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DEPARTMENT OF THE TREASURY

WASHINGTON, D.C. 20220

December 8, 1997

MEMORANDUM FOR BOB SHIREMAN

FROM: Jon Gruber

SUBJECT: Student Loan Program Results

We have made good progress on rewriting our paper on the student loan interest rate 
formula for next year. Our statistical analysis is completed, unless we obtain more current data on 
Blue Chip Economic Indicators interest rate estimates. Even then, revising our estimates and the 
relevant text is only a matter of perhaps a days work.

At this point, we have a relatively non-technical paper with two technical appendices. The 
papers are in pretty good shape structurally, but need a lot of finessing in terms of presentation. 
With my being gone until this Friday in Japan, I think that it is not realistic to expect the papers to 
be done until the end of next week (roughly Dec 19).

In the meantime, we have prepared for you a summary table (attached) that shows our 
results for four scenarios:

1. The 1997/98 student loan interest rate for loans in repayment using the current student 
loan formula, and the estimated net return to lenders;

2. The 1998/99 student loan interest rate for loans in repayment using the new student 
loan formula, and the estimated net return to lenders;

3. An alternative formula for next year that would hold students harmless, i.e., by 
retaining the interest rate required by the new formula; and

4. An alternative formula for next year that would allow lenders to receive the minimum 
rate of return on their assets which they presumably need to justify their student loan 
originations.

^_^^^ed to this memo is also another memo that describes our different approaches for 
thinking about target rates of return. This is obviously a tricky endeavor, and we present three 
different ways of going about it. The most analytically rigorous approach is the third, which uses 
the regulatory structure of the banking sector to back out the required rate of return on the assets 
that underlie student loans. This also gives the lowest estimate for the target rate of return. After 
looking across these approaches, and talking to experts, our feeling is that a sensible range of 
target rates of return is 75 to 100 basis points; the bottom of this range could readily be Justifed 
by our regulatory methodology, but would most likely be roundly criticized as inadequate by the
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industry and perhaps by outside observers as well.

The results of these estimates, under the Administration’s FY 1999 budget assumptions and the 
latest Blue Chips projections, show that;

• The current student loan formula provides lenders a rate of return above the range of 
assumed minimum rates of return required. Under administration assumptions about 
interest rates, the rate of return for 1997/98 is almost twice the lower bound on the 
required rate of return.

• The estimated rate of return under the new formula does not come close to providing 
lenders an adequate rate of return. In fact, for loans in repayment, the rate of return is 
negative.

• An alternative formula for next year that mirrors the interest rate under the new formula 
but indexes the rate to T-bills could be T-bill plus 1.79 percentage points (Administration 
assumptions) or T-bill plus 1.93 percentage points (Blue Chip). This formula would hold 
students harmless, but would not satisfy lenders’ required minimum rate of return,

• A formula that could satisfy lenders’ minimum needs would require a much larger spread 
above T-bills, i.e., T-bill plus 2.45 percentage points or T-bill plus 2.70 percentage points 
(Administration assumptions) for a 75 and 100 basis point rate of return, respectively.
The comparable numbers for Blue C/r/p would be T-bill plus 2.54 percentage points and 
T-bill plus 2.79 percentage points.

Because these estimates reflect the FY 1999 budget assumptions, they should be held 
closely and not provided to others at this time.

It has been brought to my attention that Don Feuerstein is on a panel today at the 
Consumer Bankers Association “Student Lending Conference.” The panel’s topic for discussion 
is the 1998 changes in the student loan interest rate. Don has been cited in a recent private sector 
financial news letter as reportedly advising Secretary Riley that the yield change for next year is 
workable. Our numbers do not support this view, and I have confidence in the conclusions drawn 
from our estimates. It would be inappropriate and potentially embarrassing to the Administration 
if Don stated this view at the CBA Conference, even if he qualifies such a statement as reflecting 
only his own views.

Once again, I’m sorry that this has taken so long. Some of the technical aspects of this 
endeavor have proved much more difficult than anticipated. I think that we’re very close to a 
high quality report - thanks for your patience.
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Ways of Looking At the 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 

might be.

Return on Alternative Assets

A paper by CRS on the student loan program presented estimated returns on alternative assets as 
a fiame of reference for judging returns on student loans. This approach focuses on banks’ 
decisions on how to allocate available funds among alternative uses. CRS reported estimated 
returns on Ginnie Mae securities (marketable securities backed by pools of government 
guaranteed or insured mortgages; these securities are considered to be quite liquid in an active 
secondary market) as 1.2 percentage points and on adjustable-rate mortgages as 1.25 percentage 
points. These estimates have not been analyzed or confirmed with other sources..

Rules of Thumb

Perceptions of normal returns are, of course, benchmarked in the average actual returns received 
by the industry. The Federal Reserve reports that net, after-tax return on assets averaged 1.185 
percentage points over the 1993-96 period (Federal Reserve Bulletin, June 1997). Average 
before-tax returns were 1.78 percent. These returns are averages across all assets. They leave 
open the question of the appropriate adjustment for asset characteristics.

One Federal Reserve analyst has said that rates of return after-tax for banks generally would be in 
the range of 1 percent to 1.3 percent with collateralized assets (e.g., mortgages) and government 
guaranteed assets at the bottom end of that range. Indeed, government guaranteed assets possibly 
could receive a return a bit below one percent. A one percent after-tax return would correspond 
to a 1.5 to 1.7 percent rate of return before-tax, depending on the eSective tax rate (the actual 
average tax rate in the 1993-96 period was 0.34 percent, but estimates around .4 are frequently 
used for the marginal rate, including both federal and state and local taxes)

Financial industry participants have reported that a pretax return of 1 (one) percentage point to 
1.2S percentage should be adequate for student loans.

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. If a bank targets a return on capital of 15 percent after tax, or 25 percent before tax, and 
its ratio of equity capital to assets is .08, then rate of return on assets must be about 1.2 percent. 
This is about the average situation for banks as reported for the 1993-96 period.



Regulation requires a ratio of capital not to total assets but to risk-adjusted assets. The required 
ratio is 8 percent, but Federal Reserve analysts tell us that the actual ratio to risk adjusted assets is 
closer to 12 percent.

The risk adjustment lowers the total volume of assets by scaling down the amount of capital 
required according to risk categories. Student loans fall in the 20 percent risk categoiy, meaning 
that if banks aim for capital of 12 percent of risk-adjusted assets, they will hold capital equal to 
only 2.4 percent of assets in the form of student loans. Applying this cq>ital ratio to the 25 
percent target rate of pretax return on equity, gives a target return on assets of 0.6 percent.

From this perspective, banks could be satisfied with a 60 basis point return (pretax) on student 
loans. This is a very stringent level, however, in view of two considerations:

• there has been a trend upwards in banks’ capitalization, and this trend is encouraged by 
regulators as a market-based form of over-all safety and soundness regulation.

• nonbank lenders, in particular participants in the secondary market for student loans, are 
likely to need higher capitalization over the long-term. Although these lenders are not 
subject to regulatory standards, the environment in the financial community - in 
particular, the judgements of rating agencies - will be influenced by the posture of 
regulators. These nonbank lenders are important to maintain the liquidity of student loans; 
their viability can help to keep banks satisfied with lower returns on student loans.
Limited data on Student Loan Corp and Sallie Mae capitalization suggests target capital 
ratios of 3 or 4 percent could be appropriate.

Given the desirability of achieving an adequate rate of return on capital, with sufiBcient 
capitalization for nonbank lenders, a target pretax return on assets of 0.75 to 1 percent seems 
appropriate.

9‘d Wd8T:60 80 33Q



SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS
(In Percent)

Formula or Net Rate of Return 1997/96 199afi9
Adminietration Blue CNp Adminiatration BliMChip

Current Fonnula:

3-fflonth T-bj<l * 310 B.2S 8.2S n.a. n.B.
Eatimated net return to lender 1.40 1.27 n.a, n.a.

Future Fonnula:
10-yeor CMT100 n.a. n.a. 6.86 7.20
Estimated net return to lender n.a. n.a. -0.23 -0.23

Alternative Formulas;
To hold student harmleea n.a. n.a. T-biII + 1.79 T.bilt + 1.B3
To maintain lender* minimum

required net rata of return:
76 basis points n.a n.a. T-bai ♦ 2.45 T-MI ♦ 2.64
100 basis points n.a. n.a. T-bill *2.70 T-bM ♦ Z79

n.a. Not applicable 
Aeeumpllona;

0MB eatimatee are based on Fieoal Year 1999 budget estimates.
Blue Chip aetimataa are baaed on the November 10 Blue Chip ralaaae.
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Giving Women Cfedit
Dfana E. Kirk, right, started the Women's Rhanclal Group at Zfons Bancorp to 
serve women who prefer to deal with other women. She recruited Lori 
ChiJiingworth from KeyCorp to help run the effort. See story on page 8

I
Resigned to Dired Student Lending, 

Banh Target Ci^y on Their Own Rates
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♦By OLAF de SENERPONT DOMIS 
asdJARBTSEIBERG

WASHINGTON —Seeking to 
preserve a profitable niche, industry 
officials are asking lawihakers to 
repeal a law that could force banks 
out of the student loan business.

As of July 1, banks will have to peg 
interest rato on newly originated stu­
dent loans to 10-year TVeasury bonds 
instead of 3-month notes. The change 
is expected to cost the industry morfe 
than $260 million a year, increase the

amount of interest rate risk lenders 
must bear, and eliminate the market 
for student loan securities.

“I am not certain we’ll be making 
student loans if this takes effect," said 
Jon A, Veenis, president of Norwest 
Student Loan Cmter, Sioux Falls, S J).

The problems stem fifom a 1993 
law that created the government’s 
direct student loan - program. The 
provision peeing rates to 10-)^ 
Treasuries was included to reduce the

Seepages

v/1 * ui iua r;
Retail Market
♦ By CAREY GILLAM

H.F. Ahmanson Sc Co., the nation's 
second-largest thrift company, is 
pulling out of branch banking in 
Florida, citing intense competition in 
a rapidly consolidating market

The California-based company, 
larent of Home Savings of America, 
las agreed to sell its 27 Florida 

branches, along with $3,4 billion of 
deposits, to SouthThist Corp, for 
$300 ni^on. The deal, announced 
Thursday, followed a sirnilar transac­
tion between the two companies ear­
lier this year.

"Clearly the competitive landscape 
in Florida has changed over the last 
couple of years, and very dramatical­
ly over the last couple of months,” 
said Adrian Rodriguez, a Home Sav­
ings spokesman. “It was increasingly 
difficult for us to compete.”

Though out-of-state banks and 
thrifts once flocked to Florida to 
serve a booming population, mergers 
are now creating some daunting 
competitors.

Most notably, NationsBank Corp, 
struck a deal in August to acquire 
Barnett Banks Inc. And Wachovia 
Corp. has two deals pending in the 
state — one for the $820 million- 
asset rlst United Bancorp of Boca

I

See hack page
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Wells Fargo CEO’s Vision Echoes Microsoft Way
♦ By JEFFREY KUTLER

NEW ORLEANS — WeDs Fargo & Co. chairman Paul 
Hazen lived up to star billing at the Retail Delivery '97 
conference by sounding like Bill Gates.

In a speech 24 hours after one by the software magnate, 
Mr. Hazen endorsed one of the Microsoft Corp. chair­
man’s big ideas — the electronic presentment and auto-
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Target: Impending Rate Carb on StudM Loans
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Continued from page I

cost of the direct loan program, 
but it was worded so broadly that 
it also applies to loans made by 
private-sector banks.

It requires lenders as of July 1 
to set die rate on new student 
loans 100 basis points above the 
rate on the 10-year 'Dreasury bill. 
The new rate will be 145 basis 
points lower than the current 
rate, which is calculated by 
adding 310 basis points to the 
price of a 91-day Treasury note,

Lenders have known of this 
problem for four years,. But 
rather than working to repeal 
this particular provision, they 
have been trying to correct it by 
ehminating the direct loan pro­
gram outright.

“Getting rid of the direct loan 
program would have taken care 
of this problem, but unfortu­
nately that didn’t happen,” said 
Consumer Bankers AModation 
president Joe Belew.

“For a while, we were far too 
passive on this," an industry 
source added.

Attention now is focused on 
/eliminating the interest rate pro-

I $1,395.5 I

KM

I

vision. Led by Sallie Mae, lobby­
ists are telling lawmakers that 
banks will abandon the program 
if changes are not made.

“Student loans will simply 
become unprofitable for private 
lenders under this formula,” said 
Mary F. Bushman, a lobbyist with 
AFSA Data Corp., Fleet Finaticial 
Group’s student loan unit.

Repealing the measure will not 
be easy.

As the law stands, seven mil­
lion students a year will pay less 
for their loans. In addition, if the 
private leaders are forced from 
the market, business Avould 
increase for the direct loan pro­
gram — a pet project of the 
Clinton administration.

“Part of problem is poLtical — 
you have perception that it is 
the lenders versus the students,” 
Mr, Belew said, “On top of that, it 
is difficult to get anyone’s atten­
tion focused on this because it is 
so arcane"

To overcome opposition, 
lenders have been floating a com­
promise that would peg rates to a 
different index such as Libor or 
commercial paper. Lenders also 
are offering to accept a decrease 
in government subsidies.

The subsidies exist because the 
government caps student loan 
rates at 8.25%. To prevent banks 
from taking losses when rates 
rise above this threshold, the 
Department of Education makes 
up the difference each quarter 
between 8.25% and the rate cal­
culated using the government’s 
formula.

Details on the compromise are

B^w

still sketchy, and leaders declined 
to discuss the offer on the record. 
But Sallie Mae. executive vice 
president Paul Carey said law­
makers cannot let this problem 
go unaddressed.

“There needs to be a resolu­
tion of this,”
Mr. Carey said.
“There are 
other ways to 
price student 
loans that are 
efficient that 
would work 
just fine. The 
lO-yeai Trea­
sury index just doesn’t make 

' sense to anybody.”
Lenders said the formula that 

kicks in July 1 would yield about 
125 basis points per loan, but 
their exposure to interest swings 
would rise dramatical^ because 
their portfolios would be loaded 
with long-term, fixed-rate debt.

The risk could be initiated 
with derivatives, but the cost of 
these complex hedges would 
erase already thin profits. One 
estimate by the Congressional 
Research Service said these 
instruments would cost up to

120 basis points, leaving banks 
with 5 basis points in profit to 
cover ^ other costs.
' The index in the 1993 law “can 

result in a greater likelihood that 
the program will become 
unprofitable at certain points in 
the bu^ess cycle,” CRS said in a 
July report. “The result could be 
a shutdown of the guarantee 
delivery system.”

Mr. Carey said the market for 
student loan securities wiU die if 
a compromise is not reached. 
The problem: Investors will 
receive a return based on a long­
term investment, even though 
they are holding a short-term 
instrument.

This mismatch in price and 
term makes the product very risky 
because the return is extremely 
sensitive to changes in interest 
rates.

Also, Mr. Carey questioned 
why lawmakers tvant to mess 
with a proven product., “We 
issue over $100 bilhon of debt 
tied to the current index,” he 
said. “We all know we can raise 
capital tied to the 91-day T-bill. 
No one has ever funded off this 
new index.” 0

Consumer Group Calls on Banks to Offer 

Savings Plans for Low-Income Families
immmm

♦By LOUIS WHITEMAN holds in San Jose, Calif., and an
mirismed town in northwest

den of tracking when a check is 
cashed. Mr. Brobeck said.
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MEMORANDUM

To: Gene Sperling
From: Bob Shireman
Date: November 26, 1997
Subject: Student Loans

The attached 0MB document describes the current issue we are facing over the 1998 interest rate 
change. I would appreciate your thoughts.

Strategically, we should probably not make any move until we are ready for a full negotiation. 
But I am not feeling totally comfortable with that. It is no longer possible to justify the change to 
the 10-year instrument, because the excuse we once had ~ that the 10-year rate was our assumed 
“cost of borrowing” — is gone as of the FY 2000 Budget (because of changes in credit reform 
that were included in the reconciliation bill).

Should we signal a willingness to be reasonable by proposing a move to T-bill plus 2.1 (which 
holds students harmless)? Some argue that that simply gives the industry something without 
getting anything in return, and/or it could be seen as a sign of weakness. The counter-argument 
is that it puts us on firmer policy ground: we agree that we should not be imposing unnecessary 
“hedging” costs on the industry, while we are firm on holding students harmless.



Student Loans

ISSUE 2: What package of amendments should the Administration be prepared to put forward, and when, in the event Congress
decides to change the July 1, 1998 student interest rate prior to HEA reauthorization?

Option 1: The Administration’s HEA proposals should recognize the problem underlying the July 1 rate, and remedy it by
changing the rate to the 91-day T-bill plus 2.1 percentage points (i.e., using the benchmark instrument lenders prefer, 
but setting the spread at a level that will not increase costs to students).

Option 2: The Administration should not include any changes to the July 1 rate in its HEA reauthorization proposals. If Congress
decides to act prior to reauthorization, the Administration should use the leverage this issue provides to squeeze out 
inefficiency in the FFEL program (e.g., through GA restructuring and recall of reserves), ensuring that students are held 
harmless. (HRD Recommendation)

DESCRIPTION OF ISSUE: HEA sets the maximum interest rate paid by students at the same level for both programs. The rate in 
effect today is 91-day T-bill + 2.5 percent while students are in-school (when loans have minimal servicing requirements), and T-bill + 
3.1 percent for loans in repayment, with an 8.25 percent cap. The 1993 amendments, which envisioned most of the volume in direct 
lending by 1998, changed the rate beginning July 1, 1998 to the 10 year bond rate + 1 percent (roughly equivalent to T-bill -H 2.1 
percent), capped at 8.25 percent for students and 9 percent for parents. Borrower rates are adjusted annually. The July 1 rate is the 
Department’s rate for borrowing from Treasury, and was also the rate agencies were required to use for credit reform discounting until 
just recently.

Lenders claim that the July 1 rate change is seriously problemmatic for two reasons: (1) switching to the 10-year note creates 
interest-rate risk since there is currently no securitization market for loans at the 10-year rate (securitization is now tied to LIBOR, an 
instrument very similar to the T-bill); and (2) the new rate, even if benchmarked against T-bills (at T+2.1) would not provide enough 
profit margin for lenders to stay in the program. Bank analysts assert they will lose 140 to 160 basis points under the new rate. When 
direct lending was viewed as able to absorb significant new volume, this threat was not alarming. Given ED’s current management 
problems and clear inability to take on a rapid increase in direct lending, however. Administration officials now want to avoid serious 
disruptions in FFEL that could limit student access to loans.

NEC asked Treasury for an analysis of the effect of the July 1 interest-rate change. Treasury’s internal analysis indicates that 
switching to the 10 year benchmark will increase hedging risk by roughly 60 basis points, confirming the lenders’ claims that the 
change will reduce lender yield by up to 160 basis points. ED, NEC, and 0MB are all in agreement that the Administration should be



willing at some future time to negotiate on the benchmark instrument (sticking with T-bills or perhaps adopting LIBOR). What’s still 
at issue is what our starting point should be for negotiations, what rate we believe we should end up with, and what other legislative 
fixes we should try to get in return for lender relief.

This issue must be looked at in the context of other proposals affecting lender subsidies. There is wide variation in what is 
now in effect under current law, what is scheduled to go into effect on July 1, and what was included in the Administration’s 1998 
Budget and ED’s proposals for 1999.

(Note: “Special allowance” is a Federal payment to noteholders when the borrower payment rate is below the guaranteed rate of return, 
or when T+3.1 is greater than 8.25%. Under current economic assumptions, ED is not projecting special allowance payments in 1999 
through 2003. Default risk is the difference between a 100% Federal guarantee and the lender/holder default liability in the event of 
default.)

Now in Effect: 
Current Law

July 1, 1998: 
Current Law

FY 98 Budget
FY 99 ED Request

HRD 99
Rec.

In-school rate T+2.5 10yr+ 1 
(= T+2.1)

10 yr 10 yr +0.4 
(=T+L5)

Repayment rate T+3.1 10yr+ 1 
(= T+2.1)

10yr+ 1 10yr+ 1

Special allowance Paid atr’lv if 
borrower interest 
hits cap

Paid qtr’lv if 
borrower interest 
hits cap

Paid annuallv if 
borrower interest 
hits cap

Paid annuallv 
if borrower interest 
hits cap

Lender/holder
Default risk 2 percent 2 percent 5 percent 2 percent

At present, OMB does not have any analysis that shows what combination of lender subsidy reductions is most defensible: how 
much can lender profits be squeezed without forcing out so many lenders that loan access is threatened. Changes to certain subsidies 
could have differential effects on different types of lenders. For example, reductions to the in-school interest rate are thought to hit



small lenders harder. Reducing the lender insurance rate would not significantly affect lenders/holders with effective servicing and 
low default rates such as Sallie Mae.

During the BBA negotiations, lenders/holders fended off cuts in their subsidies by claiming that their continued participation 
in the guaranteed loan program was already jeopardized by the scheduled July 1, 1998 interest rate change in current law. Throughout 
the summer and fall, Congress has given serious consideration to amendments to cancel the July 1 change, but has held off because of 
pressure from higher education and student associations and the Administration’s firm position. Recently, representatives of the 
lending industry have told 0MB that they could “live with” a rate of T- plus 2.75 percent (assuming no reductions in other subsidies). 
ED officials have signalled no interest in changing their 1999 policies, but ED staff acknowledge that their proposals were not based 
on analysis of how the proposals would affect lenders. Treasury has given very preliminary indications that lenders could live with an 
interest rate of T+2.1 (the current law equivalent), but have not been asked to factor in the other proposed subsidy cuts.

Proposals to pay the special allowance annually and to reduce lender insurance save the government money. Reducing student 
the student interest rate costs the government, while increasing the rate saves money. To illustrate, if the scheduled rate change were 
cancelled and the rate after July 1 remained at T+3.1, then:

the Direct Loan program would save $3 billion over five years, because of increased interest payments from students; 
and

FEEL costs would increase by $1 billion, because of increased default costs and special allowance payments to lenders. 

On a net basis, the higher interest rate (about 100 basis points) would save $2 billion for both programs combined.

Option 1 would openly acknowledge the work done by Treasury (already known to the banking community) and the 
conclusions that are being reached within the Administration regarding the unnecessary hedging risk. Shifting to T+2.1 would not 
raise the effective rate paid by students, but would reduce projected costs to holders and lenders by 60 basis points, and would thus be 
a major gesture and perhaps the starting point for an alliance with lenders aimed at program modernization. There are serious risks to 
this approach, however. Republicans in Congress could find a vehicle for passing the Administration’s proposed interest rate change 
before July 1 and before HEA negotiations get in full swing.

Option 2 holds back from public view the endgame strategy and allows the interest rate issue to be used to its full advantage in 
negotiating GA restructuring and other program reforms. This strategy appears to be preferred by both NEC and Education, and HRD 
supports it. If the lenders are successful in getting Congress to move on this issue next spring, the Administration could adopt a



negotiating strategy with the following objectives:

• Students should be held harmless from the effect of an interest rate change.

