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The Princeton Review Announces

New Stafford Loan Rebates to Students

The Princeton Review, a lender panicipating in the Federal Family Education
Loan Program (OF # 832222) has snnounced that it is praviding a one-percent
(1%) rebate of the total amount borrowed to students at selected schools who
take out Stafford Loans from The Princeton Review. This benefit is in addition to
the many current benefits sludents derive from having their Princeton Review
Stafford Loans serviced by Sallie Mae. '

Benefits that borrowsrs can now receive with a Frinceton Review Stafford -Loan
include;

« One-percent (1%) rebate on outstanding loan balances 60-days prior 1o
repayment.

« Two-percem (2%) interast rate reduction if the borrower makes the first 48
payments on lime.

» Refund of all but $250 of the borrower's origination fee if the Stafford Loan
sxceeds $8,333.

- Yi-percent (0,25%) interest rate reduction if the borrower automatically
transfers payment from the bormower’s checking account.

Since the new one-percent (1%) rebate will be paid 60-days prior to repayment of
the loan, students will have the aption of either applying the rebate to the first
several monthly payments or receiving the rebate in the form of cash and using
the praceeds for other purposes. We believe that providing the additional benefit
at a time when loans initially enter the repayment phase helps students to get off
on the right foot in meeting fheir financial obligation.

We would like to offer this benefit to students attending your college. Please
contact Michawl Blattman, Viee President, at 301.818-4587 or emsil 3!

MikeR@Review.com.
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V-Tek to Offer a Student Loan Origination System

For Immediate Release
Monday, September 21, 1998

Contact: Bernard Abrams
V-Tek Systems Corparation
©909-396-5355

Diamond Bar, California ~ V-TEK Systerns Corporation, a soltware development and system integration company,
today announced nlans in offqr 3 rtudent Ioan origination system. Additionally, they said negotiations with a major
studant loan indusiry parlicipant as a joint venture partner were near complelion, The new system - which has heen in
development since April of this year, will support both tnternet and Intraniel communications and will refy on leading-
edge technologies W deliver a truly flexible, modern architecture. System software includes Windows NT 4.0. Oracle 3,
Visunl Basic. AV-Image, Microsoft Internet Server and MS.Office.

According lo Bernard Abrams, CEOQ of V.Tek. "A state-of-the-art loan origination system is long overdue in the
education finance industry. Over the past several years, both commercial and In-house developed systems have deen
relrofit or front-ended. bul the basic technalugy is outdated. The simple reality of today's financial aid envirorimant ig the
demands of the schools and students for information support, data base access and funds delivery have far surpassed
the capabilities of any existing software “

V-Tek's interest in developing a student Joan origination system has evolved over the past three yaars. During that
pariod the company created, and now manages, the student inan industry's first large-scale data switch for ELM
Resources, an alliance of echcations! lenders. V-Tek developed the software schouls and lenders use to interface lo
EL.M's drla base services, which ig entirely built around Internet hrowser technolegy. This software was one of the
nation’s first transactional business applications to run on the Web. V-Tek also implemented the financial sid industry's
first Web status service for student loans for ELM Resources and the first Weh status service for grants for lliinois
Student Assistance Corporation (ISAC). In addition, several large lendars use V-Tek developed data servers for
sending and recaiving student loan data fles.

“Givar all of the experience we've had building student loan delivery and dala base praducts, it's a natural progression
{0 get involvact wilh originations,” says Ahrams. “The work over the las! few years has given us a unique insight int
the needs of schools and lenders relative to student loan processing. We plan to put all we've learned into the new
system.”

System modules will include imagina/workflow. credit bureau interface. pre-approval processing, Web status access.
Web transaction processing and school-gelected disbursemant flows (funds request, netling and date driven). The
System will support Stafford. PLUS and Alternative oans.

Related fo the loan origination development project, V-Tek said Seneca Technologies, inc.. a Long Beach, Catifornia
based consulting firm, is being used to davelop (he user requirements for the system and perform the project
management function. Seneca will alse help market the product to institutions who make student loans.

V-Tek Systems Corporation, hesdquartered in Diamond Bar, CA, is a software development and system integration
compary with extensive expertisa in client/server technology. Unix and NT oparating systems, QOracla data base
software and Internet communications. V-Tek provides software solutions and services 1o many of the nation's largest
financial institutions and collegas and universiies.
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Few Borrowers Repay Student Loans Through ‘Income-Contingent’ System

BY STEPHEN BURD

How Borrowers Repay Direct Student Loans

. Orlgmal loans
“Total borrowers: 1, 210 300

Total volume:
$9.26-billion

@Standard repayment: Students pay a fixed amount
each month until their loans are.repaid, in 10 years.

% Graduated repayment: Students’ monthly
payments start fow, then nse every two years until the

loan is repa|d in 15 years

n

Note: Figures may not add to 100 per (':e'nt.bec_ause of rouhdmg.-

Total volume:
$4.1-billion

Repayment Plans in the DIrect-Loan Progr" "

amount each mont|
30 years, depending

amount they owe." Aft
_.Ioan is dlscharged b

2] Ine'ome-eontln'geht
" payments are. base on

. .Extended repaymen‘ ':Students pay a smaller fi xed

nd_ repay their loans ¢ over 12 to
or unit they owe:, ’

t: Students monthly

nihyal. mcome ‘and the
repayment the~;

'.the -federal govemment

SOURCE: U.S. nEPAkaENT OF EDUCATION,

CHRONICLE CHART BY SHERRIE GOOD

Ess than 1 per cent of new stu-
L dent-loan borrowers in the
Clinton Administration’s di-
rect-loan program are paying off
their loans under the program'’s
““income-contingent repayment’
option.

That is a far cry from the cam-
paign promises that Mr. Clinton
made in 1992, when he contended
that tying borrowers’ loan pay-

ments to their future income would

make it easier for hundreds of thou-
sands of students from low-income
families to go to college.

As part of a broader reform of
the federal financial-aid system.
Mr. Clinton proposed during his
initial run for the Presidency that
student loans be payable either as a
percentage of a person’s income or
through community service.

