to configure computer programs will be expensive. Sallie Mae, which had been
handling about 40 percent of all consolidations, has indicated it will not continue to participate in
this part of the student loan program because it may no longer be profitable for them.®
Furthermore, it is possible that if lenders are concerned about prepayments, they may sell their
student loans to avoid this problem.

Estimates of prepayment costs appear to be somewhat arbitrary. The CRS’ estimated that
lenders prepayment costs are high. But various lenders have told us they do not think
prepayment is a major problem. This was before enactment of LCA. It is not clear what the
impact of the Act will be, but, because it is effective only until October 22, 1998, it should have
limited impact. We assume the prepayment cost for lenders is 4 basis points, which is consistent
with the cost estimated by several sources before the enactment of LCA.

8 Student Loan Corporation, which is a subsidiary of Citibank and is the largest
originator of student loans, has indicated they will continue to offer consolidation loans..

® Miles and Zimmerman, 1993, op. cit.