• Savings through modernization (e.g., GA restructuring, electronic origination and reporting by lenders) should translate into 
lower interest costs for students and smaller administrative subsidies to guaranty agencies.

• If we cannot reach agreement with Congress and the FFEL community on an appropriate interest rate, the Administration could 
compromise with legislation that (1) annually lowers the maximum interest rate over a two or three year period, and (2) 
requires a study by a recognized non-partisan body (e.g., the National Academy of Sciences) on a methodology for setting the 
rate to go into effect July 1, 2000. This study could include an examination of possible auction models.

RECOMMENDATION: Option 2. Do not include any change to the July 1, 1998 interest rate in the higher education
reauthorization. But task ED, under NEC tutelage and with 0MB support, to engage in open discussion and debate on the issue 
involving the student groups, the college associations, and Republicans and Democrats on the Hill. Use Treasury analysts to run 
forums on the interest change. Keep attention focused on the tension between maintaining loan access (i.e., keeping banks in) and not 
hurting students (i.e., not increasing their net costs) and find other sources of savings for some movement on interest rates (i.e., GA 
restructuring and modernization of the relationship with banks). The debate should commence in December in a staged fashion so that 
by February/March, serious negotiations in a well informed climate can begin. Assuming no change in leadership at ED, a leadership 
role for NEC (Shireman) is essential.



OMB Predictions 
Year

/

3-month 10-year Difference
1991 5.40 7.90 2.50
1992 3.50 7.00 3.50
1993 3.20 6.70 3.50
1994 3.70 6.60 2.90
1995 4.30 6.60 2.30
1996 4.70 6.50 1.80
1997 4.80 6.50 1.70
1998“^'
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Student access to private loan capital has greatly improved since the 
inception of the guaranteed student loan programs. Initially, commercial 
lenders made student loans only to borrowers who resided in their state 
or local jurisdiction. This severely limited students’ access to subsidized 
loans. To remedy this situation, the Congress established the current 
special allowance formula to attract a large number of financial institu­
tions, thereby making student loans more readily available. Between 
fiscal years 1977 and 1985, the number of participating lenders 
increased from about 4,000 to over 11,000.

Since bank deregulation, however, the financial services industry has 
operated on a more sophisticated level. In particular, commercial banks 
now make loans across state lines through the use of regional branch­
banking networks and bank holding companies. This process has helped 
transform the guaranteed student loan programs from a regional into a 
national operation, making the need for the current subsidy rate less 

clear.*

The cost of the Stafford Student Loan Program has come under 
increased scrutiny by public policymakers. Cost-saving measures 
recently undertaken by the Congress have focused primarily on shifti^ 
costs to student borrowers by raising student loan interest rates, limiting 
program eligibility, and establishing unsubsidized loan programs. With 
reauthorization of the Higher Education Act serving as the backdrop, 
the Congress is exploring alternative ways to cut costs without 
adversely affecting the program’s mission—to assure student accessi­
bility to loan capital. This report focuses on probable program impacts if

' Four separate programs now exwt; the Stafford, Parent Loans for Undergraduate Students, Supple­
mental Loans for Students, and Consolidation Loans. The umbrella term for these programs is the 
Stafford Student Loan Program.
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the Congress reduces the federal subsidy paid to cominercial lenders 
who make or hold guaranteed student loans.

Many specialists in educational finance contend that lenders’ profits 
from the subsidy are above the amounts needed to maintain adequate 
participation in the student loan program. Lowering this subsidy is an 
attractive option because a small reduction can generate significant sav­
ings. Our principal objective was to determine the effect that lower rates 
of return, as a consequence of reducing the subsidy rate, could have on 
the volume of Stafford loans supplied by commercial lenders. ^

Background Guaranteed student loan programs are the largest single source of fed­
eral financial assistance provided to students pursuing postsecondary 
education. Under present law, a student typically borrows from a com­
mercial bank, which often sells the loan to another bank or financial 
institution. Each state establishes or designates an agency—called a 
guaranty agency—to, among other things, guarantee student loans 
within its jurisdiction. Guaranty agencies insure lenders against 
defaulted loans, and in turn are reinsured by the Department of Educa­
tion. Guaranty agencies must also serve as or appoint a lender of last 
resort.

To insure an adequate stock of private loan capital, the federal govern­
ment makes incentive payments—the special allowance—to commercial 
lenders who participate in guaranteed student loan programs. The spe­
cial allowance is a quarterly supplemental interest payment intended to 
yield lenders a near-market rate of return. Lenders bill the Department 
of Education quarterly for their special allowance payments for the life 
of the loan. At $1.7 billion, special allowance payments accounted for 
about one-third of the guaranteed student loan programs' costs in fiscal 
year 1989.

The Department has used a legislatively set formula tied to government 
securities to calculate special allowance payments since fiscal year 1977. 
Two components comprise the formula. The first component is set equal 
to the bond equivalent yield on 91-day Treasury bills. The second com­
ponent is an additional interest supplement—the special allowance 
factor—of 3.25 percent. If the borrower’s interest rate is below this 
guaranteed yield, the Department pays lenders the difference.

'■^Stafford loans comprised abotit 78 percent of guaranteed student loans made in fiscal year 1989.
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The Congress has atUusted the special allowance payment formula in the 
past. The most recent atljustments occurred in 1986, starting with the 
Gramm-Rudman-Hollings budget sequester (Public Law 99-177). The 
sequester temporarily reduced the special allowance factor from 3.5 to 
3.1 percent for new loans made between March 1 and September 30, 
1986. The reduction applied to the first four quarterly subsidy pay­
ments for each loan made during that period. Subsequently, the Higher 
Education Amendments of 1986 reduced the special allowance factor 
from 3.6 percent-a factor that had prevailed since fiscal year 1977—to 
3.25 percent for most new loans made after November 16,1986.

Results in Brief The rate of return most commercial lenders receive on Stafford loans is 
probably higher than the return necessary to retain them in the pro­
gram. As such, moderate reductions to the special allowance could gen­
erate substantial savings without jeopardizing the program’s reliance on 
private loan capital. A special allowance factor of 3 percent could gen­
erate cumulative savings of about $421 million between fiscal years 
1992 and 1996—a present value of $344 million. This could, in turn, 
cause the cumulative loan volume from conunercial lenders to decline by 
about 1 percent over the same period if loan supply remains insensitive 
to changes in the relative rate of return.

Guaranty agencies will continue to bridge the difference between stu­
dent loan demand and loan capital supplied by commercial lenders 
through their direct loan programs. Historically, guaranty agencies have 
made between 1 and 7 percent of Stafford loan volume annually— 
adjusted for inflation. Guaranty agency lending accounted for about 3 
percent of Stafford loans in fiscal year 1989. The guaranty agency 
lending necessary to offset the drop in commercial loans caused by a 
moderate reduction in the special allowance factor is well within their 
demonstrated lending capacity.

A reduction in the special allowance could increase the student loan 
market share controlled by large-scale commercial lenders.® High-volume 
lenders have rarely left the program or curtailed their participation 
level. Therefore, a drop in future commercial loan supply caused by low­
ering the special allowance is likely to result from a few small-volume 
lenders leaving the program rather than a proportionate decrease by all

^Traditionally, a small proportion of lenders with high loan volumes make a substantial portion of all 
loans. For example, in fiscal year 1989 the 100 largest originating lenders comprised only about 1 
percent of all program lenders but disbursed 60 percent of the dollar value of all Stafford loans.
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lenders. To capitalize on economies of scale, high-volume commercial 
lenders may absorb some of the student loan market abandoned by 
these small lenders.

Scope and 

Methodology
We used multiple regression analysis—a standard statistical method— 
to measure the effect that a lower special allowance could have on the 
supply of Stafford loans made with private capital. Our statistical anal­
ysis focused on the relationship between commercial lenders’ rates of 
return and the supply of Stafford loans they financed. This allowed us 
to predict the commercial supply of Stafford loans that corresponds to 
lower special allowances. Appendix I provides further details on our sta­
tistical methodology.

To supplement our statistical analysis, we also

analyzed the lending activities of guaranty agencies to determine their 
capacity to continue financing Stafford loans with public funds, 
surveyed a judgmental sample of commercial lenders to determine the 
relative role profitability played in their student loan lending practices, 
and
examined trends in commercial lender participation to determine if it 
changed since the latest revisions to the special allowance.

We obtained information from the guaranty agencies on the volume of 
Stafford loans they originated. As a safety-net feature, the student loan 
program relies on these institutions to safeguard student access to subsi­
dized loans by supplementing private loan capital with public funds. As 
lenders of last resort, the law requires guaranty agencies to make loans 
to students who qualify for Stafford loans but are unable to obtain them 
from a commercial lender.

Large scale lenders dominate the student loan market and, as such, are 
vital constituents of guaranteed student loan programs. Therefore, we 
collected information on commercial lenders who originated a high 
volume of Stafford loans. First, we ranked commercial lenders in 
descending order based on loan volume for each fiscal year, 1977 
through 1986. Second, we traced the lending activity of the lenders who 
accounted for at least 60 percent of Stafford loan volume for each fiscal 
year, 1977 through 1989. Third, we interviewed representatives from 
the 1977 lender cohorts who had either stopped, significantly reduced.
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or recently started their participation. The respondents gave us infor­
mation regarding the extent to which changes in student loan profits 
influenced their present lending practices.

We also analyzed the trends in the number of commercial lenders who 
have actively participated in the Stafford loan program. Under our defi­
nition, an active lender is one who made at least one Stafford loan 
during the fiscal year. This allowed us to quantify changes in lender par­
ticipation rates and levels that have occurred since the last adjustment 
to the special allowance.

We performed our work between August 1990 and May 1991 in accor­
dance with generally accepted government auditing standards.

GAO’s Analysis

A Lower Special 
Allowance Should Cause 
Little Change in 
Commercial Lending

The commercial supply of Stafford loans has changed very little in 
response to fluctuations in the relative yield on student loans.^ This sug­
gests that the rate of return to Stafford lenders is higher than what is 
necessary to maintain their interest in the program. For example, the 
1986 reductions in the special allowance factor had no observable effect 
on lender participation in the Stafford program. The financial return on 
Stafford loans is high relative to comparable investments, so that other 
factors likely govern the program’s supply of private loan capital. 
Therefore, we expect that a minor reduction in the special allowance 
factor would have a negligible effect on the commercial supply of Staf­
ford loans.

To demonstrate the effect that lower special allowance factors could 
have on the conunercial supply of Stafford loans, we generated a 6-year 
forecast of loan volume, assuming three different special allowance fac­
tors. The baseline forecast used the current factor of 3.25 percent. Our 
other two projections used special allowance factors of 3.0 and 2.75 per­
cent, respectively. Figure 1 displays the results, expressed in 1982 
dollars.

^The relative yield is the difference between the return on Stafford loans and the yield on 10-year 
Treasury notes.
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Figure 1: Projected Commerciel Loan 
Supply (1992-96)
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Figure 1 shows that future commercial loan supply is similar under all 
three scenarios. The disparity in the three forecasts results from dif­
ferent rates of growth. Under the baseline forecast, cumulative loan 
volume would reach about $44.2 billion for the 5 years ending in fiscal 
year 1996—an average annual growth rate of 1.7 percent. For the same 
period, under different allowance factors, the results would be as 
follows.

3.0 percent: cumulative loan volume would reach about $43.7 billion— 
an average annual growth rate of 1.4 percent—or about 1 percent lower 
than the baseline forecast.
2.75 percent: cumulative loan volume would reach about $43.2 billion— 
an average annual growth rate of 1.2 percent—or about 2 percent lower 
than the baseline forecast.
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A Smaller Special 
Allowance Means 
Significant Program 
Savings

Substantial program savings could accompany a moderate reduction in 
the special allowance factor. The savings are affected by lower subsidy 
rates rather than a lower quantity of loans. Figure 2 shows cumulative 
savings through 1996 if the special allowance factor is reduced to either 
3.0 or 2.76 percent. This analysis assumes that the lower special allow­
ance formula takes effect at the beginning of fiscal year 1992. Because 
guaranty agency lending would make up the difference between student 
loan demand and loans supplied by commercial lenders, our savings esti­
mates do not reflect a decline in the overall supply of Stafford loans.

Figure 2: Potential Cumulative Savings
Under Lower Special Allowanca Factors ^ MUBowofUoitart
(1992-96)
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Because the lower subsidy factors would only affect new loans, the sav­
ings would be realized gradually over time. As the number of student 
loans subject to the reduced sp^al allowance factor increases, the new 

rate would have a greater effect on program savings. After 5 years, the 
total savings associated with reducing the special allowance factor 
would be as follows.
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At 3.0 percent, savings would be about $421 million—a present value of 
$344 milUon.
At 2.76 percent, savings would be about $838 million—a present value 
of $686 million.

Guaranty Agencies Would 
Continue to Ensure Access

Guaranty agencies can readily fill the gap between student loan demand 
and commercial loan supply caused by a moderate reduction in the spe­
cial allowance factor. In comparison to their historical lending activity, 
guaranty agencies' current Stafford loan volume is relatively small. 
Moreover, a recent surge in guaranty agency lending is attributable to 
some of the agencies voluntarily deciding to finance Stafford loans to 
students who are ineligible for the federal in-school interest subsidy. 
This suggests that—in terms of making loans to qualifying students— 
the guaranty agency lending structure has the capacity to accommodate 
additional demand."

Figure 3 illustrates how guaranty agencies’ Stafford loan volume has 
changed over time.

Although the law obligates guaranty agencies to offset private loan capita! shortfalls, we believe-
for the ranges we specify—the agency lending induced by a moderate reduction in the special allow­
ance factor is (1) an appropriate supplemental measure and (2) consistent with using direct loan 
programs as a safety net for student borrowers.
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Figure 3: Guaranty Agenqr Stafford Lending by Dollar Volume (1972-89)

MO
560

Source. Department of Education

Guaranty agency lending peaked at $502 million in fiscal year 1981, 
acfjusted for inflation. This peak had declined to $269 million—a 48-per­
cent reduction—by fiscal year 1989. As a percentage of dollar volume, 
guaranty agency lending peaked at 7.4 percent in fiscal year 1979. Guar­
anty agencies accounted for about 3 percent of Stafford loans originated 
in fiscal year 1989.

Legislative changes and program maturity explain the most notable pat­
terns in guaranty agency lending that occurred between fiscal years 
1977 and 1981, and fiscal years 1986 and 1989. Between 1977 and 1981, 
the volume of Stafford loans made by guaranty agencies increased 
almost 1,000 percent—from $48 to $602 million. This coincided with the 
implementation of the Middle Income Assistance Act of 1978, which 
greatly expanded the pool of eligible students but preceded the wide­
spread private sector participation exhibited today.

Beginning in 1981, guaranty agencies’ Stafford loan volume declined for 
6 consecutive fiscal years. Initially, this was due in part to a needs test 
that required Stafford loan applicants with incomes greater than
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$30,000 to show need to qualify for federally subsidized loans. Conse­
quently, the pool of eligible applicants contracted. Moreover, as the pro­
gram’s popularity grew with lenders, the need for guaranty agencies to 
make loans diminished. Between fiscal years 1977 and 1981, the number 
of commercial lenders and their volume of loan originations grew by 
about 90 percent and 686 percent, respectively.

Changes mandated by the Higher Education Amendments of 1986 
appear largely responsible for the recent growth in guaranty agency 
lending. This legislation requires, among other things, that all Stafford 
loan applicants show need in order to qualify for a federally subsidized 
loan. In an attempt to “re-enfranchise” the middle class, some guaranty 
agencies began making Stafford loans to students displaced by the needs 
test.® As a result of these special loan programs, guaranty agency 
lending increased by almost 80 percent between fiscal years 1986 and 
1989.

High-Volume Lenders High-volume commercial lenders—those most crucial to the program’s
Seldom Leave the Program success—rarely leave the Stafford loan program. We defined the largest

lenders as those included in the cohort that accounted for at least 60 
percent of Stafford loan originations in fiscal years 1977 through 1986. 
We measured program retention by determining what proportion of 
these lenders continuously participated through fiscal year 1989. The 
retention rates for the lender cohorts ranged from 98 to 100 percent.

Our survey indicated that high-volume lenders discontinue or curtail 
their participation generally for reasons other than dissatisfaction with 
student loan profits. For illustrative purposes, consider the cohort of 
commercial lenders in fiscal year 1977. The top 160 lenders accounted 
for about 62 percent of all Stafford loans made in that year. We found 
that 156—about 98 percent—made Stafford loans in 1989. Only 2 of the 
4 lenders who no longer originate loans stopped because of their dissat­
isfaction with student loan profits.

®Althou}ili these loans are guaranteed again.st default, guaranty agencies usually do not receive spe­
cial allowance payments for them.
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A Lower Special 
Allowance Could Result in 
More Loans by Fewer 

Lenders

A reduction in the special allowance factor could accelerate the trend 
toward reducing the number of participating lenders and concentrating 
the student loan market among large-scale lenders. Since the 1986 revi­
sions to the subsidy, Stafford loan volume from commercial lenders has 
risen in spite of a decline in the number of active lenders. Figures 4 and 
5 show the trend in commercial lender participation between fiscal 
years 1985 and 1989.

Figure 4: Active Lenders, in Thousands
(1985-89) 12000 AcUv* LMidM 
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Figure 5: Amount of Stafford Loans 
Made by Commercial Lendera (198&89)
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Before fiscal year 1986, the number of commercial lenders who made 
Stafford loans had increased each year since the program’s inception. 
The number of lenders has declined slightly each year since 1986, from 
11,179 to 9,207 or about 18 percent by fiscal year 1989. During this 
same period, however, the dollar value of Stafford loans made by com­
mercial lenders increased about 16 percent, from $7.6 to $8.8 billion.

Ehiring this same period, the proportion of commercial lenders who 
made the largest share of Stafford loans had also declined. The largest 
230 commercial lenders accounted for 60 percent of Stafford loans made 
in fiscal year 1985. By fiscal year 1989, the largest 100 lenders 
accounted for the same percentage of Stafford loans.

Because commercial lenders with high volumes rarely leave the pro­
gram, the subsidy reductions probably forced some marginal lenders to 
leave. This kind of "market shakeout” is common among industries, 
such as student loan operations, that exhibit economies of scale.^ In the 
student loan market, some low-volume lenders who were unable to take 
advantage of economies of scale in their operations discontinued their

^Economies of scale exist when lower unit costs are achieved by expanding the scale of operation— 
increasing output. In such situations, smaller scale operations tend to be inefficient; that is, their 
average total costs are greater than in a larger scale enterprise.
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Student loan business. It is likely that larger, more efficient lenders 
absorbed these vacated market shares. We beUeve that another reduc­
tion in the special allowance would add momentum to this trend.

Limitations of Our 
Statistical Analysis

Our forecasts of commercial loan supply expected under lower special 
allowance factors should be viewed with caution. The forecasts are 
predicated on the relationship between loan supply and the relative rate 
of return on Stafford loans described by the regression equation. A 
regression model’s scope is restricted ordinarily to the interval of values 
observed during the analysis period, in this case the range of changes in 
relative returns received by lenders between 1973 and 1989. The linear 
regression model appears appropriate for estimating the change in loan 
supply associated with reductions to the special allowance that fall 
within this range. In particular, we believe that it adequately supports 
our recommendation for a reduction of the special allowance to 3.0 per­
cent. Using the regression results to estimate the effect of a reduction 
that falls far outside the observed range would be hazardous because we 
cannot be sure that the regression equation that fits the past data is 
appropriate over a wider range of values.

Conclusion A modest reduction to the special allowance factor could help reduce the 
costs of guaranteed student loan programs to the federal government, 
yet still provide enough incentive to ensure adequate levels of commer­
cial lender participation. A lower special allowance factor would achieve 
substantial program savings without (1) adversely affecting the Staf­
ford loan program’s reliance on loan capital supplied from the private 
market, (2) attenuating students’ access to subsidized loans, or (3) dis­
couraging the segment of commercial lenders most vital to the program 
from participating. We estimate that reducing the special allowance 
factor to 3 percent would result in about a 1-percent decrease in pro­
jected commercial loan volume. Any reduction in participation by 
lenders is likely to be balanced at least in part by increased volume from 
high-volume lenders.

Recommendation We recommend that the Congress lower the special allowance factor to 
3 percent.

Agency Comments The Department of Education, the Student Loan Marketing Association 
(Sallie Mae), and two national trade and professional associations for
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commercial banks—the Consumer Bankers Association, and the Amer­
ican Bankers Association—provided written comments on a draft of 
this report. While the Department generally agreed with our findings 
and recommendation, it suggested undertaking concurrent legislative 
measures to reinforce the financial condition of guaranty agencies. Sallie 
Mae and the two trade associations, citing inadequate profits for 
lenders, recent declines in lender participation, and guaranty agencies’ 
inability to fill the ensuing gap between Stafford loan demand and 
supply, expressed misgivings about our conclusions and recommenda­
tion. Appendix III contains our evaluation of their comments.

We are sending copies of this report to the Secretary of Education, other 
congressional committees, and other interested parties. This report was 
prepared under the direction of Franklin Frazier, Director, Education 
and Employment Issues, who can be reached on (202) 275-1793. Other 
ms^r contributors are listed in appendix V.

Lawrence H. Thompson 
Assistant Comptroller General
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Appendix I

Statistical Methodology

We used multiple regression analysis to quantify the impact of lower 
special allowance factors on the commercial supply of Stafford loans. 
Our task involved estimating a commercial supply curve for Stafford 
loans ‘ With regression analysis we estimated the commercial loan 
volume associated with changes in the difference between the return on 
student loans and the yield on Treasury bonds, while controlling for the 
effects of other supply-related variables. With the results of this statis­
tical technique, we predicted the volume of Stafford loans that corre­
sponded to lower special allowance factors.

Before specifying the final regression equation, we conducted diagnostic 
tests to identify possible violations of the assumptions underlying the 
general linear model. The results indicated cointegration between the 
natural logarithms of commercial loan volume and activities of the Stu­
dent Loan Marketing Association (Sallie Mae). Therefore, our analysis 
consisted of a two-step estimation procedure: a long-run model and an 
error-correction model that captured the short-run dynamics.

Data Sources
The data used to specify the regression models came from three dif­
ferent sources. The Department of Education supplied the information 
on total Stafford loan commitments. Guaranty agencies provided data 
for the years in which they made Stafford loans.® Lastly, Sallie Mae pro­
vided the information on its loan purchasing and warehousing activities. 
The database is expressed in 1982 dollars and contains 67 quarterly 
observations from first quarter 1973 through third quarter 1989. Each 
independent variable is defined in appendix II.

For our 6-year forecast of Stafford loan volume, the Ckmgressional 
Budget Office provided us with projections on the unemployment rate, 
the 91-day Treasury bill (T-biU) rate, and the yield on 10-year Treasury 

notes.