“*We will open the doors of col-
lege to high-school graduates with-
out regard to income,”” candidate
Clinton said repeatedly on the cam-
paign stump. ‘‘They could borrow
the money and pay it back as a per-
centage of their income or with a
couple of years of service to our
nation here at home.™

Clinton aides believed that in-
come contingency—an idea first
advocated by the economist Milton
Friedman in a 1955 essay—would
make borrowing less threatening
to needy students because they
would have to pay back only a per-
centage of their future earnings.
Under the plan, such students

e o PR

would have nothing 10 fear. be-
cause if thev earned little. their
payments would be small. and if

they failed to pay off their loan
debt. it would be forgiven after 25
years by the government.

Mr. Clinton also believed that in-
come contingency would make it
easier for students to pursue ca-
reers in low-paying but socially
useful fields. such as teaching.

But after four years in operation
in the direct-loan program, the in-
come-contingent repayment option
has failed to revolutionize student
borrowing. Its low level of use so
far suggests that it has not played a
major role in increasing access to
college or altering the carcer path
for many student-loan borrowers.

Instead, the Education Depart-
ment and financial-aid officials at

CLINTON LIBRARY PHOTOCOPY
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colleges in the direct-loan program
have sold income contingency
mostiy as a “last resort”” option for
needy students with sizable debts
who have defaulted or are close to
detaulting on their loans.

Mr. Clinton’s ambitions for in-
come contingency have been sty-
mied primarily because the repay-
ment option is wedded to the.con-
troversial direct-lending program.

In 1993, the President hoped to
replace the guaranteed-loan pro-
eram with direct lending. which
provides loan funds directly to stu-
dents through their colleges. by-
passing the banks that dominate
the traditional loun system.

But Congress. skeptical about
the government’s ability to manage
@ huge loan program. slowed the
transition. Now. in its fitth vear.
direct lending has captured only a
third of the total student-loan vol-
ume. As a rvesull. income contin-
gency is available at only about 20
per cent of the nation’s colleges.

In their effort to limit the growth
of direct lending, banks and guar-
antec agencies have vigorously op-
posed the income-contingent re-
paymient option. which they have
feared would give the direct-loan
program a competitive edge.

Three groups that represent the
guaranteed-loan industry—the Co-
alition for Student Loan Reform.
the Nutiona! Council of Higher Ed-

She recommends income contin-
gency only “as a last resort.” to
the most desperate borrowers.

Surprisingly. Education Depart-
ment officials share her views.
They have used the program main-
v as a way to rehabilitate loan de-
faulters. or to stop people who are
close to default from going under.
Typically. the department encour-
ages those borrowers to refinance
their multiple loans into a single.
new direct loan and to repay it us-
ing the income-contingent plan.

A General Accounting Office
study lust vear on the income-con-

tingency program found that about
40 per cent of all borrowers in the
program at the time had been

placed in it by the department after

defaulting on guaranteed loans.

PROTECTION FROM SANCTIONS

The G.A.0. also tound that users
of income contingency default at a
rate three times as high as borrow-
ers using the other repayment op-
tions available in direct lending.

David A. Longanecker. Assist-
ant Secretary for postsecondary
education. says that even if some
are defaulting again. the depart-

ment’s practice of placing them in
the income-contingency programis
invaluable because it helps rehubil-
itate many other borrowers.

“People who delault mostly
don’t have the means to pay back
their Joans.”” Mr. Longanecker
says. Income contingency. he
adds. makes it easier for them to
repay their loans until they find
steady jobs. and protects them
from the severe sanctions they
otherwise would endure as detault-
ers.

Proponents of income contin-
gency generally agree that rehabili-

tating detaulters is a worthy .goul
for the program. But they fault the
department for not more aggres-
sively fighting the efforts of lenders
to discredit income contingency.
“There are millions of people
who are strugghog to pay back
their loans and wunt to pay ek
their loans, but don’t know about
this option.”” savs Leo Kornfeld. a
former Education Department offi-
cial who championed income con-
tingency. I a ot more people
knew about it. a lot more people
would be using it and not defaulting
in the first place.™ B




Education Finance Council—pro-
duced a report in November 1996
attucking income contingency as
wo costly to students.

Under the program. the report
warned. o borrower’s payments
could be s0 fow—as little as $5 a
month—that they would not cover
the cost of the accumulating inter-
est. As u result, the total amount of
money that the borrower would
have to repay would soar.

‘$10,000 IN INTEREST COSTS’

According to the report, a stu-
dent who graduated with $15.000in
education debt and whose initial
earnings were $15.000 a year would
end up. after 25 years. repaying
more than $36,000—and still fail to
pay off the loan. The same borrow-
er. the report said. could have cho-
sen a 15-year graduated-repayment
plan in the guaranteed-loan pro-
gram. which allows payments to
rise steadily over the life of a loan.
Such a decision could save the bor-
rower ‘““approximately $10.000 in
interest costs,”” the report said.

The report circulated widely
among lawmakers and college offi-
cials. John Dean. counsel to the
Consumer Bankers Association.
believes that the report was “‘re-
markably effective™ at discrediting
income contingency. “As a result
of that report. [ believe aid admin-
istrators became much more wary
of recommending that option to
their students,” he says.

Sheryl T. Spivey is wury. “ltis
not something I want to recom-
mend.” says the director of stu-
dent financial aid at the University
of Minnesota=Twin Cities. a uni-
versity in the direct-loan program.
1t can double or even triple the
cost of a loan.™
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Status of Loan Consolidation Applications
Received by EDS
Since December 1, 1997
Cumulative Change Since
C:‘::‘;:).zr ?f Through Last Bi-Weekly
olidation 08/21/98 Report
Applications’ (08/07/98)
Accepted 88,416 +6,588
In Process? 20,440 +1,002
Step 1: Obtaining lender
information 10,560 +1,826
Step 2: In underwriting process 1,732 -590
Step 3: Obtaining signed
promissory note from borrower 5,967 +1,341
Step 4: In ICR Process® 2,181 -1,575
Deactivated 7,577 +566
Ineligible/Withdrawn 2,529 -96
Completed (Consolidated)* 57,870 +5,116

* Applications continue to move through the consolidation process smoothly. EDS is expected to

complete loan consolidations within 60 to 90 days. Therefore, we expect EDS to have about 60 to
90 days’ volume of applications in process at any time. This is indeed the case. About 95
percent of the applications in process were received in the last 90 days (excluding *
supplementals,” which have already been consolidated -- see notes 2 and 4 below). Nearly all of
the remaining five percent of applications in process either had been temporarily deactivated
while EDS was awaiting additional information from the applicant or are in the extra step for
income contingent repayment.