'Because market observations typically entail only equiUbrium pricesqu^tities, separa^ out 
demand and supply effects—termed the identification problem—is difficult. Ho^^er.^e i^ntiHca- 
tion problem does not exist in the guaranteed student loan market. Student loan demand commer­
cial loan supply are not equal, and both are observed separately. Throughout the program s hi^ry, 
student loan demand has exceeded commercial loan supply. Guaranty agencies have made up the 
difference either in their role as lenders of last resort or under specialized loan programs that serve 
students who fall outside of the program's intended target group.

®For our modeling, we defined the volume of commercial lending as the difference between these two 
sources.
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Regression Equation 

for Long-Run Model
Commercial loan volume—expressed in natural log form—is the long- 
run model’s dependent variable. Table I.l displays the long-run model’s 
regression coefficient estimates and their associated standard errors.
The coefficient estimates show a direct relationship between commercial 
loan volume and Sallie Mae activities; a 10-percent increase in Sallie Mae 
activities increases commercial student loan volume by almost 6 percent. 
This is expected because the Congress created Sallie Mae for the sole 
purpose of providing capital to commercial lenders so that they can 
make student loans. Events that provide more lending capital, such as 
increases in Sallie Mae’s activities, would increase commercial student 
loan volume. Conversely, events that reduce lending capital would 
reduce commercial loan volume.

Table 1.1; Refireasion Equation for Long- 
Run Model* Regression

Variable coefficient Standard error
Sallie Mae warehousing and purchasing 0.4706^ 0 0534
Constant -2.6919*> 0.3152
R2 0.5370

’The dependent variable ia commercial loan volume. Variables are expressed in natural log form. 
^Signidcant at 5-percent level ol confidence

Regression Equation 

for Short-Run Model
Change in commercial loan volume—also expressed in natural log 
form—is the short-run model’s dependent variable. We estimated the 
short-run model using the error-correction term—calculated from the 
long-run model—as a regressor. The regressor is the one-period lag of 
the residual from the long-run model. The sign of this coefficient is nega­
tive. When transitory conditions cause loan supply to move above its 
long-run equilibrium during one period, loan supply will decline in the 
next period. Table 1.2 shows the results of the short-run error-correction 
model.
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Table 1.2: Regreasion Equation for Short- 
Run Model

Appendix I
Sutistical Methodology

VariaWa
Change In relative rate of return 
Lagged change in relative rate of return
Change in unemployment rate_______
Second quarter
Interaction term—second quarter/trend
Second quarter interaction term squared 
Third quarter
Interaction term—third quarter/trend 
Third quarter interaction term squared 
Fourth quarter _____ _________
Interaction term—fourth quarter/trend 
Fourth quarter interaction term squared
Trend________________________
Trend squared
Gramm-Rudman-Hollings ______
Laqged-error correction term 
Rho

, Constant

Regression
coefficient

-0,0075
0.0453'’
0.0066
0.1533
00282'’

-0.0003'’
1.1645'’
0.0256*’

-0.0003'’
0.4494'’

-0.0222=
0.0002=

-0.0034
0.0001

-0.0251
-0.1595=

0.1124
-0.5164'’

0,9790

Standard error
0.0149
0.0148
0.0366
0.2473
0.0113
0.0001
0 2703
0.0119
0.0001
0.2325
0.0109
0.0001
0.0091
0.0001
0.0774
0.0818
0.1646
0.1894

»TTie dependent variable is the change in the Natural Log of commercial loan volume.

'’Significant at 5-percenl level of confidence.

'Significant at 10-percenf level of confidence.

The coefficient estimate associated with the variable of interest—the 
rate of return—is negative, which is the “wrong” sign. More important, 
however, the estimate is very small and not statistically significant at 
any of the conventional confidence levels. This suggests that commercial 
loan volume is unresponsive to variations in lenders’ rate of return 
within the observed ranges.

On the other hand, the coefficient associated with the one-period lag of 
rate of return is positive and statistically significant. Although this coef­
ficient is also fairly small, it suggests that lowering the rate of return 
would have a negative effect on commercial loan supply in the following 
quarter. Based on this coefficient, a 1-percentage-point cut in the special 
allowance factor would reduce commercial loan volume by about 4.5 

percent.
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In specifying our regression models, we may have omitted several vari­
ables that could affect student loan volume. However, our analysis of 
the regression's residuals did not indicate any systematic pattern of 
exclusion. As specified, the most influential variables are the 
seasonality terms, lagged change in the rate of return, and the error- 
correction term.
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Variables Used in the Regression Models

Sallie Mae Activities
Serves as a proxy for the secondary market for guaranteed student 
loans. Secondary market participants purchase loans from originating 
lenders, thereby providing them money to make new loans. Sallie Mae 
holds about 50 percent of all guaranteed student loans.

Change in Relative Rate of 

Return

The one-period change in the difference between the rate of return on 
Stafford loans and the yield on 10-year Treasury notes. It is an indicator 
of the return from Stafford loans relative to comparable investment 
opportunities.

Lagged Change in Relative 
Rate of Return

Measures the change in the relative rate of return from two periods ago 
to the previous period.

Change in Unemployment 

Rate

Measures the change in the unemployment rate from the previous 
period to the current one. The unemployment rate captures effects on 
commercial loan volume associated with business cycle fluctuations.

Quarterly Indicators and 
Interaction Terms

Capture the fluctuations in loan volume that occur seasonally over the 

course of the year.

Trend/Trend Squared Capture any tendency of loan volume to exhibit increases or decreases 
over time that are unexplained by the other variables.

Gramm-Rudman-Hollings Captures the uncertainty related to the return on student loans caused 
by the possibility of Gramm-Rudman-HoUings sequestrations.

Lagged-Error Correction 

Term
Captures the deviations from loan volume predicted by the long- run 
model, lagged one period.

Page 22 GAO/HHD-92-7 Student Loan Subsidies



Appendix III

Agency Comments and Our Evaluation

The Department of Education, the Student Loan Marketing Association 
(Sallie Mae), and two associations representing commercial banks—the 
Consumer Bankers Association (cba) and the American Bankers Associ­
ation (aba)—commented on a draft of this report.

The Department of 

Education
The Department generally concurred with our fmdings and expressed 
support for our recommendation, along with some reservations. 
Notably, the Department suggested that the Congress develop new 
lender-oMast-resort provisions in cor\junction with a reduction to the 
special allowance factor. While we are not in a position to make such a 
recommendation, given the critical role of loan assistance, we acknowl­
edge the merit of strengthening the program’s safety net. Therefore, we 
encourage the Department to submit a proposal pursuant to this goal 
regardless of whether the Congress lowers the special allowance factor.

Sallie Mae, CBA, and 

ABA
Our evaluation focuses on three prominent concerns identified by Sallie 
Mae, CBA, and aba. These include low profitability of student loans, 
recent declines in lender participation, and guaranty agencies’ inability 
to increase lending activity. These organizations also referred to con­
cerns about lender practices and program conditions that lack major 
implications to the Stafford program and, therefore, we did not address 
them.

Low Profitability of 
Student Loans

All three organizations claimed that Stafford loans are barely profitable. 
Each died a recent cba study that showed the average pretax yield on 
student loans is 89 basis points, or less than 1 percent, which compares 
unfavorably to other types of loans.' They also asserted that a reduction 
in the special allowance factor would further reduce the profit level and 
drive many lenders out of the student loan business. Also, cba suggested 
that 10-year Treasury notes are not appropriate for computing the rela­
tive profitability of Stafford loans.

Our statistical modeling indicated that changes in commercial loan 
volume were invariant to changes in the relative rate of return. This 
suggests that the rate of return on Stafford loans was higher than the 
return required to maintain the level of commercial loan volume needed 
to meet student loan demand. Empirical support for this contention was

'One hundred basis points equal 1 peirentage point.
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provided in 1986 when commercial loan volume did not decrease notice­
ably as a result of the 25-basis-point reduction. Our regression analysis 
indicates that another small reduction would not materially affect loan 

volume.

We selected the yield on 10-year Treasury notes to calculate historical 
relative rates of return on Stafford loans, because this investment 
instrument entails a comparable risk factor and expected income 
schedule. Besides using the 10-year Treasury notes, we also compared 
lenders’ relative rates of return from Stafford loans to other invest­
ments with similar risk and maturities, such as municipal and state 
bonds. We found that the gross return from student loans was consist­
ently higher than the return on these investments and, on average, 
higher than the return on several other comparable investments.

Recent Declines in Lender 
Participation

Sallie Mae, cba, and aba referred to reductions in the number of lenders 
participating in the student loan program, cba and Sallie Mae note that 
lender participation declined 29 percent from 1987 to 1990, with Sallie 
Mae emphasizing the drop in 1990.

The Stafford program is primarily intended to serve students, and as 
such, we believe the proper concern is with the conunercial student loan 
volume supplied, not the number of participating lenders. Although 
throughout the program’s history some lenders have withdrawn from 
the program as loan volume increased, market share has become more 
concentrated among the largest lenders—those most critical to the pro­
gram’s success. Our review of lender participation data shows that the 
largest lenders seldom discontinue or curtail their participation. For 
example, only 2 of the largest 160 commercial Stafford loan lenders in 
1977 had withdrawn from the program as of fiscal year 1989.

When we began our review, data on the Stafford program only extended 
to fiscal year 1989. However, our analysis incorporated the declines in 
commercial loan volume occurring in fiscal years 1977 (6 percent), 1982 
(25 percent), and 1986 (4 percent), which were all of greater magnitude 
than the approximate 1-percent drop in 1990 reported by Sallie Mae. 
Including 1990 data woidd not alter the results reached or the conclu­
sions drawn by our work.

We agree that the Stafford program’s 1990 statistics warrant careful 
review. However, given the relatively minor drop in commercial loan
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volume, diagnosing 1990 as the beginning of a long-term condition would 
be premature.

Guaranty Agencies’ 
Inability to Increase 
Lending Activity

Sallie Mae, cba, and aba expressed doubts that guaranty agencies can 
make up for the potential drop in commercial loan volume expected to 
accompany a reduction to the special allowance factor, aba suggested 
that lenders will first reduce loans to students attending trade schools, 
causing guaranty agencies to increase their lending to the highest-risk 
borrower population. Sallie Mae noted that legal constraints prohibit 
many guaranty agencies from making direct loans, and that three guar­
anty agencies performed most of the direct lending undertaken in 1989.

For the ranges specified in the report, we anticipate that only a mod­
erate decline in commercial loan volume would accompany a reduction 
to the special allowance factor. This leads us to believe that guaranty 
agencies can bridge the gap between loan demand and commercial loan 
supply, even if that entails making more loans to riskier students. Guar­
anty agency costs may rise, because loans to high-risk students might be 
more expensive to service and collect, but the underlying capacity 
exists.

The law requires states to serve as the ultimate lender of last resort. 
Some states that do not allow their guaranty agencies to make direct 
loans instead funnel public funds through their agencies to third parties, 
such as nonprofit educational foundations, who administer direct loan 
programs on their behalf. In other cases, commercial banks perform 
lender-of-last-resort functions for guaranty agencies. Our report does 
not account for the lender-of-last-resort activities of commercial banks 
and thereby may actually understate the historical levels of direct 
lending. Also, Sallie Mae—at the Secretary of Education’s request—can 
make direct loans to satisfy any student loan demand unmet by commer­
cial institutions and guaranty agencies.
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Coininents Froin the Department of Education

UNITED STATES DEPARTMENT OF EDUCATION 
OrriCE OF POSTSECONDARY EDUCATION

SEP I 0 1991
Franklin Frazier, Director
Education and Employment Issues
Human Resources Division
United States General Accounting Office
Washington, DC 20548
Dear Mr. Frazier:
Thank you for the opportunity to review the GAO Draft Report, 
"Stafford Student Loans: Lower Subsidy Payments Could Achieve
savings without Affecting Access," GAO/HRD 91-100, issued July 30, 
1991.
All participants in the Stafford Loan Program can, and should make a 
contribution to reducing costs and improving the effectiveness of 
that program. The Department also agrees with your conclusion that 
a moderate reduction in the special allowance, from the present 3.25 
percent to either 3 or 2.75 percent could generate significant cost 
savings in the Stafford Loan Program. Therefore, the Department 
sees merit in the change you suggest. In our Reauthorization 
proposal, the Administration has already proposed to reduce the 
special allowance to 3 percent for lenders with cohort default rates 
above 20 percent. We would have few problems implementing this 
reduction in our operations.
We believe that your analysis that a reduction in the special 
allowance would accelerate the current trend of smaller lenders 
discontinuing their participation in the Stafford Loan Program is 
correct. We share your view that this action would further 
concentrate student loan activity at a few hundred large lenders.
However, a special allowance reduction must be carefully studied 
before reaching a decision. Vour analysis indicates that the 1986 
reduction in the special allowance from 3.5 percent to 3.25 percent 
had no observable effect on lender participation in the Stafford 
Loan program. A recent Department study, Lender Profitability in 
the .student Loan Program, also found that current Stafford Loan 
subsidies provide a high level of profitadsility. That study found 
that Stafford Loans are currently more profitable than many other 
lending activities, and pose substantially less risk than many other 
types of loans because of the Federal guarantee. However, several 
recent trends in the Stafford Loan program have emerged which did 
not exist in 1986 and the 1985-89 period of the Department's study.

400 MARYLAND AVI.. S.W. WASHINGTON. OJC. t0202
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These trends have already had an impact on loan profits and have 
affected loan access for students. These are:

o Guarantee agencies are scrutinizing lenders' default claims 
more closely, and guarantors have increasingly denied claims 
because of the lender's failure to comply with due diligence 
requirements;

o Secondary markets are having trouble arranging financing and 
this has resulted in less liquidity and driven some lenders 
from the program; and

o Lenders have begun to restrict lending to students attending 
trade schools because those loans are less profitable because 
of their higher operational coats, lower average loan amount, 
and shorter in-school periods.

The Administration is committed to Increasing access to 
postsecondary education, enhancing choice, and ensuring the 
financial stability of guarantee agencies. We must be careful that 
any reduction in special allowance does not interfere with our 
achievement of these objectives.

Therefore, we assume that while Stafford Loans would continue to be 
profitable under a reduced special allowance, the combination of a 
reduced subsidy and higher costs incurred from denied default claims 
will shift lenders away from making less profitable loans. In turn, 
this will create a greater demand on guarantee agencies who are 
required to serve as the Lander of Last Resort. Some guarantee 
agencies simply could not meet a high demand, and this could 
negatively affect the financial stability of others. New Lender of 
Last Resort legislative provisions should be developed in 
combination with any special allowance reduction to preserve loan 
access to students and to safeguard the financial stability of 
guarantee agencies.

Thank you again for this opportunity. If you have any questions, 
please contact Ernst Becker, Director of the Division of Quality 
Assurance at 708-5620.

Sincerely,
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Association

STUDENT LOAN MARKETING ASSOCIATION 
1050 Thomas Jatfarson Straei N.W 
Washiogion D.C. 20007-3871 
202-298 3075

albert l lord
v<e PrwMJew «nd 

Opewing Otticef August 26, 1991

Mr. Joseph J. Eglin, Jr.
Assistant Director
U.S. General Accounting Office
Human Resources, Division
GAO Building
441 G Street, N.W.
Washington, DC 20548

Dear Hr. Eglin:
Me appreciate the opportunity to comment on the GAO draft report 

regarding possible changes to the Special Allowance paid 
guaranteed student loans. You can be certain we have considered your 
report carefully. We believe the observations and conclusions to 
support GAO'S recommendation for a 50 basis point reduction in the 
special Allowance are seriously flawed.

The central conclusion of the GAO report is that aggregate GSL 
lending volume will be reduced only minimally by the proposed 50 
basis point reduction in lender compensation. Important to this 
conclusion is your assertion that guarantors, acting as lenders of 
last resort, will mitigate the loss of commercial lender support.

This letter addresses, in some detail, the hey assumptions made 
in your report. As a general observation, however, we st^le with 
your concept that commercial banks will continue to partici^te in 
this program virtually without compensation (the average after-tax 
return of the student loan would fall to about 25 basis points). 
Further, we believe there is substantial wishful thinking involved in 
the notion that guarantors have the capital and capability to be 
significant direct lenders.

current information on the GSLP lending activity by commercial 
lending institutions and guaranty agencies provide no basis for these 
conclusions. Sallie Mae is a keen observer of the economics of 
student lending as well as the behavior of commercial lenders and 
guarantors. Our view as to the effect of GAO's proposed special 
allowance reduction is very different than your conclusion. 
Congressional reliance on the GAO's reported findings would imperil 
future GSLP access for a significant population of eligible 
borrowers.
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He believe the GAO's prediction of a $1 billion decline In 
lending attributable to the recoBsended cuts in the Special Allowance 
is grossly understated. But even if GAO's conclusion were to be 
close to correct, we view seriously the significance of that $1 
billion decline in loans to students. Me do not disnlss so lightly 
borrowers' loss of access to nearly 400,000 student loans.

Our detailed observations follow: 
jl|jaggggWS!MT np T.VMnVW CQMHI'mEMT TO CST.P PARTTCTPATTOM

>A iMMr Speelsl Al] 
coMsrelal lending." (GAO should

r P*
little cbenge In

Recent trends in conaercial lender GSLF participation Indicate 
that such landing is in a critical period. Proa 1987 to 1990, 
coaaercial lander participation in the Q5LP declined by about 29%, 
with the largest decrease occurring in 1990 (see Exhibit I). The 
decline of coaaerolal lender GSLP participants (28.6%) exceeded the 
decline in total D.S. financial Institutions (17.75%). Approxiaately 
38% of GSLP lender withdrawal was voluntary as differentiated fros 
those resulting froa institutional aarger or failure. This 
clrcuastance indicates to us that eoBaarcial lender support for the 
GSLP has waned substantially since 1986. Ha expect further erosion 
in support even without a change in the special Allowance.

In support of its case tor further reduction of the Special 
Allowance, the GAO has, based principally on anecdotal infomation, 
suraised that "Mhen large-scale lenders discontinue or curtail their 
[GSLP] participation, it is generally for reasons other than 
dissatisfaction with student loan profits* (GAO Report, p. 13). This 
notwithstanding the fact that in the saae paragraph the GAO 
acknowledges that 50% of lenders it surveyed who ceased originating 
loans did so because of dissatisfaction with student loan profits.
He believe that all prograa participants are motivated by 
coapensatlon which appropriately rewards risk taking. The other 
reasons (not enuaerated in your report) lenders may have cited, such 
as program complexity, onerous due diligence requirements, high 
prograa adainistration expense, losses due to default claim 
rejection, etc., all translate into profitability-related concerns.
Me suspect aore than 90% of lender terminations are caused by 
coapensatlon insufficient to cover the risks in the GSLP.

In asserting that "The rate of return aost coaaercial lenders 
receive on Stafford loans is probably higher than the return 
necessary to retain tbea in the prograa" (GAO Report, p. 4), the GAO 
directly contradicts our experience with the largest lenders in the 
prograa. The GAO overstates the real return on the GSL and
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iindarstates banka' required return on assets. Heightened concern 
jiVinii't bank caoltal has focused their attention on asset returns. a^Se “ thuSi! ieU rJTbenks have after-tax asset ret^ns of about

Leas to diswias other factors that have reduced cs^ profi^iUty 
well beyond the 25 basis point Special Allowance cut in 1986. 
specifically, these factors are;

o Introduction of substantial lender risk-sharing,
accordingly, a substantial increase in loan losses;

o Increased conplexity and costa; and
o A resultant reduction in the student loan's liquidation 

value in the marketplace.
we strongly believe that 1990 was a turning point in co^rcial 

lender perceptiL of GSLP participation. As the ^^^her earnings 
contributions of loans eligible for the payment of a T-bill + ^.SO 
special allowance have declined, lenders have ^ome far 
of^he lower net return and more sensitive to servicing
costs increasingly, commercial lenders have ceased programor Jri .Ooptio, ,»ort-t«. OSW aosipood to
facilitate withdrawal from the program should tto ^lue of 
participation further deteriorate. The most visible of these 
strategies include:

o cessation of lending to high cost/high risk segments of the 
student borrower population.

o Transfer of GSLP origination and servicing fractions to a 
third-party agant to eliainate further investnent in GSLP 
operations.

AS has been widely noted by the industry's observers, the net effects of lender response to declining portfolio 
profitability over the last 24 months have been:

o The well-publicized diminution of GSLP access for certain 
proprietary school and community college students.

o A withdrawal of "national" and regional lenders from what 
are perceived as low-profit state markets.

o commercial lender refusal to provide funding for guaranty 
agency-sponsored loan of last resort programs.
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o Concentration of high-voluM GSLP servicing capability
among relatively few contract servicing organizations that 
currently service 87% of all outstanding GSLP loans.

These effects were concretely evidenced in 1990 when, for the first 
tine since 1986, commercial lenders' GSLP origination volume declined 
(see Exhibit II). This decline was not addressed in the GAO Report. 
This 1990 drop in loan volume occurred in a period in which there was 
no evidence of a corresponding decline in loan demand. In fact, 
enrollment and education cost statistics suggest an increase in loan 
demand. This reduction in commercial lender-generated loan volume 
directly contradicts the GAO's assumption that large lenders who 
continue GSLP participation will fully absorb unmet loan demand 
resulting from cessation of lending activity by former GSLP lenders. 
Moreover, the current existence of localized access problems points 
up the weakness in the GAO's failure to acknowledge important 
differences in geographic and school sector-based support among 
commercial lenders. Failure to acknowledge these differences will 
inevitably lead to dubious conclusions regarding the potential impact 
of further reduction in the Special Allowance on loan access.
XggWSaMKMT OF 'PWB PmT.XTTVm PROFITABILITY QP GSLP ASSETS

"The financial return on Stafford Loans is high relative to
oomparabla investaants.* (OM> Rqwrt, p.7)
Our examination of the relative net rates of return on various 

consumer loan products that constitute "comparable investments" to 
GSLP loans reveals that the GAO's conclusion on this point is simply 
Incorrect. In fact, comparative average 1989/1990 net return data 
released by the Consumer Bankers Association and the Federal Reserve 
indicates that the average net return on student loan is 
substantially below that of other typos of consumer loans. 
Specifically, an analysis of 1989 pre-tax returns on various 
guaranteed and consumer loan products delivered through commercial 
lending Institutions (see Exhibit III) reveals that:

o The average Guaranteed student Loan produces a net yield of 
89 basis points.

o The average unsecured consumer loan portfolio produces a
net yield of 330 basis t»oints—nearly three times that of a 
GSL nortfollo.

o The average portfolio of 100% guaranteed/collateralized SBA 
loans produces a net return of 367 basis points—three
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o The average credit card portfolio produces a net return of 
328 basis points—nearly four tines that of a GSL 
portfolio.

Each of the returns set forth above is net of credit losses to be 
comparable to GSL returns.