An accepted application can be deactivated at any stage in the process if a borrower who has
provided incomplete information fails to respond within 21 days to a request for additional
information. The application is reactivated when the borrower provides the requested information.

The change since the last bi-weekly report can be negative if more applications move to the next
step than entered a step.



The figures include only applications that have been reviewed and accepted as complete.
2 Applications “In Process” include 771 supplementals, applications for which the loans have
been consolidated (booked) but the borrower has requested within 180 days of the first booking that
an additional (supplemental) loan be added to the consolidation loan. This break-out of
supplementals reflects a recent enhancement in our reporting capabilities, which allows us to provide
a more accurate picture of the loan consolidation process.
3 These are applications for borrowers who have selected or have been assigned the Income
Contingent Repayment (ICR) option and are awaiting the approval of the waiver from the IRS or
receipt of alternative documentation from the borrower.
4 “Completed (Consolidated)” applications do not include 771 supplementals, applications that
have been consolidated but the borrower has requested that an additional loan be added to the
consolidation loan. (See note 2 above.)

U.S. Department of Education
August 25, 1998
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UNITED STATES DEPARTMENT OF EDUCATION

THE DEPUTY SECRETARY

' AUG 2 | 1998
Honosable James M. Jeffords

Chanman, Senate Committee on Labor and Human Resources
835 Hart Senate Office Building
Washington, DC 20510

Dear Chairman Jeffords:

On July 29, 1998, you wrote to Secretary Riley regarding the Direct Consolidation Loan
program. On August 10, 1998, I provided an initial response to your questions on
Secretary Riley's behalf. Today, I am providing the remaining information you
requested. An identical letter is being sent to Chairman Jeffords.

Before I address your numbered requests for information, I would like to stress that
President Clinton, Secretary Riley, and I believe that the best interests of students, their
families, and taxpayers are served by continuing two strong loan programs and leveling
the playing field between them to the extent feasible through further changes in the law. I
look forward to continuing to work with you toward this goal.

The Administration took a step in this direction by including in our proposal for the
reauthorization of the Higher Education Act (HEA) a reduction in the interest rate on
FFEL consolidation loans that is the same as that being offered on Direct and FFEL
student loans, as well as Direct Consolidation Loans. We urge that the final HEA
legislation ensure that consolidation loan borrowers in both programs receive the same
low interest rate currently applicable to Direct Consolidation Loans and that lenders
receive a rate of return that is comparable to what they receive on consolidation loans
under current law.

Answers to your specific questions follow.

1. The status reports currently provided by the Department include only
applications which have been determined to be complete. What is the total
number of applications that are received from borrowers during each reporting
period?

As you note, the Department's biweekly reports to Congress include only those
applications that have been reviewed, determined to be complete, and therefore
“accepted” by the Department's loan consolidation contractor, Electronic Data Systems,
Inc. (EDS). These applications include all the information necessary for EDS to begin
processing the application. Because EDS cannot process incomplete applications, we
believe that this is the most accurate way to report this information.

600 INDEPENDENCE AVE.. S.W. WASHINGTON, D.C. 20202-0500



Page 2 -- Honorable James M. Jeffords

Nevertheless, in response to your request, we are enclosing with this letter a table that
indicates the total number of applications received during each biweekly period since
December 1, 1997. This table includes both complete applications received by EDS as
well as applications that are not complete for various reasons (such as a missing lender
name-or-borrower address). This table does not include applications that were reviewed
in the EDS mailroom and immediately returned to the borrower because they were
missing certain vital pieces of information, such as a social security number or a
signature. Once these latter applications are revised and returned by the borrower, they
are treated as received and dated based upon the date of receipt of the returned, revised
application.

As noted above, received applications are not officially "accepted" until they are
reviewed, determined to be complete, and entered into the EDS processing system. EDS
has accepted over 95 percent of the applications it has received since December 1, 1997.
(This figure excludes applications rejected by the EDS mailroom and not yet resubmitted
by the borrower, since those applications will be dated once they are returned by the
borrower.) EDS currently has about 2,400 applications -- a number equal to about three
or four days of receipts -- that are in the standard process of moving from received to
accepted applications. During this process, EDS examines each application, resolves any
miscellaneous data issues, and enters the application into the EDS processing system. As
for the remaining 800 applications that have not yet been accepted, EDS has requested
missing information from the borrower and is waiting for their responses.

2. The reports indicate that more than 2,000 borrowers have withdrawn their
applications. Why are these borrowers withdrawing from the program?

The biweekly reports list application withdrawals, ineligible applications, and
cancellations together. In fact, only about 400 of the roughly 81,800 borrowers who
have applied for a Direct Consolidation Loan since December 1, 1997, have actually
withdrawn their applications.

Many of the roughly 2,600 borrowers in the "Ineligible/Withdrawn" category on the
August 7, 1998, were cancelled by an EDS customer service representative. For example,
an application is cancelled if the borrower previously filed a duplicate application or if
EDS could not locate the borrower in three attempts following the return of EDS
correspondence that could not be delivered. If the reason for the deactivation is
subsequently resolved (e.g., the borrower contacts EDS), than EDS reactivates the
cancelled application and completes the consolidation.

The remaining applications among the 2,600 listed as "Ineligible/Withdrawn" were
ineligible for a Direct Consolidation Loan. For example, borrowers cannot consolidate a
student loan received through the Perkins or Health Education Assistance Loan (HEAL)
programs unless they are also consolidating at least one loan from the Direct Loan or the
Federal Family Education Loan (FFEL) programs.
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According to EDS's customer service representatives, borrowers withdraw their
applications for many reasons: borrowers decide to pay off their loans immediately;
couples decide to halt their joint consolidation in order to consolidate separately; or
borrowers' spouses will not give EDS permission to obtain income information from the
Inteleg:l‘ Revenue Service, among other reasons.

3. The reports indicate that approximately 6,800 borrowers have had their
applications deactivated. Last year deactivations were attributed in large part to
incomplete applications. What is the reason for these deactivations and how
does this rate compare with the FFEL program?