The above consumer loan return information is in marked contrast 
to the assertion made by the GAO. Since there is no source data 
referenced by GAO, we are not able to square their observations with 
the industry-provided statistics. Not surprisingly, we conclude from 
the above comparisons that the more than 50% cut in net earnings 
inherent in the GAO's recommended Special Allowance reduction would 
precipitate broad-based reevaluation of GSLP participation among 
large, mid-size and small commercial landers. At a minimum, one 
could expect banks to focus their support on the least costly segment 
of the student loan market.

ASSESSMENT OF GUARANTY AGENCY CAPABILITY TO ASSURE ACCESS

"Guaranty eigencies would continue to asaure accams." 
Report, p. 10)

(GAO

Based on its assertion that "Guaranty agencies can readily fill 
the gap between student loan demand and commercial loan supply" (GAO 
Report, p. 10), it appears that the GAO views the guaranty agency 
community as a ready and able "access assurance fall-back" if lender 
participation were to decline to or beyond the level forecast by the 
GAO as a consequence of a second cut in Special Allowance. We find 
no evidence in the report or elsewhere to support this view and, 
conversely, find considerable evidence to support the view that 
guaranty agencies cannot be counted on to serve as "safety nets" for 
borrowers displaced from the program. This view is supported by the 
following observations:

o A large number of guaranty agencies are not legally
empowered under their existing charters to engage in direct 
lending activity. Those that are so empowered are 
generally limited to making loans to either residents of or 
students attending schools in their designated state of 
operation.

o Many guaranty agencies currently do not have the
operational ability to implement and administer direct 
lending programs. They cannot be expected to be uniformly 
responsive to satisfying unmet loan demand in their states 
via a direct loan program. As a group they lack the 
efficiencies to originate loans within the cost limits
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inposed under a reduced Special Allowance payaent 
structure.

o Three quarters of all 1989 direct lending volune produced 
by guaranty agencies was generated by three gueuranty 
agencies and guaranty agency-affiliated direct loan 
agencies. Nearly half of that lending represented non- 
subsidized guaranteed loans to students froa aiddle to high 
incoae families who did not otherwise qualify for need- 
based Stafford loans, and whose loans are the least costly 
to administer. This type of lending activity is far from 
the global capability envisioned by the GAO.

Guaranty agencies and guarantor-affiliated direct loan agencies 
will encounter the same return related problems as commercial lenders 
under the reduced GSLP earnings rate scenario proposed by the GAO. 
Under last resort loan programs, it is lihely that returns would be 
even narrower for guaranty agencies than for commercial lenders. 
Specifically, state agency lenders principally will make loans to 
students who cannot obtain them from commercial lenders who view them 
as "high cost* borrowers, student loans to high default borrowers 
represent a net cost to lenders not a net return. Accordingly, 
rather than being the answer, guarantors could be put in a position 
of depleting their already thin capital levels.

Another key issue that the GAO has not addressed in its 
discussion of guaranty agency-administered direct loan programs is 
the question of how guaranty agencies would fund potentially high 
volume direct lending activity. Most guaranty agencies do not have 
the financial wherewithal to fund such programs. In fact, numerous 
agencies are struggling to maintain solvency as a consequence of the 
"Spend Down” of agency reserves earlier mandated by law as a revenue 
enhancing measure. Those agencies that could reasonably access the 
U.S. capital market would likely pursue tax-exempt financing which 
would both: 1) be limited by the agency's allocation of tax-exempt
funding authority under its state's tax-exempt financing cap; and 2) 
to the extent successful, have the affect of eroding Federal savings 
associated with a reduction in Special Allowance payments.

Finally, we suggest that the fact that very few guaranty 
agencies have actually implemented agency-funded loan of last resort 
programs casts serious doubt on the GAO's apparent assumption that 
such programs can or will be implemented simply by Federal fiat. The 
last resort obligations of guaranty agencies were not imposed by law 
as a means for the general substitution of guaranty agencies for 
unwilling financial Institutions. Rather, it was to provide a safety 
net for particular locales evidencing access problems. Picking up 
the pieces left by a generalized defection of program lenders is not
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contenplated in the law and would, no doubt, be resisted by guaranty 
agencies.
CQKCLUSlOH

The data and observations presented in this response to the 
GAO'S report on, and recouendation for, a 50 basis point reduction 
in special Allowance paynents suggests that such action could be 
expected to have a significant adverse iapact on future private 
sector support for the GSLP and, derivatively, on student and parent 
access to GSLP loans. In the light of the realities of the 
enviroraient in which the GSL progra* operates today, it verges on 
recklessness to suggest severely cutting an already aarginal return 
on the grounds that an earlier cut did not produce such dire program 
consequences.

While we recognize the Federal government's desire to reduce the 
costs of GSLP administration, we think the GSLP is at the point where 
commercial lender GSLP participants cannot be expected to withstand 
further reduction in Special Allowance emd where viable replacements 
for those lenders will simply not materialize.

Sincerely,

yd C—x:/
Albert L. Lord 
Executive Vice President and 

Chief operating Officer

Enclosures
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11/22/97

Sallie Mae Snubs New Student Loan Program:A Barron's Feature
By Jim McTague

NEW YORK (AP-Dow Jones)-A federal law passed this month to open up to 
private-sector lenders the business of consolidating government-guaranteed 
student loans has already backfired and driven market giant Sallie Mae to the 
sidelines.

Some big bank lenders like Crestar and Student Loan Corp., which is 80% 
owned
by Citicorp, will offer to consolidate student loans-that is, bring together 
into one package the several loans a student may have taken out while in 
college. But Sallie Mae, by far the largest participant in the student-loan 
market, and small banks are snubbing the program, mainly because the federal 
government insists on taking too big a cut of any profits. Sallie Mae had 
been
handling 34% of all consolidations.

This is yet another problem for Sallie Mae created by Congress and a reason 
analysts like Smith Barney's Tom O'Donnell have cut estimates, causing 
Sallie's
share price to plummet in recent weeks. As we've previously reported, another 
federal law that takes effect next July squeezes profits on student loans so 
dramatically that lenders predict students might have a problem borrowing 
tuition money. Congress went home this month without fixing that looming 
problem, spooking investors. Sallie Mae is confident repairs will be made 
before 
July.

An internal Treasury study will recommend some kind of adjustment in the 
law.
But there's always the possibility that any cure could be as bad as, or only 
slightly better than, the looming problem. That's keeping investors with weak 
stomachs out of the stock, which analysts had been predicting has the 
potential
in the next year to hit $180 a share.

Another scare factor: CEO Al Lord, who led a coup last summer against the



old
management, has filed to sell 7,800 of his 41,000 shares of Sallie Mae. "From 
a
public-relations standpoint," grouses O'Donnell of Smith Barney, "not a 
positive
move." But he doesn't think the sale foreshadows negative news from the 
company.
O'Donnell has, however, lowered his estimate for Sallie's fourth-quarter 
earnings to $2.48 a share from $2.58. For the full year, he looks for 
earnings
of $9.25 a share, and for 1998, he calls for $11.10.

Though the larger problem in July is likely to be revisited by Congress, 
there's hardly any prospect of an adjustment in consolidation loan fees by 
Congress until after next year's general elections. But Sallie Mae can live 
without that line of business.

Sallie Mae Vice President J. Paul Carey told Barron's last week that the 
company had quietly dropped its Smart Loan consolidation product because the 
new
law gives the government one-third of the spread on each transaction. "These 
loans were fairly low-yielding prior to passage of the law," Carey said.
Sallie
was able to charge the weighted average of the loans consolidated, rounded up 
to
the nearest whole percent. The new law fixes rates on consolidated loans at 
the
T-bill rate plus 3.1 percentage points, capped at 8.25%, with the Department 
of
Education taking 1.05% and leaving the consolidator with a profit of 2.05%. 
Additional consolidations are labor intensive, each one costing $350 up front 
because loans that have been sold off by the originators have to be tracked 
down.

Still another turnoff for Sallie Mae: The law is effective for just one 
year.
Carey said it would take four months to prepare payment algorithms reflecting 
the new pricing and to run tests on them.

Sallie Mae had been consolidating about $2 billion in government-guaranteed 
student loans originated by banks each year under the Federal Family 
Education
Loan Program. Until enactment of the new law two weeks ago, the Department of 
Education had the exclusive right to consolidate loans made under President 
Clinton's 1994 Direct Loan Program. But Electronic Data Systems, which has a 
$525 million contract with the department for origination, consolidation and 
servicing of student loans, was unable to meet the demand. A backlog of 
80,000
applications shut down the direct-loan consolidation program last summer.

Republican Buck McKeon of California, who chairs the House Subcommittee on 
Postsecondary Education, Training and Lifelong Learning, promoted the 
Emergency
Loan Consolidation Act of 1997 as a way of relieving the logjam of



applications
by giving the Department of Education some private-sector competition. After 
all, President Clinton had promoted the direct-lending program in 1994 as 
healthy competition for banks getting fat making student loans guaranteed by 
the
government. What was good for the goose was good for the gander.

Congress, much to the consternation of banks and Sallie Mae, passed the 
legislation without a single hearing or a single minute of debate. President 
Clinton threatened to veto the bill, but wound up signing it. We're told part 
of
the reason is that he realizes it eventually will embarrass Republicans. 
Students already are writing to Congress griping about not being able to do 
business through Sallie Mae.

EDS expects to have the Education Department's notorious loan-consolidation 
program back up and running in December, according to spokesman Randy Dove. 
In
the meantime, some 40,600 applications that were deactivated or withdrawn by 
EDS
when it shut the program now are fair game for private consolidators under 
the
new law.

This Congressionally inspired turmoil has not been fun for Carey and other 
members of the dissident group that ousted Sallie Mae's old management. "Some 
shareholders thought we were magic men and as soon as we walked in all of 
these
problems would be solved," he quipped ruefully.
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EXECUTIVE OFFICE OF THE PRESIDENT 
COUNCIL OF ECONOMIC ADVISERS 

WASHINGTON, DC 20500

SENIOR ECONOMIST

November 19, 1997

MEMORANDUM FOR JOHN GRUBER, TREASURY, 622-2633
BOB SHIREMAN, NEC, 456-2223

FROM; AARON EDLIN

SUBJECT: Auctions for College Loans

Enclosed is information for our 12:30 meeting on auctions for college loans.

Attachment



November 19, 1997

Issues for discussion regarding auction/market mechanisms for federally-guaranteed 
student loans

Problems with rate of return regulation
□ Difficult to set rate correctly

□ If too low, lenders unwilling to make loans.
□ If too high: accessibility is reduced; government and students pay too much; and 

banks profit, or worse yet, spend money on marketing.

Basic choices for the auction/market mechanism
□ Frequency of bidding
□ What is bid: quantity and fixed/variable interest rate
□ Prices to bid on

□ Bid on rate while loan deferred (in school or otherwise), holding rate during 
repayment fixed: government will capture cost-savings from auction.

□ Bid on rate during repayment, holding rate during deferment fixed: students 
capture cost-savings.

□ Bid on both rates: government and students split cost-savings.
□ Bid an amount paid for right to make loan (this is the Sallie Mae proposal): 

government captures cost-savings. '^a^ ci
□ Whom to bid to

□ Government: government may have an advantage if students are poorly-informed 
or make poor choices.

□ Students: students may be better able to take into account the value of borrowing 
from a single lender; however, they may not be as able to find the best deal among 
the many lenders.

□ Emphasis on multiple-sourcing?
□ Multiple-sourcing may keep the number of bidders high in the future
□ May also ensure that loans get made today

□ Option vs. obligation to lend

Possible pitfalls
□ Willingness to make loans

□ As competition squeezes profit margins, we are more likely to see lenders avoiding 
high-cost borrowers, or even all borrowers, in reaction to events such as an 
adverse change in interest rates.

□ Possible remedies include:
□ strengthening current regulations r^iring lenders to lend to all eligible 

students (these regulations exist ii/HEAli do they exist for FFELP?)
□ making lending an obligation for \^inninjg bidders, not an option, and 

imposing fines.
□ multiple-sourcing.

Other pitfalls?

m c.r 'ih- «-r i'-d,



HEAL: The Health Education Loan Assistance Program

Background

HEAL is a federally-insured loan program for graduate students in schools of medicine and other 
health professions. HEAL’s legislative authority expired in October 1995; currently loans are 
being made only to students who first borrowed prior to that date. If not reauthorized by 
Congress prior to October 1998 the program will be discontinued. In FY1996 $200 min in loans 
were disbursed, with $4 bln in loans outstanding. As of 1996, the default rate was less than 5 
percent.

Interest Rate Determination

Interest rates on HEAL loans are capped at the rate on the 3-month T-bill plus 3 percent. In 
addition, the Public Health Service Act requires the HHS Department to allocate insurance 

/ authority to lenders offerii^ more favorable terms to borrowers. A yearly bidding system was 

implemented in FY1993, and since then interest rates have fallen from T-bill plus 3 percent to T- 
bill plus 1.5 percent.

The bidding process:
1) HEAL aimounces the amount of available insurance authority and sends out a bidding form to 
authorized lenders.
2) Bidders name the interest rate at which they are willing to lend and the amount of insurance 
authority they are requesting, as well as any lending restrictions (e.g., state of residence).
3) HEAL calculates the cost to a borrower of each lender’s bid under the following scenario: 
$10,000 loan in final year of school, followed by 3 year intemship/residency, 9 month grace 
period, and 25-year repayment. This works out to about $30,000 dollars for a typical bid.
4) Based on these costs, HEAL divides the bidders into “cost bands”. All bidders with a 
borrowing cost within $500 to $750 of the lowest-cost bidder are placed in the lowest cost band.
5) HEAL insurance authority is allocated to all bidders in the lowest cost band, and then 
allocated to bidders in progressively higher cost bands until the insurance authority is exhausted.

Results of the FY1998 Auction V

There were two auctions: medicine and non-medicine (dentists, podiatrists, etc.). In the medical 
auction bidders were competing for $49 million in authority. Nine lenders submitted bids, and 
were divided into two cost bands. Only the three bidders in the lowest cost band received 
authority. The interest rates of the winning bidders were equivalent to T-bill + 1.5 percent. Only 
one of the winning bidders, the Pennsylvania Higher Education Assistance Agency, requested 
national authority and the full $49 min; the other two winners requested small amounts for 
residents of Vermont and Rhode Island.

In the non-medical auction bidders were competing for $36 min of authority. The three winning 
bidders (Pennsylvania, Mellon Bank, and Star Bank) all requested national authority and bid 
markups of about 1.5 to 1.7 percent.



Problems?

The schools dislike switching lenders every year. To minimize disruptions, HEAL has 
switched from allocating authority on a fiscal-year basis to allocating authority on an 
academic-year basis.

The number of lenders has fallen over time, from over twenty in FY1992 to less than five 
for the coming year. It is not clear how much of the reduction is due to the auction, and 
how much is due to the reduction in insurance authority that has occurred during the 
phase-out of the program.

According to a HEAL administrator there have not been any cream-skimming problems. 
Regulations require lenders to make loans to all eligible schools/students.
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Kathryn B. Stack
10/07/97 02:02:40 PM

Record Type: Record

To:

cc:

Robert M. Shireman/OPD/EOP, Wayne Upshaw/OMB/EOP

Subject: Re: interest rate

I haven't sat down to go over the numbers myself yet. Does this address your concern Bob?
---------------------------------------Forwarded by Kathryn B. Stack/OMB/EOP on 10/07/97 02:01 PM

William_Graham @ ed.gov
10/07/97 12:24:00 PM

Record Type: Record

To: Kathryn B. Stack

cc:
Subject: Re: interest rate

Message Creation Date was at 23-SEP-1997 09:29:00

William: Any conclusions on why our numbers on the cost to students don't 
match up with CBO's (multiplying the DL savings by 3)?

Bob and Kathy —

Sorry to take so long on getting back but here's the story.

First, CBO doesn't do estimates of student costs; they only do federal 
costs. For most of our papers, however, we use these estimates as the basis 
for our projections of costs to students.

CBO estimates the federal savings of the change to be $1.4 billion in BA and 
$1.150 in outlays, 98-02. They do not break this out for FFEL and Direct 
Loans. (The proposal increases the cost of FFEL and reduces the cost of 
DL.) If CBO's split is the same assumed in the ED model the breakout would 
be:

FFEL cost: 653 million
DL savings: -2,053 million 
Total: -1,400 million

As a preliminary approach, the total cost to students for the change would



be three times the DL value since DL has 1/3 the market. This would yield 
an estimate of $6.2 billion in additional student costs.

This amount needs to be adjusted, however, because CBO estimates do not 
account for Direct Loan borrowers who choose an alternative repayment plan. 
For unknown reasons, CBO assumes that a borrower's choice of repayment plan 
has no effect on the federal cost of a loan. (ED does not accept this 
assumption and calculates a separate subsidy rate for each repayment 
option.) CBO does recognize that choice of repayment plan will affect 
student costs, since interest accrues longer under the alternative plans.

Assuming the mix of alternative repayment plans estimated by ED (which, 
based on unofficial discussions, CBO seems to do), the cost to students of 
negating the interest rate break in July 1997 goes up to $7.3 billion.
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March 26, 1993

BSCTZOlf 4)2A
AMKUX& AOCTIOM OF WORTi TO KXXl FFSLP ZiOANB

(a) stat; In ordar to assura that tho return on
loans made undar this part la a narkat rata, this aactlon 

provides for the auction of rights to make such loans.

cP'gA.TTQW OF RIGHTS. (1) Annuallyr the Sacratary shall 
Issue rights to make loans under this part during such fiscal 
year (other than loans made pursuant to section 428C hereof).
Each right shall have a nominal value of $1.00 and an eligible 

lender shall be required to own rights with a nominal value equal 
to the initial principal balance of all loans made under this 

part which the lender originates (other than loans made pursuant 
to section 428C hereof). Rights allocable to a specific 12-month 

period shall not be transferrable to any other i2-roonth period.

(2) The secretary shall contract with a trustee to administer 

the auction process. The trustee shall be an entity authorized 

to perform all the duties required of tho trustee in this section
and shall have a capitalization of at least $------------------ ■ The
trustee shall manage the auction process, provide a mechanism to 

facilitate the exchange of righto between eligible lenders and 

establish a book-entry registry of all rights issued.

(3) on or prior to March 1 of each year, the Secretary shall 
make and publish a determination of the value of rights the 

Secretary shall issue by auction for the 12-month period 

beginning on the succeeding July 1. The Secretary's 
determination will reflect the Secretary's reasonable estimate of 

the total dollar amount of new loans to be made under this part
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during such 12-inonth period (other than loans nade pursuant to 

section 428C hereof).

^C) angTTQW PROCEDURES. (1) On or prior to April 1 of each 

year, any eligible lender wishing to malce loans under this part 

during the 12-month period beginning on the succeeding July 1 

shall submit a bid (or bids) to the trustee in accordance with 

procedures the secretary shall establish by regulation. Each 

such bid shall state the name of the bidder, the number of rights 

for which the bid is made and the price per right that the bidder 

is prepared to pay for such rights. All or part of an eligible 

lender^s bid (or bids) may be designated as a non-competitive
bid(B).

(2) Non-competitive bide are bids that are awarded at the same 

price as competitive bids. The maximum total amount of rights 

awarded on a non-competitive basis to any eligible lender in an 

auction shall be $ million.

(3) Determinations of awards of rights shall be made by the 

trustee after closing time for receipt of bids. In determining 

auction awards, the trustee shall accept in full all non­
competitive bids received by the closing time. Then, competitive 

bids shall be accepted, starting with the highest bids through 

successively lower bids until all rights ars awarded. Bide at 

the lowest price shall be proreted, if necessary, so that final 
awards exactly egual the amount of rights authorized for 

issuance. If the amount of non-competitive bids would absorb 

most or all of any auction, competitive bids will be accepted in 

an amount determined by the trustee to be sufficient to provide a 

fair determination of the price of rights auctioned and the 

issuance of non-cempetitive bids shall be prorated.
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C:NM^^\432A

<4) Th« pric* Of all rights auctlonad for any 12-nonth parlod 

shall be the prica of tha lowast bid aecaptad.

(5) Aftar tha conclusion of tha auction, tha trustaa shall 
announce tha auction results and provide notice of awards to 

successful competitive and non-competitive bidders.

(6) Recipients of auction awards must submit payment for all 
awards received no later than  days following receipt of tha 

award. Payment shall be made in tha manner designated by the 

secretary.

(d) OP RIGHTS. Subject to ths limitations in 

subsection (f), all rights acquired by eligible lenders under 

this section may be freely transferred to other eligible lenders 

at such price and on such terms as such eligible lenders may 

agree, provided that the trustee is notified of such transfer 

before the transfer shall become effective. Such notice shall be 

made in the manner prescribed by the trustee.

(e) ^DPiriouaL issuance. At any time following the award of 

rights for a 12-month period, an eligible lender may apply to tha 

trustee for additional rights for such period and, subject to 

limitations set in subsection (f), the trustee shall award such 

additional rights to the eligible lender. The price of each ouch 

right shall be the price of rights auctioned for ouch 12-month 

period as described in subsection (o) (3) plus percent of 

such amount. Payment for additional rights must be submitted at 

the same time as the request is made to the trustee for such 

additional righto.

(f) nTtncwfiTTY- In order to assure a bread marXet for the making 

of loans under this part, the Secretary may establish limits on
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CtSREPf\A32A

th« total amount of right* that an oligibla landar can o%m for 

any 12-month parlod, whether by way of initial auction award, 
purchase from another eligible lender or acquiaition in an 

additional leauanee.

(^) p^^ftwaSTiatlon. As of the final day of each 12-month period 

for which rights are iesued, an eligible lender must own rights 

with a nominal value equal to the original principal amount of 

loans mads by the lender for such 12-month period (other than 

loans made pursuant to Section 428C). In the event the nominal 
value of rights owned by the eligible lender is less that the 

original principal amount of loan* made by such lender for such 

12-month period, the insurance programs under this part shall 
only cover loans with an original principal amount eqpial to the 

nominal value of rights held by the lender. The determination of 

which loans made during such l2-month period are covered by 

insurance shall be determined chronologically, beginning with 

loans made on the first day of such period.

(Ii) ttavwRWTS NON-REFUWDABLE. Payments to the Secretary for 

rights shall not bs refundable in any circumstance, including 

cases where an eligible lender does not in fact in a 12-month 

period make eligible loans in an amount which squals rights held 

by such eligible lender for such period.

7
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1997 1998
Student Rate 

1999 2000 2001 2002
Cost

1997
current - 
tbill + 3.1

8.25 8.25
i . .'S'

8.20 7.86 7.60 7.60 1.36
2.01

1.72
1.07

proposed - 
10 yr+ 1

7.75 7.20
(s-lO

6.80 6.60 6.40 6.40 1.66
2.61

0.92
-0.03

back to 7.75 7.20 6.80 6.60 6.40 6.40 1.36 1.22
t-bill, student 
held whole

0.50 1.05 1.40 1.26 1.20 1.20 2.01 0.57

1998
1.72
0.97

0.27
-0.68

0.57
-0.08

Bank Return 
1999 2000
1.74 1.74
1.09 1.09

0.04
-0.91

0.34
-0.31

0.18
-0.77

0.48
-0.17

2001
1.74
1.09

0.24
-0.71

0.54
-0.11

2002
1.74
1.09

0.24
-0.71

0.54
-0.11

ir^C
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Meeting on Student Loan Interest Rates - 11/7 

I) Introduction - the policy issues

- current interest rate: 90 day + 2.5/3.1 /
- change in July 98: 10 year + 1 - rji/ifvvA ( T

- issue: can banks bear this?

II) Cost Factors for Banks

Cost Estimate (basis points)

Servicing 50-60

Overhead 15-35

Default Risk 7

Prepayment Risk 4

Origination Fee 5

Cost of Matched Funds - t-bill 55-90

Total - t-bill 136-201

Cost of Matched Funds - CMT 85-150

Total 166-261

Questions:

1) Costs of matched funds - what time frame?
2) Present range or average? (A

,,
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♦ Reduce Interest Rates and Up Front fees for Student Loan 
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♦ Preserve Choice for Schools and Students Among Federal 

Loan Programs

♦ Assure Long-Term Stability in the FFELP
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♦ Reduce the borrower interest rate cap from 8.25% to l ?s
x.xx%. ® ^

♦ Reduce the borrower paid loan origination fee by up to 2% 

for borrowers of Subsidized Stafford Loans.
♦ Reduce borrower interest rates by .25% in repayment

♦ 91-Day Treasury Bill + 2.85% in repayment,
91-Day Treasury Bill + 2.50% in-school.

♦ Lender return would be set at an eqivalent rate indexed to 1-Month 

LIBOR rates.

♦ Undo the scheduled interest rate change for PLUS loans, 

providing parents with a lower interest rate.
♦ Revise the Congressional Methodology as it applies to 

dependent and independent students.
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LOWER COSTS FOR STUDENTS

♦ Reducing the borrower interest rate cap to X.XX% 

provides borrowers with long-term, permanent protection 

against interest rate volatility and inflation.
♦ The proposal reduces the borrower rate by .25% in 

repayment.
♦ Targeting the origination fee reduction on borrowers who 

have been judged needy enough to qualify for Subsidized 

Stafford loans, allows those borrowers to have their up­
front fees cut in half (from 4% to 2%).
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LOWER COSTS FOR STUDENTS
♦ The 1993 cap reduction from 9% to 8.25% has already 

provided significant interest rate protection for borroAvers - 

- for the last 3 years, the rate would have exceeded 8.25% 

if not for the new cap.
♦ The .25% reduction in borrower interest rates lowers the 

cost of borrowing by $175 for a borrower with $11,000 in 

Stafford loans and by $318 for a borrower with $20,000 in 

Stafford loans.
♦ For all borrowers who receive student loans over the next five 

years, this could mean certain savings of more than $2 billion.
♦ Add to this an additional savings of $1.5 billion from reduced 

orignation fees and potentially significant savings attributable to 

lowering of the rate cap.
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ASSURING THE AVAILABILITY OF
STUDENT LOANS

♦ The 10-Year Treasury Note formula, scheduled to take 

effect in 1998, will make the funding of FFELP loans 

extremely difficult.
♦ If that formula is left in place, it is certain to reduce the 

number of FFELP lenders and the services and benefits 

they provide to schools and students.
♦ The proposal to lower borrower interest rates is supported 

by all of the providers of private capital for FFELP loans.
♦ The proposal includes a significant, but not destabilizing, 

10% cut in yield to FFELP lenders.
♦ In contrast to the extreme yield cuts of 68% to 100% 

attributable to the 10-Year Treasury Note formula.
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ASSURING THE AVAILABILITY OF
STUDENT LOANS

♦ Lenders and secondary markets will be assured of being 

able to generate sufficient capital to meet the demand for 

FFELP loans.
♦ Schools and students will continue to have real choices 

among competing federal loan programs.
♦ Maintaining reasonable returns on FFELP loans enables 

lenders and secondary markets to continue making long­
term improvements and investments in FFELP 

technologies and services which benefit students and 

schools.
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♦ LIBOR stands for the “London InterBank Offer Rate”.
♦ It is the interest rate at which banks lend money to each 

other.
♦ U.S. Dollar LIBOR rates are set each morning based on the 

rate quotations provided by 16 global banks -- including 

such U.S. banks as Chase, Citibank, and Bank of America.
♦ LIBOR rates are set for various “maturities”, including 

1-month and 3-month terms.
♦ Numerous corporate and consumer loans in the United 

States are made and repaid each day based on interest rates 

indexed to LIBOR rates.
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USING THE ADVANTAGES OF LIBOR

♦ Special Allowance payments would be based on a 

quarterly average of 1 -Month LIBOR rates:
♦ 1 -Month LIBOR + 2.50% in repayment,
♦ 1 -Month LIBOR + 2.15% in-school.

♦ LIBOR-based special allowance is more compatible with 

funding sources for FFELP loans, permitting lenders to 

absorb, and pass on to borrowers, a full .25% cut in their 

revenue stream.
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and probably getting it wrong, shouldn't a system be created in which lenders 
bid to the government or to students to provide loans at low interest rates? 
Competition could drive banks toward the break-even point far better than 
regulation, despite treasury's admirable efforts.

The only real worry that I am able to conjure is a "cream skimming". Lenders 
might try to only loan to good repayment risks (economizing on debt collection 
costs and the two percent of the loan that isn't guaranteed). Presumably, 
this could be regulated easily. Lenders could be required to lend to all 
eligible borrowers. This wouldn't fully solve the problem, because lenders 
would try to only amortized to good risks. This problem is also probably 
controllable, however. Lenders could be required to provide an 800 number, 
and the department of education or college financial aid officers could 
provide a list of lenders phone numbers to each eligible student.

— Aaron
mfm
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Record Type: Record

Robert M. Shireman/OPD/EOP

cc:
Subject: Re: Lender interest hedging and increasing lender yield^

/
Bob, I think we need some more sophisitication here. What the folks are saying is that a rate that is fixed ^ 

<fgrten years only costs them 60 basis points to hedge. LIBOR is denominated in various terms. Today 
threeTwSfitfrLIBOR was 5 13/16 and the 91 day Treasury bill was 4.98. I find it very hard to believe that 
simply changing instruments with the same maturity and having less than a 90 basis point spread costs 
35 basis points. I also find it hard to believe that hedging the 91 day against the 10 year only costs 60 
basis points. I would like to get access to the data and a desk. Gary Gensler has just joined Treasury 
from Goldman and (ethics permitting) probably has the best view on this. Perhaps we can add him to our 
team.
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MEMORANDUM

To:

From:

Date:

Subject:

Kathy Stack - 54875 
Bill Menth - 57230 
John Gruber - 622-2633 
Maynard Colmeiz - 622-1294 
Chris Carroll - 56809 
Sandy Korenman - 56853 
Wayne Upshaw - 54875 
Pauline Abernathy - 401-9027 
David Longanecker - 708-9814 
Don Feuerstein - 415-771-6807

Bob Shireman

October 16, 1997

Student Loan Interest Rate Meeting

Attached are documents for your review prior to the meeting tomorrow. The primary document 
we will be discussing is the draft paper from Treasury. I have also included related papers from 
the Education Department, CRS, and Wall Street analysts. The issues I would like to discuss 
include:

Interest r^td/yield curve projections and alternative assumptions 

,sHedging^os 

Other Iraddr^osts

Assumptions pe^df^g the impact of the 8.25% cap 

Alternative approaches

7
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The Filuincial Viability of the Student Loan Program 

Executive Summary

The cuirent student loan formula is based on the bond equivalent rate for 3-month T-bUls 
plus a spread of 2.5 percentage points for loans for students who are in school or loans that are 
temporarily deferred, or plus 3.1 percentage points for loans that are being repaid. For loans in 
consolidation, the interest rate is based on the weighted average interest rate on all outstanding 
loans being consolidated and then rounded to the nearest whole number. The rate that the student 
pays is capped at 8.25 percent and the Government pays any excess above this rate in the form of 
a Special Allowance Payment (SAP). The new formula will change to the average bond 
equivalent rate for 10-20 year Treasury securities, or for the bond equivalent rate of securities 
with a comparable maturity established by the Secretary of Education in consultation with the 
Secretary of the Treasury. The speculation is that this will be the rate for the average of 10-year 
Treasury notes The student's rate is still capped at 8.25 percent and the Government still would 
pay the SAP.

Lenders have expressed their concern that the new formula involves a new risk to them 
because of a mismatch among the short term source of their funds and the rate for long term 
securities which will be reset annually and which will determine the student loan interest rate. 
Starting in mid-1998, the new formula for student loans will force lenders' to protect themselves 
against the risk from this mismatch by hedging the differential interest rate streams in some way, 
probably through a swap contract. This risk has not been a problem up to now, because the 
maturity of the instrument for lenders' short term funding is closely matched by the maturity of the 
instrument for determining the student loan interest rate.

Lenders participating in the student loan program incur various costs, or risks that have a 
cost. These include their cost of funds, servicing/overheads costs, origination fees, default risk, 
and a risk from loan prepayments. Starting next year, lenders will have to factor in their hed^ng 
costs to their total cost burden. In order for student loans to be profitable for lenders, the student 
loan interest rate must provide a sufficient margin above the total of these costs. A rule of thumb 
used in the banking industry is that lenders need a pre-tax rate of return of between 1.65 percent 
and 2.0 percent for an investment to be competitive. Because student loans are guaranteed by 
the Federal Government, a competitive rate of return could be even lower, perhaps as low as 1.0 
percent. The unique nature of foture student loans, which presumably will require lenders to 
hedge their risk, could raise the minimum pre-tax return above 1.0 percent to perhaps 1.3 percent, 
which is still less than for a non-guaranteed loan.

This paper provides estimates of lenders' costs and gross return for student loans under the 
current student loan formula for 1997 and under the new loan formula beginning July 1, 1998.
We have estimated these variables using different interest rate and cost assumptions.
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Our results show that under the current student loan formula, lenders appear to be earning 
a pre-tax rate of return on student loans that is very favorable compared with what they could 
earn from alternative investment opportunities. Switching to the new student loan fonnula 
reduces lenders' net return substantially, as their costs rise because of the need to hedge their 
loans and because the formula reduces the student loan interest rate. Modifying our assumptions 
does not change the basic finding that lenders probably would not earn an adequate rate of return, 
if the new student loan fonnula comes into effect.

There are various remedies to rectify this situation. One remedy is to retain the current 
structure of the student loan fonnula, but reduce the spread between the 3-month T-blll rate and 
the student loan interest rate so that students would pay approximately the same interest rate they 
would pay under the new formula. This change would effectively eliminate the need for lenders to 
hedge their risk from student loans because of a costly mismatch that results from switching to the 
new student loan formula. This, in turn, should eliminate the subsantial cost from hedging that 
lenders would otherwise incur. The result is an interest rate that would be favorable to students 
and a pretax net rate of return for lenders that is competitive with comparable alternative 
investments.
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THE FINANCIAL VIABILITY OF THE STUDENT LOAN PROGRAM

Introduction

The current formula for calculating student loan interest rates, which is based on the bond 
equivalent yield of 3-month T-bills, ‘ appears to provide lenders a net rate of return (before 
taxes) that is very competitive with their other investment opportunities, such as Ginnie 
Mae securities or adjustable home mortgages. Past experience suggests that a confluence 
of several factors, e.g., interest rate changes, student loan demand, and periodic 
Congressional changes in the student loan formula, in due diligence regulations, and 
changes in other program features, has been followed by reductions in the number of 
lenders participating in the student loan program^ The impact of these changes is only 
suggestive, however, because their timing does not coincide precisely with the timing of 
the reductions in participating institutions.

Scaling the number of originators by the number of banks and thrift institutions in 
existence, participants as a share of total depository institutions declined from a peak of 
62.6 percent in 1985 to 53 9 in 1991, 56.6 percent in 1993, and to 42 percent last year.
In addition there has been a greater concentration of loan originations by financial 
institutions. In fiscal year 1996, the top 10 institutions originated 40 percent of 
guaranteed loan originations as compared with 37 percent in fiscal year 1994; the top 25 
originated almost 60 percent of the total student loans originated as compared with about 
55 percent in 1994, And, the top 100 lenders originated nearly 84 percent of total student 
loans in 1996 as compared with about 79 percent in 1994. Moreover, since 1994, about 
20 percent of the top 100 lenders originating student loans in 1995 either no longer 
participate in the student loan program or they sharply curtailed their loan originations.

The Student Loan Reform Act of 1993 scheduled a change in the interest rate that 
borrowers would pay for new student loans starting in 1998. Under the current formula, 
which applies to new loans made between July 1, 1994 and June 30, 1998, lenders receive 
the rate on 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.^

1 As used hereafter, the terms 3-month T-bills, 10-20 year Treasury securities, and 10-year 
Treasury notes refer to the bond equivalent rate of such securities or securities of constant 
maturity.

2 Part of the decline in active lenders since 1994 may be due to the decline in the number of 
guaranteed student loans, as some borrowers decided to apply for direct loans from the Federal 
Government instead.

3 For loans in consolidation, the loan interest rate is the weighted average of the interest rates 
on all outstanding loans being consolidated, rounded upward to the nearest whole percent.
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Loans are reset quarterly for lenders and annually for borrowers. Starting with loans 
finalized after June 30, 1998, lenders’ gross yield on new loans will be based on a longer- 
term interest rate, the average rate for 10-20 year Treasury securities, plus 1.0 percentage 
point, with the rate reset every 12 months

By law, the Secretary of Education determines the applicable rate of interest, after 
consultation with the Secretary of the Treasury, that lenders can charge borrowers. The 
Secretary of Education has authority to determine the "comparable maturity" period. At 
OMB's direction, the Department of Education (DoE) may use the 10-20 year Treasury 
rate, or something closely approximating it, reflecting the maturity period for the discount 
rate that the Treasury Department charges DoE for budget scoring purposes. Based on the 
interest rate assumptions for the 1997 Mid-Session Review, the formula change for next 
year would reduce the loan rate to boirowers, relative to the rate they would pay under 
the current formula.* In all likelihood the formula change also would reduce the net return 
to lenders. As discussed later in this paper, this change would reduce lenders’ annual 
gross return in 1998/99, relative to 1997/98, by 47 basis points (for an in-school loan) and 
by 105 basis points (for loans in repayment). The comparable numbers for 1999/00

Because the loan interest rate has been between 7 and 9 percent for many years, we assume that 
the weighted average rate rounded to the nearest whole number will be 9.0 percent for many 
years in the future. Also, currently, a lender receives a SAP in any quarter in which the average 3- 
month T-bill rate for the quarter plus 3.1 percentage points is greater than the cap on the 
rate that the student pays, currently 8.25 percent. The SAP is the difference between the two 
rates.

4 The change in the formula for 1998 and subsequent years evolved late as the SLRA of 1993 
went through 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, i .e., the average rate on 
Treasury securities maturing in 10-20 years. This approach has no exact economic logic, because 
it entails short-term repricing of a longer term loan. The market would use a 1-year rate for a 1- 
year reset.

5 A lower student loan interest rate in 1998 depends on the shape of the yield curve next year. 
Historical experience (since the early 1960s) suggests that because the rate that the student pays is 
capped at 8.25 percent, as it has been under current law, the average difference between 10-year 
Treasury notes plus 1.0 percentage point and the 3-month T-bill rate plus 2.5 (3.1) percentage 
points has been only -3 (-28) basis points. Since the cap on student loan interest rates will 
continue to apply in the future, the reduction in the student loan interest rate under the new 
formula may not be significant.
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Raft
relative to 1997/98 are 87 and 145 basis points.^ The critical policy issue for the loan 
program is whether lenders offering student loans currently have a sufficiently large profit 
margin to absorb these losses and any additional costs so that the opportunity cost of 
educational loans relative to other investment opportunities of lenders is still favorable.

As noted, under the new loan formula, borrowers would pay a lower interest rate for 
student loans made after July 1, 1998. At the same time, however, the new loan formula 
involves more risk to lenders because of a mismatch between the short term source of 
funds to lenders and the long term maturity of student loans. This risk has been virtually 
nonexistent under the current formula, because lenders fund in the short term, e.g., 
3-month LIBOR, whose term is closely matched to the 3-month T-bill interest reset 

period used to set the student loan rate. Starting in mid-1998, however, the new formula 
for student loans will force lenders to protect themselves against the risk from this 
mismatch by hedging the differential interest rate streams in some way, probably through a 
swap contract.

From the lender’s perspective, tying the floating rate to the average rate on 10-20 year 
securities (or something close to it, such as 10-year Treasury notes) will entail a real cost 
because such floating rate arrangements are unusual. Typically, the rate on floating rate 
instruments is tied to a short-term rate that more closely represents the cost of funds to the 
lender. By creating an unusual instrument, for which a market does not exist at this time, 
the rate structure probably will make it more expensive to hedge the loan.

Evaluating the future prospects for the net return to lenders or for those purchasing 
student loan contracts in the secondary market requires an estimate of the spread between 
lenders' costs and revenues, the latter based on the average interest rate for 10-20 year 
Treasury securities. Estimating the value of some of the costs incurred by lenders making 
Student loans is either straight forward or the costs are not significant, e.g., origination 
fees, default risk, prepayment risk (although some financial market experts think this could 
be large). Two other key factors, (1) servicing/overhead costs and (2) hedging costs could 
be more difficult to estimate. On the revenue side, making projections of the rate for 10-20 
year Treasury securities, or for whatever bond equivalent rate of the securities with a 
“comparable maturity” established by the Secretary of Education,^ is risky, but there are

6 Using what we think may be more realistic interest rate assumptions, the formula change 
would reduce lenders’ gross return for in-school loans and loans in repayment in 1998/99 by 27 
and 85 basis points, respectively. In 1999/00, the gross return on in-school loans would be 
higher than in 1997/98; same as the previous year but higher than in 1997/98; the return for loans 
in repayment would be reduced by 44 basis points relative to 1997/98.

7 For simplification and analytical purposes, we will assume that the security with a comparable 
maturity established by the Secretary of Education will be 10-year Treasury notes rather than the 
average of 10-20 year Treasury securities. This assumption has relatively little impact on the
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estimates that provide us some guidance, such as the latest Administration assumptions 
for the 1997 Mid-Session Review\ Blue Chip Economic Indicators, the futures market, or 
historical experience.

Assumptions for Lenders’ Costs

Using Mid-Session Review economic assumptions for 10-year Treasury notes, the 
student loan interest rate, is 7.2 percent (6.2+1.0) for 1998/99, and 6.8 percent 
(5.8+1.0) for 1999/00.* The 3-nionth T-bill rate assumed for the Mid-Session Review is 
5.27 percent in 1998 and 5,10 percent in 1999. Under these assumptions, the spread 
between the 3-month T-bill rate and 10-year Treasury securities is 93 basis points in 
1998/99 and 70 basis points in 1999/00.

These projections assume a relatively flat yield curve, which is consistent with the 
structure of current market rates. The projections are well below historical experience 
since 1962, however, and may be too optimistic. Although it may be a reasonable 
assumption that the yield curve in 1998 will be relatively flat, it may be more realistic to 
assume a steeper curve for 1999, Thus, an alternative assumption for interest rates is that 
the 3-month T-bill rate is 5.45 percent in 1998® and the spread between 3-month T-bills 
and 10-year Treasury securities will be .95 percentage points. For 1999, an alternative 
assumption for the 3-month T-bill rate is that the rate will be 5.24 percent and the spread 
is 0,96 percentage points. Our alternative assumptions for student loan interest rates, 
therefore, are 7.4 percent (5.45+.95 +1.0) for 1998/99, and 7,2 percent (5.24 +.96+1,0) 
for 1999/00.

• The next key variable is the lenders’ matched funds rate. The general assumption is that 
lenders borrow at LIBOR, which is approximately comparable to the 3-month T-bill rate 
plus some amount of basis points above that rate. One source estimates their all-in cost to 
finance loans is 30 basis points above the 3-month T-bill rate. Both a private guarantor of 
student loans and a brokerage house have told us they would estimate the current spread 
for a traditional bank or an institution securitizing student loans to be about 75 to 80 basis 
points. A large financial institution told us they assume an average bank can borrow at 3-

student loan interest rate because the two rates should be very close (see footnote 8).

8 These estimates are the second calendar quarter rates for 10-year Treasury notes for 1998 
and 1999 plus l.O percentage point. If 0MB assumptions for 10-20 year Treasury securities were 
used, the comparable rates would be 7.1 percent (6.11+1.0) for 1998/99 and 6.72 percent 
(5.72+1.0) for 1999/00.

9 See Appendix A for the source of this and other rates, A 5.40 3-month T-bill rate is about 13 
basis points higher than the projected 3-month T-bill rate for the Mid-Session Review.
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month LIBOR, which is approximately equal to 3-month T-bills plus 40+ basis points.^®

For this analysis, we assume the spread over the 3-month T-bill is 40 basis points, which is 
close to the spread over the past year and since 1981. For our initial estimates, we assume 
a matched funds rate of 5.67 percent for 1998/99 and 5.50 percent for 1999/00. Using the 
alternative assumptions for 3-month T-bills noted above, our alternative assumptions for 
the cost of matched funds is 5.85 percent in 1998/99 and 5.64 percent for 1999/00.

Servicing/overhead costs are another variable that has a significant impact on lenders’ net 
return. A private guarantor of student loans quoted us 15 basis points for overhead 
expenses. We assume this figure is close to the mark.

Estimates of servicing costs are more difficult to make. A 1993 CRS study noted that 
Sallie Mae reported their servicing costs were 66 basis points. 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. A private guarantor estimates 
that servicing costs for a traditional bank are about 60 basis points. This 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. Assessing all these estimates, we assume servicing costs are 60 basis points.”

Finally, the last major factor to be estimated which affects lenders’ costs under the new 
formula is hedging costs. We have talked with several financial institutions about this 
issue. One source that made an estimate of hedging costs for Sallie Mae believes the cost 
of managing the risk from the mismatch between the payment stream from student loans 
and the source of lending is high. This risk, they argue, is complicated by the risk of 
prepayments and the possibility that the change in the formula could reduce the supply of 
student loans, which in turn could reduce Sallie Mae’s portfolio gross earnings against 
which they would offset their costs. The fact that loan interest rates are reset (annually, 
starting with the implementation of the new formula next year) for lenders is another 
complicating factor

Even if one could estimate the cost of an appropriate swap transaction, everyone agrees 
that selling one would be very difficult, because currently there is no market for swapping 
a single fixed rate asset (say, a 10-year student loan) which is reset yearly for a series of 
short term assets, say LIBOR or something similar. One could argue, of course, that the

10 For the past year, the average spread between 3-month LIBOR and 3-month T-bills has 
been 37 to 62 basis points. Since 1981, the average spread has been 42 basis points.

11 It costs lenders less to service student loans when students are in school. Thus, we assume 
overhead and service costs for loans in the in-school status are one-third the cost for loans in 
repayment or consolidation.