A borrower's application is deactivated if he does not respond to a request for a vital piece
of information or return his promissory note within 21 days. If the borrower responds
after the application is deactivated, EDS reactivates the application and completes the
consolidation. EDS has reactivated and consolidated roughly 8,200 applications that
were received since December 1.

If the borrower does not respond within 120 days of the deactivation -- that is, almost five
months after the original request -- the application will no longer be automatically
reactivated upon borrower response.

Most deactivated applications are deactivated because the borrowers did not return their
promissory notes. Other applications are deactivated after EDS discovers that one of the
original loans is defaulted and the borrower does not return EDS's request for instructions
on how to proceed. Other deactivations are caused by parent borrowers or their endorsers
not responding to EDS's request for credit history information for parent (PLUS)
consolidation loans or by a borrower entering income-contingent repayment who did not
provide EDS or the Department with the ability to verify his income.

It is difficult to compare EDS's deactivation rate with the rates of FFEL lenders, as you
request, because loan consolidation processes differ widely from lender to lender. For
example:

- Some FFEL consolidators will cancel a borrower's application and require him to re-
apply if he does not respond in 60 days, while others maintain the application
indefinitely. EDS, which waits nearly five months before canceling an application,
appears to be well within the range of time periods among FFEL consolidators.

+ Unlike EDS, some FFEL lenders do not have a comparable deactivation status but
simply cancel the application if the borrower does not respond; and

- Unlike EDS, some FFEL consolidators combine the application with a promissory
note and therefore require fewer interactions with the borrower.
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4. How long, on average, does EDS require to consolidate a student loan? Whatis -
the “age” of loans contained with the current backlog?

The Department tracks the processing time of "fast track" and "regular" applications
separately. Prior defaulters who have re-entered repayment and whose loans are held by
the Department's Debt Collection Services are consolidated through the fast track process
because the Department already owns their loans.

To answer your first question, EDS completed a total of roughly 52,500 consolidations
between December 1, 1997, and July 31, 1998. Of these loans, EDS completed fast track
applications in an average of 13 days and regular applications in an average of 56 days.
This is faster than the 60 to 90 days that the Department expects EDS to require to
process an application.

To answer your second question, there is no "backlog" of consolidation applications, as
discussed more fully in my August 10 letter to you. The roughly 550 fast track
applications in process on July 31 have been in process an average of three days. The
roughly 16,600 regular applications have been in process an average of 30 days.

It should be noted that these figures do not include 1,411 “supplemental” applications for
which the loans already have been consolidated (booked), but the borrower has requested
within 180 days of the consolidation that an additional (supplemental) loan be added to
the consolidation loan.

S. What efforts are being made to ensure that borrowers do not become delinquent
on their student loans while waiting for the loan consolidation process to be
completed?

In its written materials, EDS prominently states that all applicants must continue to make
monthly payments on their original loans while their application is being processed,
unless they were not required to make payments prior to applying for a loan
consolidation. EDS also notifies applicants that they may be eligible for deferment or
forbearance if they are having difficulty making these payments and encourages them to
contact their lender for further information.

For example, the second and third pages of the application packet consist of a letter to the
borrower describing the consolidation process. The letter reads in part,

If you currently are required to make payments on your loan(s), continue to do
so. You will need to continue making payments until you receive written
notification that your loan(s) has been successfully consolidated. If you are
having difficulty making payments on your loan(s), contact the correspondence
address or telephone number on your current loan statement(s) to find out ways
you might be able to postpone loan payments; ask specifically about your
“deferment” or “forbearance” options.
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This paragraph is repeated in the promissory note package and correspondence that EDS
mails to applicants to request additional information.

In addition, EDS's customer service representatives provide borrowers with information
abouf their deferment and forbearance options. They also routinely refer direct loan
borrowers directly to the direct loan servicing center, where they can obtain information
about deferment and forbearance options.

6. The contractor has maintained a backlog of 17,000+ applications for the past
four months. When do you anticipate that this backlog will be eliminated?

These applications are not a “backlog” as you describe it, as I explained in my August 10
letter to you. EDS is expected to complete loan consolidations within 60 to 90 days and,
therefore, we expect EDS to have about 60 to 90 days' volume of applications in process
at any time. This is indeed the case. -

About 94 percent of the applications in process on July 31 were received in the last 90
days (excluding supplemental loans, as explained in response to question four above).
Nearly all of the remaining six percent of applications in process either had been
temporarily deactivated while EDS was awaiting additional information from the
applicant or are now awaiting the verification of income and other information before the
borrower can begin the income-contingent repayment plan.

Naturally, as the number of applications increases, the number of applications that EDS
will have pending within the normal processing time of 60 to 90 days -- and thus the
number of applications listed as "in process" on the biweekly reports -- will also increase.

7. What volume of Direct Loan Consolidation applications do you anticipate
receiving each month over the next six months? How many direct loan
consolidations do you expect your contractor will complete each month over the
next six months?

As I described in my July 28 letter to Chairman Goodling (which I have provided to you)
and the Department reported in its biweekly reports, there has been an increase in volume
of Direct Consolidation Loan applications. Although there may be a further increase in
application volume, changes in volume are difficult to predict.

Past anticipated increases in volume have not always materialized. For example, the
Department anticipated an increase in loan consolidation volume in the fall of 1997 after
Sallie Mae discontinued its loan consolidation program, but an increase in applications
never materialized.
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In the first six months of this year, EDS processed roughly 2,000 applications each week.

EDS has expanded capacity and hired additional staff and now can handle a 50 percent

increase in volume to 3,000 consolidations each week. By October 1, it could double

voluiné to 4,000 consolidations each week.

8. What contingency plans do you have in place should increased application
volume begin to overwhelm EDS’s capacity to process consolidation loans?

As I described in my July 28 letter to Chairman Goodling, the Department is pursuing
other means of obtaining additional capacity to process direct loan consolidations should
the need arise. We are examining our options to obtain the services of organizations with
closely related experience and a proven track record of performance, such as guaranty
agencies and other financial institutions.

The Department is now in the process of defining its requirements for additional -
consolidators. We will state these requirements in terms of performance outcomes, rather
than process steps, and will consult with interested organizations before initiating the
formal procurement process. The Office of Management and Budget has recommended
that agencies contact the industry early in the process to ensure that the requirements are
comprehensive with clear performance expectations and wﬂl not unnecessarily restrict
competition, increase costs, or stifle innovation.