10/16/97 THU 13:16 FAX 202 622 1294 POLICY ANALYSIS US TREAS 0008

market is thin only because it has not been developed. But lenders may not be willing to 
take the risk today at a high price with the hope that they can hedge against such risk in 
the future at a lower price, after a market has developed.

Financial experts generally agree that it would be expensive to arrange a swap for the type 
of risk the new student loan formula creates. Such a swap arrangement, they say, is 
complicated by the reset provision, prepayments, and the price volatility of the basic asset, 
which could require an insurance premium. One institution also maintains that lenders will 
be reluctant to take a chance on, say, a 15-year student loan that is tied to a long-term 
interest rate which is reset every 12 months, if they can't be assured they can sell the loan 
before it matures. The lack of assurance of capital market liquidity for future student 
loans will make it more costly to offer them to borrowers.

The Goldman Sachs’ swap model estimated the cost of a swap for student loan assets 
would be about 60 basis points. Another financial institution estimated the cost would be 
between 60 and 70 basis points. We have assumed, initially, that hedging costs are 65 
basis points, the average of these two estimates. As an alternative and conservative 
assumption, we assume, arbitrarily, that hedging costs are about 50 basis points.

In addition to these key cost factors, there are several other risks and costs that lenders 
incur by participating in the student loan program. One risk is from the possibility of 
default on loans in repayment. The probability of default on in-school loans, and to a 
lesser extent loans in consolidation, is small. The Federal Government pays the interest 
cost on a subsidized student loan while a student is in school. The Government also 
guarantees 98 percent of a student loan, thereby reducing substantially the cost of default 
to the lender. One source told us that their default costs are only 7 basis points. We 
assume this is a reasonable estimate.

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. 
We have assumed that the 0,5 percent 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. In addition, 
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. The 
1.05 rebate fee is added to the .05 origination fee, bringing the total fee to 1,10 percent for 
loans in consolidation.

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 be unable to reinvest these funds at the same return earned on the student 
loan. Prepayments reduce the average life of a loan portfolio, thereby increasing the over- 
the-life cost of certain fixed expenses, e.g., origination support, claim losses, and risk
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sharing.

Estimates of prepayment costs appear to be somewhat arbitrary. The CRS estimates the 
prepayment cost is 60 basis points for loans in repayment. Currently, it is possible for 
students to consolidate guaranteed loans into the direct loan program while still in school. 
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 guarantee version of the 
program rather than losing them to the direct version, some lenders offer favorable terms 
to promote consolidation of loans by borrowers, and they incur a promotion expense in 
the process.

One financial institution we spoke with assumes that prepayment costs are about 4 to 5 
basis points. Another private source estimates their prepayment costs are 4 basis points. A 
third source thinks that prepayments are a much greater risk than this, partly because 
borrowers have an incentive to take out a home equity loan to prepay their student loan, 
if the spread is not too large. The interest on a home equity loan is tax deductible and, 
therefore, reduces the effective cost of a student loan to the borrower. Interest on student 
loans currently is not 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.

We agree that prepayment of student loans is a possible complication for lenders. Because 
various lenders told us they do not think prepayment is a major problem, however, we 
assume the cost for lenders is 4 basis points, which is consistent with the cost estimated by 
several sources.

Summary Results

Taking all of these cost factors into consideration. Table 1 shows our initial estimate of lenders’
net return (before taxes) from student loans for 1997/98 to 1999/00. Except for 1997/98,'^ these
estimates Mid-Session Review assumptions for interest rates.

• Under the current student loan formula, it appears that lenders are earning a rate of return 
on student loans that is very favorable compared to what they could earn from alternative 
investment opponunities. Our estimate for 1997/98 shows that the weighted average net 
return (before taxes) to lenders is 1.71 percent. This is competitive with the lower end of

12 Data for 1997/98 interest rates are actual rates for the last week in May, 1997 prior to June 
1, 1997.
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a range for a pre-tax return for banks of between 1.67 percent and 2.1 percent.and with 
the return on other Government guaranteed loans. Because student loans are guaranteed 
by the Federal Government, lenders should be willing to accept a rate of return which falls 
well below the lower end of this range and is less than the return on other investments that 
are not guaranteed. In fact, one large financial institution indicated to us that if loans are 
risk-weight adjusted, a Government guaranteed student loan could earn as low as 1.0 
percent before taxes and still be competitive with alternative investment opportunities.
Our estimate of the weighted pre-tax rate of return on student loans in 1997/98 suggests 
that the current student loan formula provides lenders a very generous margin of profit.

The key factor in this favorable profit picture is the relatively large gross return (i.e., 
student loan interest rate) that lenders receive under the current loan formula.
The return to lenders would change dramatically, however, if the new student loan 
formula changes 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.Furthermore, we have already noted 
that this change in the formula imposes a significant new risk for lenders, namely the 
mismatch between their short term source of funds and the long term maturity of a student 
loan. This risk has been virtually nonexistent under the current loan formula, because the 
maturity of the instrument for lenders’ short term funding is closely matched by the basis 
of the formula for determining the student loan interest rate.

Table 1 shows that switching to the new student loan formula could reduce the weighted 
average pre-tax return to lenders from 1.71 percent in 1997/98, when the old formula 
applies, to 0.22 percent in 1998/99 and 0.04 percent in 1999/00. Obviously, these 
estimated net returns to lenders under the new student loan formula and using the Mid- 
Session Review assumptions are not sufficient to make student loans competitive in 
1998/99 or 1999/00.

We recognize that our initial assumptions for some lenders’ costs could turn out to be

ij A rule of thumb in the banking industry is that lenders need an after-tax rate of return of 
about 1.0 percent to 1.3 percent for an investment to be competitive. Assuming that the average 
total income tax rate for a bank is 40 percent, the range for a competitive before-tax rate of return 
is 1.67 percent to 2.1 percent.

14 Since 1962, the rate for 10-year Treasury notes plus 1.0 percentage point has been less than 
the 3-month T bill rate plus 3.1 percentage points by an average of 88 basis points. 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. The difference for the in-school 
rate was only 3 basis points. The Mid-Session Review assumes this difference will be much larger 
in the coming years; 1.05 percentage points in 1998, 1.40 percentage points in 1999, 1.26 
percentage points in 2000, and 1.20 percentage points from the year 2001 through 2007.
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inaccurate. For example, our estimate for hedging costs may be too high (or too low), 
although the two estimates we received suggest we are not. Certainly, interest rates in 
1998 and 1999 could well be higher or lower than the estimates in xhc Mid-Session 
RevieM/, for example. For the purpose of recalculating our estimates, we have lowered our 
estimates for hedging costs to 50 basis points and have raised the interest rate assumptions 
as noted earlier.

At the same time, it is necessary to modify the presumed minimum pretax net rate of 
return that is necessary to provide a competitive rate of return to lenders. A 1.0 percent 
pre-tax rate of return assumes there is a secondary market for student loans, which there is 
under the current student loan formula. However, a number of sources have told us that 
lenders are concerned about the liquidity of loans that would be originated under the new 
loan formula, because of the risk from lending long but borrowing short. This concern 
would raise the break even point for an otherwise virtually riskless student loan so that the 
lower end of the range of a profitable pre-tax return might be about half-way between 1.0 
percent and 1.67 percent, or 1.3 percent.

Plugging these revised assumptions into Table 2, lenders’ net returns in 1998/99 and 
1999/00 are 0.37 percent and 0.40 percent, respectively. These results are still grossly 
inadequate to provide a competitive pretax rate of return to lenders in 1998/99 and 
1999/00.

The estimates in these two tables suggest that it could be risky to assume that lenders 
would earn a normal rate of return next year, or the year after, if they are required to offer 
students loans based on the new loan formula.’® If this observation is correct, it is very 
likely that the new student loan rate for 1998 and beyond could have a serious negative 
impact on the viability of the FFEL program

A Possible Remedy

Assuming the results shown above are within reason, which we believe they are, a remedy 
is possible that would satisfy an objective of assuring that the student loan interest rate 
next year is dose to or lower than what it would be under the new formula, and that 
lenders continue to receive a competitive rate of return for their investment. As noted 
above, the results obtained for 1997/98 suggest that under the current student loan 
formula, lenders are earning a rate of return on student loans that is very favorable relative 
to their alternative investment opportunities. It would be possible, therefore, to retain the 
structure of the current formula but reduce the spread between 3-month T-bills and the

13 If the new formula was already in place today, the risk-adjusted net return for student 
loans would be 0.37 percent, using current interest rates, a 40 basis point mark-up over the 3- 
month T-bill rate as the cost of matched funds, and hedging costs equal to 50 basis points. 
Obviously, this is well below the pre-tax rate of return lenders would need to offer such loans.
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student loan interest rate and still reduce the interest rate borrowers are charged. This 
would eifectively eliminate the need for lenders to hedge their risk from student loans 
because of the mismatch resulting from switching to the new formula scheduled to take 
effect next year.

• Tables 3 and 4 show the results from retaining the current structure of the student loan 
formula but narrowing the spread currently allowed above the 3-month T-bill rate. These 
tables assume that the T-bill rates for 1998/99 and 1999/00 are 5.45 percent and 5.24 
percent, respectively. There are no hedging costs because the formula uses the 3-month 
T-bill rate. The formula spread is 1.9 percent in 1998/99 and 2.25 percent for 1999/00. It 
also is assumed that retaining the structure of the current formula eliminates the potential 
problem of loan liquidity facing lenders under the new student loan formula. Therefore, 
we assume a 1.0 percent pretax rate of return, rather than, say, 1.3 percent, is the 
minimum return required in order for lenders to participate in the student loan program.

Concluding Remark

• It must be pointed out that the bottom line estimates in this paper are only as good as the 
assumptions for interest rates and lenders’ costs on which the estimates are based. While 
we believe the assumptions are reasonable, we recognize that financial market conditions 
can change dramatically from where they are now or from where they are projected to be 
in the future. Moreover, the methodology used to estimate lenders’ net return is based on 
assumptions of average costs for all lenders. Obviously, the cost structure for any 
particular lender may be significantly different. Nevertheless, we think the bottom line 
estimates in this paper are a reasonable approximation of the financial situation facing 
lenders and borrowers now and in the near future.
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Appendix A

Appendix A provides additional details about some of the assumptions used in this paper.

1. An alternative assumption for interest rates is that the 3-month T-bill rate for 1998 is 5.45 
percent. This is the Blue Chip Economic Indicators consensus forecast for the third quarter of 
1998, converted to a bond equivalent basis. This estimate is higher than the 5.05 percent average 
closing price in the futures market since mid-September for 3-month T-bills maturing in June, 
1998, but close to the closing price of 5.2 percent since the end of May for 3-month T-bills 
maturing in March, 1998. For 1999, the rate is 5 24 percent, which is the Blue Chip projection 
for the 3-month T-bill (This figure is for the calendar year, because Blue Chip has annual data 
only after 1998.

The spread between 3-month T-bills and the average of 10-year Treasury securities in 1998 is 
0.95 percentage points, which is the spread projected in the Blue Chip economic forecast. (If we 
had used the spread from the futures market, it would be 1.72 percentage points, which is close to 
a 1.68 percentage point spread for the period 1981 to date.) For 1999 the spread between 3- 
month T-bills and 10-year Treasury securities is 0.96 percentage points, which is the forecast in 
Blue Chip.

2. In estimating a lender’s matched funds rate, it could be argued that the cost of funds for banks 
may be lower than the 3-month T-bill or 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. 
The question is whether larger banks have a stable deposit base they can count on. Alternatively, 
because we are talking about a $25-30 billion guaranteed loan program and there is considerable 
concentration of student loan originations among a relatively small number of banks, some banks 
might have to borrow large amounts at the 3-to 6-month jumbo CD rate, which is generally well 
above the 3-month T-bill rate but less than 3-6 month LIBOR.

The general view, however, is that the matched funds rate is closer to the 3-month T-bill rate 
plus about 40 basis points. Using ihe Mid Session Review estimates for 3-month T-bills, the 
matched funds rate for 1998/99 is 5.27 percent plus 40 basis points or 5.67 percent, and 5,10 
percent plus 40 basis points or 5.50 percent for 1999/00. Our alternative assumptions are 5.45 
percent {txBlue Chip consensus forecast) plus 40 basis points or 5,85 percent and 5.24 percent 
plus 40 basis points or 5.64 percent for 1998/99 and 1999/00, respectively.

3. We agree that prepayment of Student loans is a possible complication for lenders. On the one 
hand, lenders currently may be offering price incentives to discourage students from prepaying 
their loans and moving into the direct loan version of the program. In the future, however, the 
squeeze on lenders’ net return because of the new student loan fonnula may make it impossible 
for lenders to continue offering these price incentives, and there could be an increase in 
prepayments.
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On the other hand, a sizable log jam of applications waiting to be processed for consolidation 
into the direct loan version appears to be discouraging new applications from students. Because 
of this logjam, the Department of Education has suspended temporarily the privilege of switching 
to the direct loan program. In addition, the demand for student loans is likely to be fairly stable 
over time. An increase in the future college age population should generate increased demand for 
new student loans, which could offset existing borrowers’ incentive to prepay their student loans 
and a possible slower growth in future loan demand because of the tuition tax credits included in 
the recently enacted tax bill. Unless colleges, universities and training institutions raise their 
tuition because of the tax credit, the credit will reduce the gross amount of funds a student needs 
to finance his/her higher education.

On average, many student loans probably are prepaid at some point. Loan repayment periods 
are for up to 10 years after a student leaves school, but the average loan probably is paid-off or 
sold by the lender before then (some lenders sell their loans after the in-school period when the 
Government stops paying the interest for the borrower). Because various lenders told us they do 
not think prepayment is a major problem, we assume the cost for lenders is 4 basis points, which 
is consistent with the cost estimated by several sources.
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(Percent^

7/1197 to 6/30/98

In -School or 
Defernneiit

Repayment Consolidatton

7/1/98 to 6/30/99
In -School or 
Deferrment

Repayment Consolidalkm

7/1/99 to eaO/OD

In -School or 
Deferrment

Repayment ConsoUtfalkm
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Less costs:
Matched funds S.57
Origination/holdirg fee 0.05

Sefvfcirg costs 0.20
Overtiead 0.06

Defatdt risk 0.07

Prepayment risk 0.04
Hedging costs 0.00

Subtotal 5.98

Net return 1-89

Weighted Average Net Return

5.57
0.05
0.60
0.15
0.07

0.04
0.00
5A8

5.57
1.10
0.60
0.15
0.07
0.04
0.00
7.53

5.57
0.05
0.20
0.05
0.07
0.04

0.65
6.73

0.47

5,67
0,06
0.60
0.15
0.07
0.04

0.65
7.23

-0.03

0.22

5,67
1.10

0.60
0.15
0-07
0.04

0,65
828

0.72

5.50
0,05
0.20
0.06
0.07
0.04

0.65
e.56

5.60
0.05
0.60
0.15
0.07
0.04

0.65
7.06

-0.26

5.50
1.10

o.eo
0.15

0.07

0.04

0.65
8.11

0.89

Note: Table is for new student ioar formula. The 3-irwnUi T-bill rate for 1997/98 Is the actual rate for the last week h May, 1997 prior to June 1, 1997. Interest rates for 1998(99 aid 1999/00 ve 

based on ttre economic assumplions for the 1997 Mid Session Review.
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TABLE 2. RISK^AOJUSTED NET RETURN FOR FFEL STUDENT LOANS, 1997-1999
(Percent)

vvn ioem»9
In -School Of 
Defemnent

Repayment Consolidation
7/1/98 to 9/38^9

In -Sciwol or 
Defeirmenl

Repayment Consolidation

7/1/99 to e/3o/oa
In -School or 
Defenment

Repayment Consolldalion

Student loan interest rate

Less costs:
Matched funds 
Origination/tioldBig fee 
Servicing costs 
Overhead 
DefauR risk 
Prepayment risk 
Hedging costs 

Subtotai

7.67

5.57

0.05

0.20

0.05

0.07

0.04
0.00

6.99

826

5.57

0.05

0.60

0.15

G.07

0.04
0.00
6,48

9.00

5.57
1.10
0.60

0.15

0.07

0.04

0.00

7.53

7.40

5.65

0.05

0.20

0.05

0.07

0.04
0.50

6,76

5.85
0.06
0.60

0.15

0.07

0.04

0.50

7.26

9.00

5.S5
1.10

0.60

0.15

0.07

0.04

0.50
8.31

720

5.64 
0.05 
0.20 
0.05 
0.07 
0.04 
0.50

6.65

7.20

5.64

0.06

0.60

0.15
0.07

0.04
0.50

7.05

9.00

5.64
1.10

o.eo
0.15

0.07

0.04
0.50

8.10

u>CM
T—(

CM
CM
CD

CM
O
CM

b
05

I

cr> 
1—I

05

CD
sH

Net return

Weighted Average Net Return

1.69 0.64 0.14

0.37

0.69 0.66 0.1S

OjtO

0.90

Note: Table Is for new student loan formula. Interest rates for 1998/99 and 1999/2000 are from the Blue Chip Eooromlc Indicators.
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o TABLE 3. ALTERNATIVE RBKJWJJUSTED NET RETURN FORFFEL STUDENT LOANS, 1997-1999

{Peroent)

7/1/97 to 8/30/98

In -School or 
Deterrmenl

Repayment Consolidation

7/1/98 to 6/30/9S

In -School or 
Delemnent

Repayntent Consolidation
7/1/99 to eno/00

In -School or 
Dereinnent

Repayment Consolidation

Student loan interest rate 7.87

Less costs:
Matched funds 5.57
Origiration/holding fee 0.05

Servfcirg costs 0.20
Overhead O.OS

Default risK 0,07
Prepaymenl risk 0.04

Hedging coats 0.00
Subtotal 5.98

Net return 1.59

Weighted Average Net Return

8.25

5.57
0.05

o.eo
0.15
0.07
0.04
0.00

6.48

1,77

1.71

9J)0

5.57
1.10
0.60
0.15
0.07
0.04
0.00

7.53

5.85
0.05
0.20
0.05
0,07
0.04
0.00

6.26

1.09

7.70

5.BS

0.05

0.60
0.15
0.07

0.04
0.00

6.76

0.94

1,02

9.00

5.85

f.10

0.60
0.15
0.07
0.04
0.00
7.81

1.19

5.64
0.05

0,20
0.06
0.07

0.04
0.00

6.06

1.09

5.64
0.05
0.60
0.15
0.07

0.04
0.00

6.55

0.94

1.05

9.00

5.64
1.10

0.60
0.15
0.07

0.04
0.00

7.60

1j(0

Note: Table is for alternal^ sluderd loan formula: 3-month T-biil rate plus 1.9 percerl fo, in^oc4 loarvs and O^nordh T-bifl rate plus 2.25 percent fcr loans in repaymerL Interest rates are from 

Blue Chip Booromic Irdicatorsu
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TABLE 4; STUDENT LOAN RATES AND LENDERS' NET RETURNS UNDER ALTERNATIVE ASSUMPTIONS

(PERCENT)

FORMULA STUDENT LOAN RATE LENDERS NET RETURN
1997/96 1996/99 1999/00 1997/98 1996/99 1999/00

Current:

3-month T-blll plue 2.5/3.1 percent 7,67/8.25 N.A. N.A. 1.71 N.A. N.A.

Newform»/99:

10-year plue l percent N.A. 7.40/7.40 7,20/7,20 N,A. 0.37 0,40

AHematlve:

3-month T-bill plus 1.9/2.3 percent N.A. 7.35/7.70 7,14/7.49 NA. 1.02 1.05

N.A. not applicable

Note; Student loan Interest rates shown are Tor in-school loans and loans in repayment.

Assumptions;

Student loan Interest rates:
Current formula: 3-month T-blll Is the actual rate for the last weeK In May. 1997 prior to June 1. The rate was 5.17%.

New formula: For 1996/99, the 10-year note rate le T-bllls plue 0,95 percentage points plus 1. The T-bill rate is 5.45% (a Blue Chip 
Economic Indicators forecast) and the 0.95 percentage points Is the consensus spread between T-bllls and 10-year notes In the Blue 
Chip forecast. For 1999/00 the assumed T-blll rate Is 5.24% and the spread Is .96 percentage points <Blus Chip projections).

Alternative formula; The rates shown In the table are based on the same assumed rates for T-bllls under the new formula, i.e., S.45% for 
1996/99 and 5.24% for 1999/00. The formula spread la the amount that would be necessary to assure a competitive net return to lenders 
and approKimately the same student loan rate a borrower would pay under the new formula. These amounts are 1,9 percent for In-school 
loathe and 2,25 percent for loans In repayment.

Lenders' net return;
Assumes a 1.0 percent pre-tax return, rather than, say, 1.3 percent, is the minimum return required in order for lenders to participate 

In the student loan program (sea p. 6 of the text).
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STUDENT LOAN CHANGES WOULD 

COST BORROWERS $5.6 BILLION
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Under current law, students will save $7.3 billion on loans made over the next five years.
The Student Loan Reform Act of 1993 changed the formula for determining the interest rate on 
student loans from the 91-day Treasury bill plus 3.1 percentage points (or 2.5 during the in-school 
and deferment periods), to the 10-year Treasury note plus one percentage point. Using CBO 
interest rate projections, borrowers will save $7.3 billion on a net present value basis (discounting 
the savings to the year the loan is originated). (On a cash basis, students who borrow over the 
next five years will pay $10.9 billion less in interest).

All estimates point to significant savings for students. This is not an issue of one expert’s 
forecasts versus another’s. Interest rate projections from CBO, 0MB, and the private sector’s 
Blue Chip projection all show that students will benefit from a significant reduction in the interest 
rate paid. For example, for 1998, both the Blue Chip and CBO forecast a reduction of 1 
percentage point, while 0MB forecasts a reduction of 1.14 percentage points. In fact, students 
come out better under the 1998 scenarios forecast by all 50 of the private sector economists that 
make up the Blue Chip consensus.

The Congressional proposal would cost students $5.6 billion over five years. Don’t be fooled 
by the title of the legislation (“A Bill... to reduce interest rates and origination fees for student 
loans.”) This is a classic bait and switch. The legislation lowers the origination fee and makes a 
minor interest rate change, saving borrowers about $1.7 billion. But there’s a catch: before these 
benefits are provided, the legislation increases the interest rate that borrowers will pay, costing 
them $7.3 billion. The net cost to borrowers is $5.6 billion on a net present value basis ($9 billion 
on a cash basis).