9. EDS was required to perform an evaluation of the 1,000 initial applications to
determine whether problems with the loan consolidation process had been
successfully resolved. Please provide me with the results of this evaluation.

Price Waterhouse, the Independent Quality Control Unit (IQCU) for the direct loan
consolidation contract, agreed to analyze EDS’s performance in processing 1,000
applications that were among the first EDS received after December 1, 1997. Several
weeks ago, we asked Price Waterhouse to compile its analysis on these applications into
one report. I provided you with a copy of that report on August 10.

Price Waterhouse concluded that the evidence showed that "the loan consolidation
process has been considerably improved when compared to cycle time processing,
accuracy, and inventory levels reported before the reengineering effort took effect."
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I hope that this information is useful to you. If I can be of any further assistance, please
do not hesitate to let me know. _ )

Sincerely,

T

Marshall S. Smith
Acting Deputy Secretary

Enclosure



UNITED STATES DEPARTMENT OF EDUCATION

THE DEPUTY SECRETARY

The Hororable William Goodling A6 2| jooR
Chairman

Committee on Education and the Workforce

U.S. House of Representatives

2181 Rayburn House Office Building

Washington, DC 20515-8100

Dear Chairman Goodling:

In response to a request from your office, we have been assembling certain additional
information concerning the Direct Consolidation Loan program. I am pleased to provide you
today with that additional data. As you will see, these data are consistent with other reports we
have provided to you and other Members of Congress regarding the smooth operation of the
Direct Consolidation Loan program. The Department intends to make updated versions of the
two enclosed tables available through our web site every two weeks.

Applications Received. The first table reflects the number of applications received during each
biweekly period since December 1, 1997. As you know, the Department’s biweekly reports to
Congress have included only those applications that have been reviewed, determined to be
complete, and therefore “accepted” by the Department’s loan consolidation contractor, Electronic
Data Systems, Inc. (EDS). These applications include all the information necessary for EDS to
begin processing the application. Because EDS cannot process incomplete applications, we
believe that this is the most accurate way to report this information.

The enclosed table describing received applications includes both complete applications received
by EDS as-well as applications that are not complete for various reasons (such as a missing
lender name or borrower address). This table does not include applications that were reviewed in
the EDS mailroom and immediately returned to the borrower because they were missing certain
vital pieces of information, such as a social security number or a signature. Once these latter
applications are revised and returned by the borrower, they are treated as received and dated
based upon the date of receipt of the returned, revised application.

As noted above, received applications are not officially "accepted" until they are reviewed,
determined to be complete, and entered into the EDS processing system. EDS has accepted over
95 percent of the applications it has received since December 1, 1997. (This figure excludes
applications rejected by the EDS mailroom and not yet resubmitted by the borrower, since those
applications will be dated once they are returned by the borrower.) EDS currently has about
2,400 applications -- a number equal to about three or four days of receipts -- that are in the
standard process of moving from received to accepted applications. During this process, EDS

600 INDEPENDENCE AVE.. S.W. WASHINGTON, D.C. 20202-0500
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examines each application, resolves any miscellaneous data issues, and enters the application into
the EDS processing system. As for the remaining 800 applications that have not yet been
accepted;;EDS has requested missing information from the borrower and is waiting for their
responses.

Applications Requested. I have also enclosed a table that describes for each biweekly period
since December 1, 1997, the number of Direct Consolidation Loan applications that EDS has
mailed in response to borrower requests for such applications.

Proportion of FFEL loans. Although EDS does not routinely track whether one or more of a
borrower's underlying loans were obtained under the Federal Family Education Loan (FFEL)
program, we asked EDS, in response to your request, to provide us with a breakdown of
applications that included underlying FFEL loans and those that did not.

There has been no change since July 1 in the proportion of applicants applying for a Direct
Consolidation Loan who have one or more FFEL loans held by the FFEL industry. For the
period July 1 through August 14, 1998, roughly 74 percent of applicants have one or more FFEL
loans held by the FFEL industry, while the remaining 26 percent of applicants had only FFEL
loans held by the Department's Debt Collection Services or direct loans. These are the same
proportions that applied for the period December 1, 1997, through June 30, 1998.

I hope this information is helpful to you.
Sincerely,
M - g L—7/ 4. ﬂ(

Marshall S. Smith
Acting Deputy Secretary

Enclosures



Direct Loan Consolidation Program
Applications Received Since December 1, 1997

- -

=7 Two-Week Period Ending

Two-Week Total*

December 12, 1997 1,480
December 26, 1997 3,771
January 9, 1998 4,341
January 23, 1998 5,858
February 6, 1998 5,918
February 20, 1998 6,276
March 6, 1998 5,260
March 20, 1998 4,735
April 3, 1998 4,542
April 17, 1998 4,161
May 1, 1998 4413

May 14, 1998 3,706

May 29, 1998 4,606

June 12, 1998 4411

June 26, 1998 4,640

July 10, 1998 4,612

July 24, 1998 5,628
August 7, 1998 6,653

* This figure does not include applications that were returned to the borrower because, for
example, they were not signed or did not include a social security number. Such applications
are dated as received when the borrowers complete and return them.

U.S. Department of Education
August 18, 1998




Direct Loan Consolidation Program
Applications Mailed in Response to Borrower Requests*
- Since December 1, 1998
Two-Week Period Ending Two-Week Total

December 12, 1997 9,320

December 26, 1997 10,011

January 9, 1998 11,056

January 23, 1998 18,526

February 6, 1998 10,991

February 20, 1998 7,571

March 6, 1998 7,568

March 20, 1998 11,654

April 3, 1998 9,286

April 17, 1998 8,080

May 1, 1998 10,916

May 15, 1998 9,490

May 29, 1998 8,124

June 12, 1998 ' 9,599

June 26, 1998 10,067

July 10, 1998 13,400

July 24, 1998 16,950

August 7, 1998 14,145

* This table indicates the number of paper application forms mailed to
botrowers by EDS, the method of application for Direct Consolidation Loans
chosen by most borrowers. Borrowers may also apply through other means,
such as by downloading an application from the Department's web site.
Prior defaulters may also apply through the Department's Debt Collection

. Services.

U.S. Departmént of Education
August 20, 1998
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Access America for Students

Higher Education Association
Briefing

July 30, 1998
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Agency Electronic Student Services

Migration Requirements

urrent

Services

Services

00ISs

= Needed

gqucation FAFSA Single Student Electronic ID
NSLDS on the web Account ¢ Electronic Address
(planned pilot) Electronic Origination Changes
and Payment ¢ Student Account Structure
Electronic Signature
for FAFSA/Loan
Applications
Internal Tele-filing of 1040EZ Tele-file or electronic ¢ Electronic ID -
forms (25 million filing of all student ¢ Secured Web Payments
Revenue mailed only 6 million 1040EZ tax returns ¢ Electronic Address
returned) Changes
Veterans School Eligibility Initial Benefit Eligibility | ¢ Electronic ID
Affairs Certifications (3,000 Application ¢ Electronic Address
schools) Veteran Monthly Changes
Enroliment
Certifications
Postal Access to Address Receive address ¢ Electronic ID
Services Change Form on changes via website ¢ Secured Web Payments
Web (requires (automatic change by | ¢ Electronic Address
mailing notifications effective date) Changes
to old and new Post Office On-Line
addresses prior to
‘change)
National Park Campsite Coordinated service ¢ Website Links
Recreation Reservations through student sites ¢ Secured Web Payments

DETERMINED TO BE AN

ADMINISTRATIVE MARKING
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Phase |

A Core Suite of Services for Students

Partici
Student

Eligible students will be able
to access additional benefits
and services as they are
brought on-line.

" _ZNQ ,er . ﬁcnﬁralls tl'ibu t10n .

Electronic
Access

* ACCOUNT
INFORMATION

+ ADDRESS CHANGE

+ ZIP LOOK-UP

- POSTAGE
CALCULATOR

* PARK
RESERVATIONS

* E-FILE SERVICES

* MONTHLY
ENROLLMENT
CERTIFICATION

+ REGISTRATION

- GRADES

* TUITION PAYMENT
+ ADMISSION
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Requests >
Electronic ID

¢ @ ¢ 0 e

@

** Pilot - Federal Card Contract
Long-term - ACES

’
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Phase Il

Enhanced Services - The Student Account

REGISTRATION AUTHORITY

~* COLLEGES/UNIVERSITIES
: * BANKs

* U.S. POSTAL SERVICE
- « ASSOCIATIONS

GOVERNMENT PRIVACY GUIDELINES

TRUSTED

ELECTRONIC ID VALIDATION ¢

THIRD PARTY

“.—.

<

L

STUDENT ACCOUNT

A7
Department of
Education

* FAFSA
* ACCOUNT
INFORMATION

S UNITED STATES
NIIZYRITAIS «- ADDRESS CHANGE

« ZIP LOOK-UP

* POSTAGE

CALCULATOR

* PARK
RESERVATIONS

* E-FILE SERVICES

il - MONTHLY
’| ENROLLMENT
CERTIFICATION

: + REGISTRATION
. - GRADES

i + ADMISSION

- COURSE MATERIALS

NOILVH1SIO3H

&

FUNDING SOURCES

. * DEPARTMENT OF VETERANS
AFFAIRS

* STATE FUNDS

* PRIVATE LENDERS

aanssi Nid

Participating
Student
*
_ h 4
B VALUE ADDED SERVICES
= * RETAIL

» BOOKSTORE
* FOOD SERVICE

College or University

Eligibility Determination

Aid Packaging/Award
Tuition Payment
Course Registration
Building Access
Grades

+ Library /Event Access

* DEPARTMENT OF EDUCATION

Reports Enroliment Status

*TRANSACTION AND/OR ACCESS VIA
CARD & PIN




Access America for Students Game Plan

v Access America Workshop - May 1998
® National Announcement - August 1998

® Agreements with Partners o o .
® Create Task Force Lo
® 5 School Pilot oy A~

> Fall 1998 - Core Services w/Electronic ID X 3¢
¢ Spring 1999 - Student Account X

® 50 School Demonstration - Fall 1999
® National Availability - Fall 2000

tiak~ Not for General Distribution - = o .. . . 6




Transaction
Operating
Rules

Management
Support
Structure

Electronic Student
i Access Account
¥ Specifications

Specifications

Consolidated
Reporting
Requirements

Privacy and Security Strategy

Access America
for Students
Task Force

e Steering Committee
- Agency Heads
- OMB and NPR

® Public/Private
Partnership Council
® Full-Time Staff

- Project Director
- Agency Representatives
- Support Contractors

® Next Steps
~ Program Announcement

- Stakeholder Outreach
Network

- Sign Up Partners
-~ Building Blocks

k- Not for. General Distribution . .
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Government Services Division

4200 Wilson Boulevard, Suite 400

Arlington, Virginia 22203
(703) 741-7476 Fax: (703) 741-7494

Frank Abramcheck, Ph.D.
Program Manager
Department of Education
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Direct Loan Consolidation

Status Review
June 3, 1998 |




Consolidation Process

T TR A T e e e R S S fu,"“i“

LA G T N
A SR S

P i R P W et e S D S e

“Standard” Processmg Tlmes (in days)

Funding &

| App Cert P-Note ICR Booking|

10 8 54 79 110 114

Application . P-Note
Complete Data Correct Amount
Correct Information Prompt Return

Certification ICR /Ui a
Correct Lender Timely Returns from Borrower
Valid Payoff Amount Timely Turnaround
Timely Turnaround




Initial Start-Up and Transition
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September 16, 1996

Backlog of Applications from Former Processor
Poor Quality of Ai)plication Data

Exception Proc‘ef\sing Limitations

i ——

Certification and Lender Issues




Shutdown / Process Redesign

R L

* Revamp Workflow
 Focus on Clean Data

e Clear Communication with Borrower

Identification of Correct Loanholder

Relnitiate Processing on December 1, 1997




Backlog Resolution

August 1997

* Suspend Receipt of New Applications
* Number of Applications Received - 142,856

. Number of Applications in Backlog - 84;078

December 1997

* Number of Applications in Backlog - 1,774




Post Funding Activities
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Borrower Actlon Team

* Issues Resulting From Incorrect Payoff or Posting
 Action Plan Completion Date - August 1998

* Inventory of Pending Transactions
Posting to Servicer from CDS - 3,348
Correction to Servicer from CDS - 737
Internal Funding - 1,730
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Overall Statistics
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- ‘Old System > Applications - Prior to December 1 997