They are holding low-income students hostage to protect bank profits. The interest rate 
provisions are included in a draft bill that also makes important changes to ensure that all 
deserving low-income students have access to Pell Grants. Supporters are cynically holding those 
students hostage in order to increase student loan interest rates at the behest of banks.
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Comparison of Student Loan Interest Rates under Current Law and House
Subcommittee Proposed Policy

Three Month Treasury Bill Rate 
CBO 
0MB

1998

5.00%
5.27%

Calendar Year 
1999 2000

4.60%
5.06%

4.20%
4.72%

2001

3.90%
4.50%

2002

3.90%
4.50%

Ten Year Treasury Note Rate 
CBO 
OMB'

6.10%
6.11%

5.80%
5.72%

5.50%
5.44%

0MB

x"^vings to Students under Current Law
CBO 1-00%
0MB 1.14%

0.90% 
1.44%

0.80%
1.38%

5.50%
5.25%

In Repayment Student Interest Rates under Current Law
QgQ 7.10% 6.80% 6.50% 6.50%
OMB 7.11% 6.72% 6.44% 6.25%

In Repayment Student Interest Rates under House Subcomittee Policy
QBQ 8.10% 7.70% 7.30% 7.00%

8.25% 8.16% 7.82% 7.60%

0.50% 
1.35%

5.50%
5.20%

6.50%
6.20%

7.00%
7.60%

0.50% 
1.40%

' Represents the comparable maturity rate for a 10-20 year loan on a fiscal year basis 
2 For loans originated after July 1, 1998

Budget Service 
9/12/97
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House Subcoiiuiiittee Proposals—Cost to Students and Parents
l.ln millions of dollars)

199S 1999 2000 2001 2002 1998-02

Cost (o SludfiUs of Repeal of Scheduled Inleresl Rale Reduction
NPV Basis 612 l.ool 1,620 1,737 1,836 7,306
Cash Basis 965 2,288 2.423 2,557 2,694 10,927

Reduction of In School and Grace Period Interest Rate
NPV Basis -41 -45 -48 -51 -54 -239
Cash Basis -63 -67 -72 -77 -82 -361

Allow Consolidation Loans from DL into FFEI,
NPV Basis - - - - - - '
Cash Basis - - - - - - '
’ Students may benefit from lower interest rates under FFBL consolidation. CBO has not yet 
costed, but should be minimal.

Allow FFEL Borrowers to Retain Stafford BeneFits When Consolidating
NPV Basis - - - - - - '
Cash Basis - - - - - - '
' Students may benefit from lower interest rates under FFEL consolidation. CBO has not yet 
co.sted., but .should be minimal

Reduce Origination Fee by 1 Percent on All Non-Consolidaled Loans
NPV Basis -145 -3U5 -325 -34U -335 -1,450
Cash Basis -152 -320 -341 -357 -352 -1,523

Total Cost
NPV Basis 426 1,151 1,247 1,346 1,447 5,617

Cash Basis 7M.) 1.9UO 2.0U9 2.123 2.261.1 9,1.143

Budget Service 
9/15/97



Comparison of Administration and CBO Interest Rates

The table below shows the scheduled interest rate for student loans (Stafford and Unsubsidized Stafford) after July 1, 
1998.

Administration Interest Rates 
Mid Session Review

Base Interest Rates Comprable Add-On
91-Day 1 Year 10 Year 91-Day 1 Year 10 Year Student Rate

FY 98 5.45% 5.89% 6.11% 1.66% 1.22% 1.00% 7.11%
FY 99 5.27% 5.58% 5.72% 1.45% 1.14% 1.00% 6.72%
FY 00 5.02% 5.28% 5.44% 1.42% 1.16% 1.00% 6.44%
FYOl 4.68% 5.02% 5.25% 1.57% 1.23% 1.00% 6.25%
FY 02 4.50% 4.84% 5.20% 1.70% 1.36% 1.00% 6.20%
FY 03 4.50% 4.84% 5.20% 1.70% 1.36% 1.00% 6.20%

Average 98-02 4.98% 5.32% 5.54% 1.56% 1.22% 1.00% 6.54%

The 91 -Day and 1 Year rate are the rates associated with the third quarter of the prior calander year (e.g., the FY 98 
91-Day.rate is the July-Sept 1997 rate.

Congressional Budget Office

Base Interest Rates Comprable Add-On
91-Day 1 Year 10 Year 91-Day 1 Year 10 Year Student Rate

FY 98 5.00% 6.10% 2.10% 1.00% 7.10%
FY 99 4.60% 5.80% 2.20% 1.00% 6.80%
FY 00 4.20% 5.50% 2.30% 1.00% 6.50%
FYOl 3.90% 5.50% 2.60% 1.00% 6.50%
FY 02 3.90% 5.50% 2.60% 1.00% 6.50%
FY 03 3.90% 5.50% 2.60% 1.00% 6.50%

Average 98-02 4.32% 5.68% 2.36% 1.00% 6.68%

26-Sep-97 
Budget Service



Don_Feuerstein @ ed.gov
10/15/97 01:10:00 PM

(hot

Record Type: Record

To:
cc:

Robert M. Shireman

Subject: Scheduled Interest-Rate Reduction 

Bob:

In case any of this is of use to you for your Friday meeting.

Since writing it, I have discovered that Sallie Mae compensated for 
the 1993 Amendments by increasing its leverage and actually raised its 
ROE from 34 percent in 1993 to 38 percent in 1996. Student Loan 
Corporation reduced its leverage, and its ROE fell from an astounding 
43 percent to a still respectable 19 percent.

Don

Forward Header______________
Subject: Scheduled Interest-Rate Reduction 
Author: Don Feuerstein at wdca09 
Date: 9/14/97 1:23 PM

Pauline said that you would like a memo from me on this subject. 
William and I agreed that I would handle the impact on lenders to 
supplement Budget Service's analysis of the impacts on students and 
the budget.

I have seen a number of seemingly sophisticated analyses of lender 
impact. Since all such analyses are based on interest-rate projections 
for substantial future periods, I consider their precision to be more 
illusory than real. As I once irritated my Wall Street colleagues by 
testifying before a Senate committee, any interest-rate guru who truly 
believed in his forecasting ability would surely not share his forecasts 
with anyone else. Moreover, we do not have any reliable data on the 
current profitability of bank lenders other than Citicorp. I shall do my 
analysis on a broad-brush basis.

In 1993, when the scheduled change from 91-day T-bill plus 3.1 
percent to comparable maturity (probably 10-year bond) plus 1.0 
percent was enacted, the new formula would actually have resulted in 
higher interest rates if it had been implemented immediately.
Although the then official interest-rate projections correctly (in 
hindsight) called for a reversal of that advantage, lenders were 
apparently willing to take the risk and did not vigorously, if at



all, oppose the change.

Today, the slope of the yield curve (a line plotted with interest rate 
and maturity as coordinates) is quite flat; and the 10-year bond rate 
is only some 1.3 percent higher than the 91-day bill rate. Thus, at 
today's rates, the change would mean a loss of approximately 0.8 
percent in net interest to lenders (1.3 + 1.0 - 3.1). Most 
interest-rate projections, including CBO's and OMB's, are for a 
relatively, but possibly less, flat slope to continue. (The impact on 
lenders of the scheduled change will be determined by the slope of the 
yield curve rather than its absolute level. Any steepening would be 
to lenders' advantage under the scheduled change.)

A sophisticated analysis of lender profitability would consider (1) the 
different interest rates for in-school, deferment and repayment, (2) 
the fact that lenders actually fund at varying premiums over the 91-day 
bill rate (or discounts in the case of tax-exempt or 
bank-deposit/retail-CD funding), (3) the cost of defaults and (4) 
origination and holding fees. Some analysts would also impute a cost 
for the risk of early termination through default, repayment or 
forgiveness. (I would not.) The Congressional Research Service did 
such an analysis that showed 1996-97 "risk-adjusted spreads" of 1.02 
percent for loans in repayment and in consolidation and 1.94 percent 
for loans in school.

I believe that the cost factors used by CRS are overstated, and that 
lenders' pretax spreads for taxable funding are in the range of 1.75 to 
2.25 percent. Tax-exempt funding could potentially add another 1.0 to 
2.0 percent, and bank deposit/retail-CD funding, 0.1 to 0.6 percent. 
The next largest cost components after funding are servicing and 
general overhead, and the substantial economies of scale for these 
functions result in the wide range for the spread. In any event, the 
change in the level of interest rates would only reduce lenders' 
returns for normal taxable funding by 30-50 percent.

The scheduled change would not only lower returns under current 
projections. It would also make them more volatile, because long-term 
rates fluctuate more, at least on an absolute basis, than short-term 
rates. Lenders correctly argue that this increased volatility further 
lowers their returns, either because they must now purchase a hedge 
contract to eliminate the increased risk, or because an additional cost 
should be imputed for this risk if they choose not to do so. Various 
"expert opinions" have been submitted on the cost of hedging. One such 
submission claims an additional cost of 0.6 percent. Such a cost would 
reduce lenders' returns for taxable funding by another 22.5-30 percent.

In my opinion, any attempt to quantify the cost of hedging now is 
substantially overstated, because there is currently no supply of 
investor funds paying interest at the 10-year bond rate reset 
annually. Accordingly, the swap dealer writing the hedge contract 
would have to take the risk of the hedge itself rather than laying it



off to an investor and would charge a substantial premium for taking 
that risk. But such a supply of funds could be developed in a 
relatively short period of time by paying investors a premium for them 
until the instruments were commonly found on their approved-investment 
lists, when the premiums could be substantially reduced or eliminated.

The bottom line of all this, in my opinion, is that lenders do have a 
legitimate complaint about the scheduled change in interest rates, but 
no crisis exists. If the change goes into effect on July 1, t998, as 
scheduled, the current trend for small banks (typically with high 
funding and servicing/administration costs) to leave the program will 
probably be accelerated; but Sallie Mae, the large banks and other 
secondary markets with tax-exempt funding will remain. Many of these 
small banks are now only pipelines for Sallie Mae anyway. The problem 
should be fixed as part of a more comprehensive package of reforms in 
reauthorization, rather than piecemeal by a total repeal of the 
scheduled change in our appropriations bill. The lenders have been 
unable and/or unwilling to develop a compromise solution that would not 
place the entire burden on students. Lender returns, especially for 
Sallie Mae, large banks and tax-exempt secondary markets, are 
sufficiently robust to absorb a substantial part of the cost.
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Student Loans: What is the Problem With Converting to 
the 10-Year Interest Rate Benchmark?

Barbara Miles
Specialist in Financial Institutions 

Economics Division

Bei^rming June 1, 1998, the index for setting the interest rate on federally 
backed student loans will be changed from the 3-month Treasury bill rate to the 10- 
year Treasury note rate. This adds a cost to the program for private lenders who 
make student loans; the cost may be sufficient to remove some of them from the 
program. More to the point, without any fundamental market-oriented change in 
the way the interest rate is set each year, the new index can result in a greater 
likelihood that the program will become unprofitable at certain points in the 
business cycle. The result could be a shutdown of the guarantee delivery tystem and 
assumption of all student lending by the direct governmental deliveiy system for 
student loans.

Background

Federally backed student loans for postsecondary education are made by private 
sector lending institutions under the auspices of the Federal Family Education Loan 
program (FFEL) and by the federal government under the auspices of the Direct 
Loan program (DL). PPEL and DL provide the same loans on essentially the flame 
terms and conditions, and may be properly thou^t of as simply two delivery systems 
for one program. For both systems, the government accepts most (FFEL) or all (DL) 
of the cost of defaults, and that will not be affected by the interest index shift. 
Similarly, the other costs of making loans ~ origination, servicing, fees and taxes - 
would be unaffected by the change. The scheduled shift in how the interest rate is 
set raises concerns for the FFEL loans, however, because it introduces a potentially 
expensive funding cost for private lenders, who have the option to stop making the 
loans should they cease to provide competitive rates of return. The DL would 
continue to make loans as an entitlement for students, without regard to costs and 
returns.

(^rrently, the interest rate on FPEIL loans made to students is set at 2.5 
percentage points above the bond-equivalent yield of the 91-day Treasury bill while 
the student is in school (or deferment) and the government is paying interest on the

CRS Reports are prepared for Members and committees ofConpress
IRS
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Student’s behalf.' \^en the student has left school and is repaying the loan the 
loan IB repnced at 3.1 percentage points above the Treasuty bill. For students’ the 
interest rate 18 reset annually. Lenders, however, may receive a special allowance

!?'*’ 'ffect for the 1998-99 school year
vrauld produce swdent loan interest rates of 1.0 percentage points above the 10-^^
Trebly note, throu^out the life of the loan. For lendersf the rate would be res” 

qu^rly as at present. On average, over the past decade and a half, the note rate 
plus 10 percentage^mt has been almost the same as the bill rate plus 3 1
tCr it might be expected that lenders would find
Spinal formula change. This is not the case, however,

volatility in the interest rate spread between the 
in fo^hig lo^^*’ ^ prudent lender would have to take that into consideration

u formula shift raises two immediate difficulties for lenders with significant
holdings of student loans. First, under current economic and financial conditions,

mnr.fvfi5n”^Spread between the 10-year note rate and the 3- 
month bill rate was about 1.4 percentage points. Thus, had the new formula been

fiT have expected to lose 0.7 percentage points of gross
Tit (during the period of the loan when the rate set
at the bill rate plus 3.1 percentage points). The Ckmgressional Budget Office (CBO) 
hM forest rates for 1997 and 1998 which imply a grass yield to landers lowered by 
^ut 0.9 ,wrcentap pomte for those yeare, and ha. projected rates through the yesu 
2007 that imply a long-term loss in gross yields of about 0.5 percentage points.^

The swond difficulty for lenders stems from the potential volatility between the 
note ^d bill rates and, thus, between the two formulae. Over the past 15 years the 
spread between the bill and note rates has varied from a very narrow 0.1 percentage 
pomte to a very wide 4.6 percentage points on a quarterly basis. The narrow spread 
implies a potential loss of profitability while the wide spread implies excess profits 
for t^ lenders, ^d hi^er budget costs for the government whenever it is paying 
a SAP, yolatility m the bill-note rates is not expected to be so extreme in the 
foreseeable future. Nonetheless, both CBO’s pessimistic and optimistic alternatives 
to the baseline forecast include a narrowing of the bill-note spread at points within 
the economc cycle in ftiture years. One of the pessimistic scenarios implies a 
reduction in gross yield to lenders of about 1.7 percentage points.

* This is for the Stafford "eubeidized* portion of the program, ^ch is the largest of the 
lending programs. For more detail on the student loan programs, see 7%e Federal Family 

Ptegrams, by Margot Schenet, CBS Report 94-810 EPW, upiLted December
1996*
® The Economic and Budget Outlook: Fiscal Years 1998-2007, January 1997.
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Volatility imposes a cost on lenders. Specifically, the cost is the risk due to 
interest rate fluctuations. A prudent lender will attempt to account for this cost by 
reducing exposure to the interest rate risk (reducing the volume of student loans as 
a proportion of all assets the lender holds), or by hedging the differential interest 
rate streams in some way.^ Historically, this was not a problem for student loans 
because the program, with its quarterly adjustments, made any hedging unnecessary. 
With the formula shift, however, the gross yields on the loans vary according to a 
10-year note rate that is less reflective than the 3-month bill rate of the cost of funds 
to private lenders. In addition, as noted above, the spread between the note and the 
bill rates is not constant over time.

Financial markets offer a number of hedging techniques and instruments that 
enable lenders to avoid risk, but hedging is not cost-free. The cost imposed by this 
new interest rate risk can be measured by what it mi^t cost to hedge a 10-year 
stream of income, adjusted quarterly against a 3-month stream that matches up (as 
does the current student loan rate) with the common short-term borrowing strategy 
relied on by banks. One way this could be done is through a swap contract, under 
which the lender would pay an interest rate linked to the 10-year note rate (that is, 
the interest rate it would receive from its student borrowers under the new formula) 
and would receive in return an interest payment linked to the 3-month rates 
(roughly, the rate it received under the old formula). For example, a swap might 
involve exchanging payments linked to 10-year rates based on the Treasuiy constant 
maturity index ("CMT') for payments linked to short-term "LIBOR" rates.^ 
Currently, such a swap could be made for about 0.35 percentage points on a one 
time, straight-up basis. In fact, however, the swap would probably be more 
complicated, requiring annual hedges for the life of loans as well as future hedges 
for loans to be made after the loan rate is set (in June) but prior to the loan payout 
(in September and January), and thus be more expensive.®

The cost of interest rate risk would be added to the expected yield reduction to 
get the total expected profitability reduction owing to the shift to the 10-year index. 
The total loss of profitability could, therefore, vary from about 0.85 percentage

® It does not matter if the lender actually sets up a formal hedge. The cost of the Inetie 
to the lender will include an allowance for interest rate risk as a real cost of making and 
holding the loans. Risk-adjusting the yields on loans means subtracting from the gross yields 
the costs of raising money to fund the loans, the bard costs of originating and servicing the 
loans and paying special fees and taxes on them, and the estimated costs of the risks being 
undertaken from possible defaults, interest rate swings, losses of anticipated income from 
early repayments and the like.

* The 10-year constant maturity index represents the current average interest rate on all 
outstonding Treasury debt that has a remaining life of 10 years. It is not the same as the 10- 
year note rate, which tends to be more volatile and which it lags. LIBOR is the term that 
refers to short-term London interbank offered rates.

® Hie CMT-LIBOR swap is not the strict hedge that lenders would seek to cost or remove 
interest rate risk. An alternative measure has been developed between the 3-month bill and 
a quarterly reset 10-year CMT by Goldman Sachs & Co. for Sallie Mae, that indicatee a loes 
of lender returns of between 0.69 and 1.69 percentage points.
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If it is tme that lenders of large scale earn between 1.0 and 1.8 percentage

^od repayment recor^could be foregone, and costs of other risks could prove to be 
less^an expected. The net loss to lenders would still be real, but might leave 
profitability within a ranp that is competitive with other loans and investments 
Tl^ analysis summ^ized here assumes that the CBO baseline will hold and that the 
sort of interest rate shifts that generally accompany recessions will not occur 
Depending on what economic assumptions are made, excess profits could easily be 
present or absen^ or profits could be below competitive rates, even loss producers. 
The^ic difficulty wth setting student interest rates by fiat remains what it always 
has been: since market mechanisms - such as an auction for origination rights S 
lenders - are not used to reduce program costs, the only measure of the 
compe^favenMS of lender profits will be lender willingness to continue to and

TDTRL P.05



97-255 E

n

is giteiii^
&a®SS

I'C-'

Reducing Federal Student Loan Costs: 

The Options Are Narrowing

February 25, 1997

Barbara>Miles
Specialist in Financial Institutions

Dennis Zimmerman 
Specialist in Public Finance 
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Excess Lender Returns

Student loans enjoy cost advantages over other types of lending: they are 
mostly protected from default risk by the government guarantee; and they are 
significantly protected from interest rate risk, particularly for banks and other 
institutions that rely on short-term deposits. Previous comparisons of risk- 
adjusted spreads (earnings minus costs) for different types of financial 
investments led to the conclusion that, as of 1993, lenders were receiving 
greater-than-competitive returns from student loans.^ The earnings advantage 
on student loans — at least for lenders with large portfolios of such loans - 
varied considerably from year to year, but appeared to be on the order of 0.7% 
from 1989 to 1993. The cost to the federal government for its interest pa3nnents 
was, therefore, higher than necessary, and savings could be obtained by 
eliminating those excess profits.

Subsequently, several program changes have reduced gross returns to 
lenders and loan profitability. Previously the loan interest rate was set at 3.25 
percentage points above the bond-equivalent yield of the 91-day Treasury bill 
through 1992, and 3.1 percentage points in 1993 and 1994. It is now 2.5 
percentage points above the bond-equivalent yield while the student is in school 
and the government is paying interest on the student’s behalf (for the Stafford 
Subsidized program). When the student has left school and is repaying the loan, 
the loan is repriced at 3.1 percentage points above the Treasury bill.

While the gross return on the loans has been lowered during the in-school 
period, the cost of the loans to lenders has been raised. First, a 0.5% fee is now 
levied on lenders at origination. Second, lenders are required to share default 
costs by accepting 98%, rather than 100%, reimbursement. Risk-sharing 
increases bank lender costs in two ways, as out-of-pocket losses and as higher 
bank regulatory capital requirements. Third, lenders are now faced with 
increased prepayment costs because of competition from loan consolidation into 
the new direct loan program operated by ED. This cost is heightened because 
of the one-way nature of consolidations: that is, FFEL program loans can be 
consolidated into direct loans, but direct loans may not be consolidated into 
FFELs. Fourth, lenders are now required to rebate 1.05 percentage points 
annually on all new consolidation loans held.

The cost each of these changes imposed on lenders is reflected in table 1, 
which estimates the current risk-adjusted spread for student loans made in the 
1996-97 school year. The estimating methods and simplifying assumptions are 
discussed in Appendix A.

* See Miles and Zimmerman (1993). Risk-adjusted spreads are by
subtracting from the gross loan price: the cost of funds matched for maturity with the 
loan; the costs of servicing the loan; and the costs assigned to the various interest rate 
and credit risks that vaiy by type of loan. The adjustments require simplifying 
assumptions on which analysts will differ. Nonetheless, the technique offers general 
orders of magnitude.
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Once the student leaves school an ^ occurs despite the upward
return drops to 1.02 percentage p +v,o nrimarv lenders (banks) generally 
repricing of the loan in repayment ecause P _ secondary market
sell the loans, just before they Thf^e costs are not fully
investors that have higher costs o un ® entered repayment also
offset by scale advantages in servicing. Loans that have entereo p y
have higher costs due to the risks of prepayment.

Table 1. Risk-Adjusted Spreads For FFEL Student Loans 
1996-97 Academic Year______________

In Con-

Student Loan Interest Rate 

Effective Rate 

Less Costs:
Matched Funds 

Origination/Holding Fee 

Servicing 

Default Risk 

Prepayment Risk 

Risk-Adjusted Spreads

ment Rfipavment flolidation

7.68 8.25 9.00

— - 8.20

5.10 5.55 5.55

.17 - 1.05

.35 1.00 .50

.00 .08 .08

.12 .60 .00

1.94 1.02 1.02

Student Loans (over-the-life) 

Adjustable Rate Mortgages 

Ginnie Maes

1.25

1.25

1.20

Source: Calculations by CRS. For details, see Appendix A.

? ?