Receipts - 142,856
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e Deactivated - 37,592

* Pending a Supplemental - 3,615




Overall Statistics

Total Applications Received in Mailroom
Rejected/Incomplete Applications

Total Accepted Applications
Fully Booked
Deactivated

{ Pending Applications
Certifications
P-Note Review
P-Note
P-Note Returned, Awaiting ICR
Pending with Deactivations or Supplementals

Rt

R

57,401
33,619
7,830 =11

b

15,952
6,603
3,505
3,759

1,287
798

EDS



Average Number of Applications

i Average Days for Consolidation of Applications

RGN

"December 1997- May 1998

1 — SandadApplications  _ _ _ _ Fastirack Applications |

Days to Consolidation
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Standard
“|Applications | - Applications Applications ‘Total Applications | Applications Applications Applications Exceptions
Accepted |  with First Deactivated | Applications in in Aw aiting PNote Returned
by Period | Time Bookings |Withdraw n or Pending - Certification - | PNote Review Signed Aw aiting
N ' ) , Purged : o PNote ICR :

Date #Lays to #Lays In #Lays in #Days in #lays In #lays In # Pending #
Received # # | Completion # # Status # | Status | # | Status # Status # Status |w/ Deactivations| Supplementals
Decenber 383p[ 3175 &4 645 0 0 0 0 0 0 0 0 0 0 16 0
January T0982| 8708 53 2186 0 0 0 0 0 0 0 0 0 0 88 0
February 8820 7011 54 2037 464 80] 43 72 33 45 107 23] 281 45 288 20
March 9320] 50971 48 2113 1827 61 264 56 175 29 707 T3] 681 23 260 25
April 80511 1370 39 770] 5815 36| 1091 32| 2240 16] 2170 101 314 12 52 44
May 6720 12]- 20 56| 6651 13| 5001 10| 1004 7] 641 8 5 3 1 0

# [TOTALS|  48729] 25367 53 780714757 30] 6399 163452 14| 3625 1 1281 25 705 33|
{ Fast Track
Applications Applications Applications Total Applications Applications Applications Applications Exceptions
Accepted " with First Deactivated Applications in in Awaiting PNote Returned
by Period ; Time Bookings Withdrawn or Pending Certification | PNote Review Signed Awaiting
. o Purged s PNote ICR -

Date #Days to #Days in #Days in #Days in #Days in #Days in # Pending #
Received # # Completion # # Status # Status # Status # Status # Status | w/ Deactivations | Supplementals
December 2058 2046 19 12 0 0 0 0 0 0 0 0 0 0 0 0
January 1727 1724 10 3 0 0 0 0 0 0 0 0 0 0 0 0
February 1630 1626 12 4 0 0 0 0 0 0 0 0 0 0 0 0
March 1663 1657 12 2 4 0 4 0 0 0 0 0 0 0 0 0
April 773 765 12 2 6 0 6 0 0 0 0 0 0 0 0 0
May 821 434 12 o] 387 3| 194 0] 53 4] 134 4 6 12 0 0
TOTALS 8672] 8252 13 23 397 3| 204 0] 53 4 134 4 6 12 0 0
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UNITED STATES DEPARTMENT OF EDUCATION

THE DEPUTY SECRETARY

P

July 28, 1998

The Honorable William Goodling
Chairman

Committee on Education and the Workforce
U.S. House of Representatives

2181 Rayburn House Office Building
Washington, DC 20515-8100

Dear Chairman Goodling;:

Thank you for your July 22, 1998, letter to Secretary Riley regarding the interest rate on
consolidation loans made through the Direct Loan program on or after July 1, 1998. I am
sending you this initial response on Secretary Riley’s behalf. A similar response is being sent to
the other signatories. We will provide you with the remaining information not later than
Wednesday, August 5, 1998.

Before I answer your numbered requests for information, I would like to address several points
you raise in your introductory remarks. First, I appreciate your support for both the Direct Loan
and the Federal Family Education Loan (FFEL) programs. President Clinton, Secretary Riley,
and [ agree with you that the best interests of students, their families, and taxpayers are served by
continuing two strong loan programs and leveling the playing field between them to the extent
feasible. I look forward to continuing to work with you toward this goal.

The Administration took a step in this direction by including in our proposal for the
reauthorization of the Higher Education Act (HEA) a reduction in the interest rate on FFEL
consolidation loans that is the same as that being offered on Direct and FFEL student loans, as
well as Direct Consolidation Loans. We urge that the final HEA legislation ensure that
consolidation loan borrowers in both programs receive the same low interest rate and that lenders
receive a fair return on these loans.

Second, I regret that you apparently regard the reduced interest rate on Direct Consolidation
Loans as a “unilateral decision” made by the Department. As you know, the Transportation
Equity Act for the 21st Century, which became law in June, provided lower interest rates for new
student loans effective July 1. Consistent with the Department’s longstanding regulations and
policy, the interest rate on Direct Consolidation Loans was also reduced to match the interest rate
on new Direct Student Loans. In advance of this action, I sent a letter (on June 19) to the

600 INDEPENDENCE AVE.. 5\W, WASHINGTON., D.C. 20202-0500
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authorizing committee leadership, and Administration officials also met with Subcommittee
Chairman McKeon, Ranking Member Kildee and a number of committee staff from both parties
to share the Department’s plans.

The Department’s regulations have consistently provided that the interest rate on Direct
Consolidation Loans be the same as the interest rate on new Direct Student Loans made at the
same time as the consolidation loans. This rule has been in place since the Department first
issued rules poverning the Direct Consolidation Loan program in July 1994 and is consistent
with the Higher Education Act (HEA).

The reduction in the interest rate also corresponds with the Administration’s broader policy of
helping families pay for college. The 0.8 percentage point reduction in interest rates is strongly
supported by student groups and the higher education community because it will significantly
benefit borrowers struggling to repay their loans. For example, the average consolidation loan
botrower with a debt of $19,000 will save close to $1,000 over the standard ten-year repayment
period.