:ra student's
returns are virtually the , interest rate on loans being consolidated
lenders from: rounding up the blen raising it from 8.25% to 9.0%);
to the next whole from spreading *ose costs over a larger

Part of the increase in return that would
benefits is taken by the government reqr^men taken by increased



CRS-6

For
can

students (ae opposed to the governments
rvSVof :„™‘Xe"dra»al from bank a.ounm^v.„
S“fak"a« a25 „^“sS S mX- eap^
pay, and students vrith good f to te remaining Ute of the

ronSmd E in repayment *
The resuiting risk-adjusted weighted spreri ?eray”“‘

== S.T£ X'S

""'''’itptadlrltes L student ^

® These estimates apply omy
vpiU be made up of loans ongmated ^ ^ Adjustable

costs are about 0.4%.
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Appendix A
The calculations in table 1 make several simplienng 

will be held by depository originators for 3 m-school years; the loans will enter 
repayment and will be held by an institution with near-pnme torromng rates, 
and l^ders have a large portfolio of student loans so that 
such as servicing, can be spread across a large investment. The student loan
interest rates ar! based upon the last auction
1996 converted to bond-equivalent yield, and raised by the 2.5 and d.l 
percentage point margin, respectively. These are the rates t^t became effective
Julvl 1996, and that hold for the 1996-97 academic year.arteriitive investments ere figured on the seme time freme.)
loan rate is the blended rate on in-repayment loans being
un to the next whole percentage point. If all loans being c^solida e . ,

percentage points.
The cost of funds is the interest and non-interest cost of a 

certificate of deposit plus the cost of required f P'f ^’“”8 f 
guaranteed and the nonguaranteed portioim of the J „?gefauU
tostitutions, the 2% of the loons that is not reimbursable in the event of default
must be backed by a capital reserve to the same extent as any complet yp
loan would be. This risk-sharing adds approximately 0.13 percenta^ u° ^ance 
the funding cost of the loan for banks and thrifts. Because a special allowance 
rnay bfpaid to lenders quarterly, the matching maturity is considered to be 3

months.
The origination fee of 0.5% is paid by the originating lender 

origination A loan held for 3 years before entering repayment so
to a secondary lender implies an average ^
expected to be held for a shorter period would be more costly.)

Servicing costs are lower during the in-school period, “^nSfte^^

?Sl;:ren^S™Xblyh^^^^^^
MreVrTort"c!ng coS CriXSy KX past few 

year?. This mostly reHects the competitive need to provide j
Loother transitions into repayment for students who have the alternative 

moving their loans into the direct loan program.

Prepayment costs are those Incurred when students repay ” emmolidate 
loans prioHo the lender’s original expectation, exposing the lender to the
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possibility of lower earnings on reinvestment of the funds, or to loss of 
otherwise amortized up-front fees paid in connection with the loans. There is 
considerable reason to believe that prepayment costs have risen, mainly because 
of the direct loan alternative. In general, there is no reason for a student to 
repay a loan while in school. The main reason for prepa3nnent prior to the 
direct program competition was loan consolidation to simplify repayment and 
lower monthly payments (over longer terms) after the loan became the student’s 
responsibility to repay.

Currently, however, it is possible for a student to consolidate guaranteed 
loans into the direct program while still in school. Moving one’s loans into the 
DL program provides advantages to the student. First, subsequent direct loans 
are automatically consolidated and require no further action on the student’s 
part. Second, the direct program holds the option of income-contingent 
repayment which could dramatically reduce the repayment burden for some 
borrowers, at least for a time. But consolidation is a one-way action: 
guaranteed loans may be consolidated into direct loans, but direct loans may not 
be consolidated as guaranteed loans. This has set off considerable price 
competition among private lenders to keep loans in the guarantee version of the 
program rather than losing them to the direct version. For example, some 
lenders are offering interest rate discounts to borrowers after a 4-year period of 
faithful repayment. The 0.60 percentage point cost for the in-repayment period 
reflects this competition. The 0.12 percentage point cost for the in-school period 
is an arbitrary one-fifth of that amount. Once a loan is consolidated, there is 
little or no risk of losing the loan account’s profitability.

Default costs are nonexistent during the in-school period. It is only when 
the loan enters borrower repayment that risk arises. About half of the 
estimated expected default costs on table 1 are due to the risk-sharing now in 
effect. The rest of the default costs are due to losses lenders have anticipated 
and reserved against in connection with the 1986 adoption of heightened "due 
diligence" requirements by ED for monitoring and collecting loans.
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Subject;

Sallie Mae

Proxy Challenge Obscuring The Battle Over Future Rates On Student Loans

Political Risk Is Alive And Well For Sallie Mae

The impending proxy battle over who should be tapped to manage a reorganized and eventually privatized Sallie Mae has 
overshadowed industry concerns over whether the private lenders and their supporters on Capitol Hill will bc successful in 
seeking a legislative "fix" to block a July 1, 1998 shift in the yield on guaranteed student loans.

Under terms of the 1993 Student Loan Reform Act', all new loans originated under both the Federal Family Education Loan 
(FFEL) and Federal Direct Student Loan (FDSL) programs after July 1, 1998 (once they have passed the in-school, grace, or 
deferment periods and reach repayment) will shift from carrying an interest rate equal to 310 basis points above the 3-month 
T-bill rate to a new—and currently lower—yield equal to the rate on the 10-year Treasury note plus 1%.

[The administration further advanced this notion by proposing in the Fiscal 1998 budget that the 10-year be used as a base rate 
in calculating yields on loans during the in-school, grace, and deferment periods as well. Currently, these loans carry a rate 
equal to the 91-day T-bill plus 250 basis points.]

The spread between the 3-month and 10-year is currently around 150 basis points—which would fell far short of making up the 
loss of 210 basis points under the new regime (i.e., the difference between the 325 basis point add-on associated with the 
3-month and the 100 basis points to bc added to the 10-year). This spread between the two maturities has actually widened 30 
basis points since Valentines Day when the yield curve was at its flattest level in recent months.

Failure to talk the Administration into going along with a plan to abort the shift during the repayment period (or, for that matter, 
if Congress were to adopt Clinton's plan to use the 10-year during the in-school period—which we doubt) would pose the most 
immediate threat to banks, who originate the loans and typically hold them during the in-school or grace or deferment periods. 
Sallie Mac, for the most part, would continue to buy grandfethered loans as they enter repayment over the next few years.

Still, the impact on Sallie's future margins would become clouded, in our opinion, if the scheduled changes are allowed to take 
plack Dreams of turning the company’s shares into a "$300 stock" within five years, a controversial goal that Committee to 
Restore Value at Sallie Mae (CRV) leader A1 Lord has used to capture the imagination of institutional shareholders, could, in 

effect, be ended well before the climax.

In essence, the industry has a hell of a sales job to do with the White House and Capitol Hill. And both sides m the proxy battle 
seem to be treating the issue dismissively with shareholders, saying that it will be "fixed", or headed off, in Congress.

While a "fix" may happen, in the near-term it would have to be attached to a budget agreement, which is by no means a sure 
tiling. Moreover, making the industry's headache go away most assuredly would come at an as yet to be determined price. The 
issue gives the White House and the Department of Education leverage—in the budget battle and, perhaps eventually, with 
regard to reauthorization of the Higher Education Act, which has to be legislated sometime next year. Depending on the mood in 
the bond markets, the White House might even have the moral high ground.

Eager to "fix" the problem before it grows into something more politically controversial (or worrisome for shareholders), the 
industry has actively engaged the White House in "discussions" in recent weeks. Industry lobbyists are using three principal 
arguments to try to persuade the White House to abort the scheduled shift in loan rates;

Prudential Securities lrx»rporatEd, 1911 North Fort Myer Drive. Suite 905, Anington, VA 22209 Tel 700 27&0055

V



Prudential Secuntios

□ If the 10->-ear had been used as the base rate for yield calculations over the past fifteen years, students would have had to pay 
more, rather than less, as they would now.

□ The Congressional Budget Office (CBO) has forecasted that keeping the 3-month T-bill as the base rate would save billions 
of dollars toward either deficit reduction or the provision of new benefits for students. (CBO's original forecast of around S2 
billion in 5-ycar savings from the shift as it would apply to the FDSL program has to be amended, however, w'iih the recent 
steepening of the yield curve—perhaps now to a level of around $1.2 billion.)

□ Many private lenders arc already reevaluating their participation in the FFEL program because of past cuts in margins, as 
well as proposals for additional rate reductions, risk sharing, and origination fees proposed by the administration in its fiscal 
1998 budget. Another round of drastic changes—which the shift to the 10-year might reflect once interest rates stabilize and 
the yield curve flattens—^might do harm to the goal of preserving two healthy and competitive federal student loan programs.

Look Back 30 Years—Not 15—To See The Trend Going Forward, Analysts Say. The problem with the first of these 
arguments is that many observers believe that the history of the past 15 years is a poor harbinger indeed for the likely movement 
of interest rates the next 15 years. The high spread between short- and long-term debt securities engineered by Alan Greenspan 
in the early 1990s to help restore the health of the banking industry' was an aberration; even mote out of line were the Fed's 
rate-spiking moves of the early 1980s. Many now believe that a permanently flatter yield curve is likely to assert itself going 
forward.

Banking consultant Bert Ely has speculated that even though real rates may remain in the 4% range, the flatter yield curve of the 
1960s—not the volatile patterns demonstrated in the 1980s or early 1990s—is likely to be closest to what we will see in years 
ahead. As the accompanying exhibit shows, spreads between the 3-month and 10-year over that period were extremely 
modest—suggesting that a repeat of such a pattern would whack industry yields on student loans dov\Tiward by 100 basis points 

or more.

Meanwhile, Budget Savings Equal Only A Third Of The Pain That Might Be Felt By Students... The second argument, 
about budget savings that could be achieved, also might meet with mixed success depending on the direction of interest rates in 
coming months. If the economy continues to show signs of strength and the Fed is compelled to tighten, the yield curve could 
forther steepen and CBO would have to low-cr the level of budget savings it would attach to maintaining the 3-month T-bill as a 
base rate. While this might seem to take some of the steam out of the industry’s case, it might help in other respects because the 
decision to make the shift would look like more of a wash for students (e.g.„ with a higher 10-year rate, relative to the 3-month).

Right now, the Administration is focused not only on the savings associated with the proposed shift's impact on direct loans, but 
its impact on FFEL loans as well. The $1 billion net five-year addition to the costs students would have to pay under the FDSL 
actually triples to a total net impact of over $3 billion when you also take into account the fact that higher rates would now also 
be charged on FFEL loans.

...And Industry Margins Are Going To Take A Hit, One Way Or Another. As for the industry's pleas for consideration of 
the potential damage to the private lender "ecosystem", those arguments do resonate with supportive members in the Republican 
Congress—but not enough to head off the likely imposition of at least $2 billion or so in new fees and subsidy cuts in the context 
of budget reconciliation or the rcauthorization of the Higher Education Act. To this extent, the industry would have to claim that 
tlie net of its two selficontradictory arguments about the shift to the 10-year (i.e., that history says students will be better off with 
the status quo, while they, the lenders would somehow be worse off under the ^e^v regime) goes beyond the range of pain already 
foreseen for them in the Republican budget of 1995 (which also held over $2 billion in subsidy cuts, but was vetoed) or 
consensus plans likely to emerge in 1997.

The Bottom Line; Dismissing Political Risk Could Be Risky. The whole issue serves to demonstrate that whomever and 
whatever Sallie's shareholders choose to back in May, the notion that the company %vill somehow cease to face political risk as a 
result of gradually privatizing is off base. As this pertains to the proxy battle votes at the two scheduled shareholder meetings 
(CRV’s on May 9 and the company's on May 15), wc suggest that shareholders weigh this political factor—how each side's plan 
might impart the political debate and which management group might be best able to influence it—in their decisions.
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Impact of Current Law on Profitability and Availability of FFEL Loans

Executive Summary:

Current legislation, re-formulating the yield on student loans to a yield 100 basis 
points above the 10-Year T-bond, if implemented today, would eliminate the profitability 
of the student loan, and actually create a shallow loss on the student loan over its life. 
While the yield curve is currently flat (i.e. the 10-year T-Bond yield is lower than normal) 
even under normal circumstances the profitability on student loans would be reduced to 
about one-third what banks currently earn on other assets.

In addition, because the spread between 10-Year T-Bonds and 91-Day T-Bills is 
highly volatile, the profitability of the student loan asset would in turn be volatile at a 
very low level. Thus, the availability of student loans would be hostage to the vicissitudes 
of the credit markets.

The current law, if implemented would assuredly restrict the availability of 
student loans through the private sector. It is impossible to predict how severely the 
supply of student loans might be curtailed. While it would not be “rational” for any bank 
to remain in the program, some might try to remain active to “serve the community” or to 
secure relationships with young consumers in the hope of doing business with them in 
the future, and such banks might feel that the volume of student loans they make would 
limit the size of the resultant losses. However, banks that did remain in the program 
would quickly find their volume of applications for student loans balloon, as other lenders 
would be exiting the program in droves.

Finally, while there are many ways to look at returns on investment for banks, the 
current return appears to be below average for bank lenders. This creates a dis-incentive 
for banks to participate. If implemented, current law will create a far more powerful dis­
incentive beginning July 1998. With roughly five or six million student borrowers relying 
upon banks for loans, there would seem little time to resolve this issue.

The fact that investment returns on student loans are already sub-standard for 
bank lenders is important. The only reason the private sector has remained active in the 
student loan business is that most of the largest bank lenders have been able to securitize 
and sell student loans profitably. In addition, Sallie Mae, as a GSE, has had preferential 
capital requirements which made portfolio investment in student loans profitable. 
However, Sallie Mae is now privatizing, and will, as the banks do, securitize and sell.



Question: What happens if the credit markets are ever in turmoil, and become 
closed for student loan securities? If the spreads don’t justify portfolio investment by 
banks, and they can’t be sold profitably, the program will shut down.

Analysis:

Current law calls for a re-formulation of the yield paid to lenders on student loans 
made after July 1998, from the current rules to a yield 100 basis points (bp) above the 
“Department of Education’s cost of funds.” The law has, we understand, been interpreted 
to mean that the yield would be set 100 bp above the yield on the 10-Year T-Bond. We 
estimate that the effect of such a reformulation would be to reduce the effective spread on 
student loans by 90-140 bp.

The 10-Year T-Bond “normally” yields approximately 155 bp above the 91-day 
T-Bill. Thus, a student loan with a yield 100 bp above the 10-year T-Bond would provide 
a spread of 255 bp versus the T-Bill, as compared to the current spread of 310 bp (i.e. 
during repayment), a reduction of 55 bp in the loan spread versus the T-Bill.

In addition, it is believed that the loan would re-price in yield once a year, versus 
once a quarter currently, and thus, to match-fund the loans (i.e. fund them without interest 
rate risk) under the T-Bond formula would require that the lender use 1-year debt instead 
of 3-month debt. This would increase borrowing costs at least 35 bp, and possibly more. 
Thus, the effect of the current law, assuming a “normal” yield curve, would be to reduce 
the student loan spread by 90 bp.

We estimate the effect of such a change in spread would be to reduce the value of 
the student loan asset by 80% (see Exhibit 2).

The above analysis assumed a “normally sloped” yield curve with the 10-Year T- 
Bond yield 155 bp above the 3-month T-Bill. However, the yield curve has recently been 
55 bp flatter than normal, with the 10-Year T-Bond yield just 100 bp above the 3-month 
T-Bill (for the week ended Oct. 3rd the 3-month T-bill yield was 5.07%, the 10-year T- 
Bond 6.06%, a spread of just 99 bp). The current 100 bp spread between the T-Bond and 
T-Bill plus the 100 bp spread above the T-Bond would provide a spread over the T-Bill of 
just 200 bp, 110 bp below the current 310 bp spread. In addition, if the loans reprice 
annually rather than quarterly, the cost of funding with 1-Year debt instead of 3-month 
debt would add another 35 bp. This would effectively reduce the spread by 140-145 bp, 
eliminating the profitability of the student loan program completely (see Exhibits 1,2 &
LL

Indeed, if the current law were implemented today, there would be a loss on every 
student loan made, the net present value of which would approximate 160 bp (see Exhibit



A bank making $300 million in student loans annually would be booking a loss of 
roughly $5.0 million, or roughly $400,000 per year over 12 years.

Moreover, this would still leave the bank with additional spread risk over the life 
of the asset, namely the risk that the spread between the T-Bond and the T-Bill declined 
further. Not only would current law essentially eliminate the profitability of the student 
loan beginning in July 1998, but would make the profitability a function of the slope of 
the yield curve. This would make the availability of student loans a hostage to the 
volatility of the credit markets.

bp.
We believe that the additional cost to hedge this yield curve risk may exceed 100

Description of Accompanying Exhibits:
Exhibit #1: Proxy for Bank Profitability at Different Student Loan Spreads
Exhibit #2; The Net Present Value of Student Loan Asset Backed Securities (ABS)
Exhibit #3: Value of Student Loans Under Current 310 bp Spread
Exhibit #4: Value of Student Loans Under T-Bond Formula With Normal Yield Curve
Exhibit #5: Value of Student Loans Under T-Bond Formula With Flat Curve (Sept 1997)



Exhibit 1

Proxy for Bank P^fit^bility at Different Student Loan Spreads

Student Loan Profitability Under Alternaite Scenarios:

Profitability 10-Year T-Bond 25 BP
for U.S. Banks: Current 

Law ;
Normal 
;■ Curves,

Flat
■■

Reductioon
in'Spread

In School Spread vs T-Bill
In Repayment Spread vs T-Bill

2.50%
3.10%

2.50%
2.85%

Pretax Spread on assets 1.71% 1.05% 0.25% -0.25% 0.69%

Aftertax Spread on Assets
Contribution from Capital @ 5.00% T-Bill
Return on Assets

1.03%
0.23%
1.26%

0.63%
0.23%
0.86%

0.15%
0.23%
0.38%

-0.15%
0.23%
0.08%

0.41%
0.23%
0.65%

Average Core Capital for U.S. Banks 
March Quarter, 1997

7.8% 7.8% 7.8% 7.8% 7.8%

Return on Equity 16.2% 11.1% 4.9% 1.1% 8.3%
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Student Loan ABS Valuation: Net Present Value

600

200

Current 10-Year 
T-Bond: 
Normal 

Yeild Curve

10-Year
T-Bond:

Flat
Yeild Curve

-159
-200 -L



Exhibit 3
Current Environment
Value of Originated Production @ 310 bn SAP (basis pointsl:

RADATA\SLM\CRV#l\NPV-l.xls, bb ORIG-PROD

Year SAP

Orig 
G&A + 

Serv 50 BP 
G&A Orig Fee

COF V Other 
T-Bill Costs'

1
2
3
4
5
6
7
8
9
10 
11 
12

In School 
In School 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment

250
250
310
310
310
310
310
310
310
310
310
310

-40
-40

-100
-100
-100
-100
-100
-100
-100
-100
-100
-100

-180 -70
-70
-70
-70
-70
-70
-70
-70
-70
-70
-70
-70

0
0

-24
-24
-24
-24
-24
-24
-24
-24
-24
-24

1 - Borrower benefits 10 bp, claims expense 6 bp and
risk sharing 8 bp ( 20% default rate x 2% = 40 bp Over 5 years = 8 bp per year).

Paydown @ 16% Annually

Year

53%

Discounting @ 10% Factor

Year

Pretax

Pretax
ROA

1 100% -40
2 100% 140
3 84% 97
4 71% 82
5 59% 69
6 50% 58
7 42% 49
8 35% 41
9 30% 34
10 25% 29
11 21% 24
12 17% 20

Pretax
ROA

Residual
ROA

1 100% -40 0
2 90% 126 14
3 81% 79 19
4 73% 60 22
5 66% 45 24
6 59% 34 24
7 53% 26 23
8 48% 19 21
9 43% 15 19
10 39% 11 18
11 35% 8 16
12 31% 6 14

Pretax Valuation = 390 213
Less: Issuance Costs -30 18
Pretax Gain on Sale = 360

Undiscounted Cash Flow as % Ayg Securitized Loans = V 34



Exhibit 4 R:\DATA\SLM\CRV-75bp\NPV-75BP.XLS, bb ORJG lOYR

10-Year T-Bond Plus 100 bo: Normal Yeild Curve 
Value of Originated Production @220 hn SAP (basis points):

Year SAP
Serv
G&A

Orig.
G&A

COFv
T-Bill

Other 
Costs '

1 In School 220 -40 -180 -70
2 In School 220 -40 -70
3 In Repayment 220 -100 -70
4 In Repayment 220 -100 -70
5 In Repayment 220 -100 -70
6 In Repayment 220 -100 -70
7 In Repayment 220 -100 -70
8 In Repayment 220 -100 -70
9 In Repayment 220 -100 -70
10 In Repayment 220 -100 -70
11 In Repayment 220 -100 -70
12 In Repayment 220 -100 -70

1 - Borrower benefits 10 bp, claims expense 6 bp and
risk sharing 8 bp (20% default rate x 2% = 40 bp Over 5 years = 8 bp per year).

Paydown @ 16% Annuallv

Year

0
0

-24
-24
-24
-24
-24
-24
-24
-24
-24
-24

1 100%
2 100%
3 84%
4 71%
5 59%
6 50%
7 42%
8 35%
9 30%
10 25%
11 21%
12 17%

53%

Discounting @ 10% Factor 

Year

Pretax

Pretax
ROA
-70
110
22
18
15
13
11
9
8
6
5
5

Pretax
ROA

Residual

1 100% -70 0
2 90% 99 11
3 81% 18 4
4 73% 13 5
5 66% 10 5
6 59% 8 5
7 53% 6 5
8 48% 4 5
9 43% 3 4
10 39% 2 4
11 35% 2 4
12 31% 1 3

Pretax Valuation = 97 56
Less Issuance Costs -30 5
:I>ret^ Gam (Loss) on Sale =, - ‘

Undiscoimted Cash Flow as ®/o*Ayg Securitized Loans = ’ ■-r9v::
Source: Corporate reports and Bernstein estimates.



Exhibit 5
10 Year T.Bond Plus 100 bp; Flat Yield Curve
Value of Originated Production @170 bn SAP tb^is pointsV

R:\DATA\SLM\CRV-75bp\NPV-75BP.XLS, bb Orig-140BP

Year SAP
Serv
G&A

Orig.
G&A

COFv
T-Bill

Other 
Costs'

1
2
3
4
5
6
7
8
9
10 
11 
12

In School 
In School 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment 
In Repayment

170
170
170
170
170
170
170
170
170
170
170
170

-40
-40

-100
-100
-100
-100
-100
-100
-100
-100
-100
-100

-180 -70
-70
-70
-70
-70
-70
-70
-70
-70
-70
-70
-70

0
0

-24
-24
-24
-24
-24
-24
-24
-24
-24
-24

1 - Borrower benefits 10 bp, claims expense 6 bp and
risk sharing 8 bp ( 20% default rate x 2% = 40 bp Over 5 years = 8 bp per year).

Paydown @ 16% Annually

Year

53%

Discounting (S), 10% Factor

Year

Pretax
ROA

Pretax
ROA

1 100% -120
2 100% 60
3 84% -20
4 71% -17
5 59% -14
6 50% -12
7 42% -10
8 35% -8
9 30% -7
10 25% -6
11 21% -5
12 17% -4

Pretax
ROA

Residual
ROA

1 100% -120 0
2 90% 54 6
3 81% -16 -4
4 73% -12 -5
5 66% -9 -5
6 59% -7 -5
7 53% -5 -5
8 48% -4 -4
9 43% -3 -4
10 39% -2 -4
11 35% -2 -3
12 31% -1 -3

Pretax Valuation = -129 -35
Less: Issuance Costs -30 -3
Pretax Gain oh Sale = '

•• <4V.,.....
-159

Undiscounted Cash Flow as % Ayg Securitized Loans = • -6 1
Source: Corporate reports and Bernstein estimates.