Third, you raise questions regarding whether the Direct Consolidation Loan program has
overcome the problems that hampered it last fall. In the last year, the Department has worked
with our loan consolidation contractor, Electronic Data Systems, Inc. (EDS), to redesign and
strengthen the direct loan consolidation process. The most important improvements to the
consolidation process include: '

*Improving processing speed and accuracy by re-engineering the process by which the loan
holder certifies loan balances and by encouraging electronic data transfer;

*Improving data accuracy by obtaining better information early in the process, enhancing data
entry procedures, and using the National Student Loan Data System to verify loan information
carlier in the application process;

*Adding contractual, performance-based incentives to improve performance;

*Creating new managerial controls and monitoring mechanisms such as improved tracking
of applicant information, new management reports, and quality control measures; and

*Increasing contractor staff to assure high quality customer service, including hiring
additional systems engineers and consultants with prior student loan industry experience last fall
and substantially increasing staff this summer to prepare for a possible increase in demand for
consolidation loans.

*Increasing and reorganizing Department staff responsible for overseeing the Direct
Consolidation Loan program.
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As a result, we have materially strengthened the Direct Consolidation Loan program and EDS
has been smoothly processing new applications this year. EDS has also substantially improved
average processing times, from over 140 days one year ago to well within the industry standard
of 60 to 90 days today.

Fourth, I have several comments on your discussion of various statistics regarding EDS’s
performance. Citing statistics from one of the Department’s recent reports to Congress, you state
that “the Department’s completion rate” for applications received between December 1, 1997,
and June 12, 1998, is approximately 58 percent. However, this statistic is misleading because it
includes applications that are still within the normal processing time.

For a more accurate indication of EDS’s performance, I asked staff to examine EDS’s
performance on applications that it accepted more than 60 to 90 days ago. Between December 1,
1997, and April 30, 1998, EDS accepted roughly 49,900 applications. As of July 17, 1998, fewer
than five percent of these 49,900 loan applications remain to be completed by EDS, and nearly
half of these applications have been delayed while waiting for applicants to provide necessary
information. All of the rest have either been booked or deactivated because the borrower
changed his or her mind.

Finally, your letter says that “the Department is apparently not counting all applications
received.” I presume that you are referring to those applications that are not accepted because
they are incomplete. For example, in order for EDS to process an application, it must include a
valid social security number and a signature. As noted on the Department’s bi-weekly reports to
Congress, these reports include only valid applications. Since EDS cannot process incomplete
applications, we believe that this is the most accurate way to report this information.

When EDS receives an incomplete application, it contacts the applicant and solicits the missing
information.

Answers to your specific requests for information follow.

1. A list of all direct or indirect public relations efforts to advertise the Department’s new
direct consolidation loan interest rates, including all press contacts and public
pronouncements by Department officials and employees, all public service announcements,
as well as any mailings or electronic notifications to financial aid administrators or
borrowers. In each instance, please note whether similar efforts were made by the
Department to publicize the reduction in FFEL Consolidation Loan rates enacted with the
passage of the Emergency Student Loan Consolidation Act of 1997.
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We did not issue a news release or proactively seek any media coverage regarding the new
interest rate on Direct Consolidation Loans, although some other members of the student lending
community chose to mention the lower rates in their own news releases. We did respond in a
timely manner to provide accurate information to all incoming press inquiries, as we do with
inquiries on all subjects on a daily basis.

Records maintained by the Office of Public Affairs indicate that they provided information --
including written fact sheets and interviews with Department staff -- to the following news
agencies upon request: the Associated Press, the Philadelphia Inquirer, the Chronicle of Higher
Education, Smart Money, Education Daily, Education Week, Money Magazine, the Washington
Post editorial board, Marketplace Radio, Student Lending Update, Time Magazine, MTV, and
Roll Call.

Following our standard procedures, the Department also took steps to ensure that our customers
receive timely and accurate information. The Department distributed three fact sheets to its
customer service representatives who interact with borrowers and financial aid professionals,
including employees of the direct loan contractors and the Public Information Contractor (which
operates the toll-free number, 1-800-4-FED-AID). We posted these materials to our web site as
well as the electronic distribution lists for financial aid professionals that you mention. These
materials were provided to your staff on July 2, the same day they were distributed to our
contractors. We also posted the federal register notice to our web site, consistent with our
standard procedure.

In addition, Department officials briefly mentioned the reduced interest rates to the National

Association of Student Financial Aid Administrators and the Higher Education Association of
the Rockies in remarks on recent changes in the student aid programs.

Through both our contacts with the media and our public fact sheets, we simply tried to respond
to inquiries and provide factual information regarding the interest rates in each program without
advocating or recommending either program.

In response to the latter part of your question regarding the new interest rate on FFEL
consolidation loans enacted in the Emergency Student Loan Consolidation Act of 1997, the
Department noted the FFEL interest rate change in its November 13 news release on the passage
of the fiscal year 1998 appropriations bill for the Department of Education. In addition,
Department officials provided information to at least the following publications on the
Emergency Student Loan Consolidation Act and related issues: the American Banker, the
Associated Press, Bloomberg Business News, the Chronicle of Higher Education, Education
Daily, and Student Lending Update.

The Department also took steps to ensure that borrowers and financial aid professionals had
access to reliable information following the passage of the Emergency Student Loan
Consolidation Act. We promptly met with the FFEL community and took action to ensure that
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our customer service representatives were aware of the new interest rate on FFEL consolidation
loans. In addition, we prepared a Dear Colleague letter regarding the new interest rate and
procedures that FFEL lenders should follow to consolidate direct loans. The Department made
this letter available both electronically via its web site and in paper form by mailing it to a list of
17,000 financial aid professionals. :

2. A report of the complaints made against the Department or its servicer since December
1, 1997, related to a consolidation loan application or completed consolidation loan. Please
indicate the number of complaints and the general nature of complaints (e.g., incorrect
payoff of FFEL loans, delay in payoff of outstanding loans, incorrect balance amount on
statements to borrowers, or no statements to borrowers).

We are in the process of conducting a search of our records and those of our contractors, and we
will provide this information to you by August 5.

3. Any increase in direct loan consolidation applications experienced to date and the
volume of applications expected over the next 12 months,

I have enclosed 2 table which lists the number of Direct Consolidation Loan applications
accepted by EDS each week since December 1, 1997. As you can see, there has been somewhat
of an increase in these applications since July 1. Although there may be a further increase in _
application volume in the future, changes in volume are difficult to predict. Past projected
increases in volume have not always materialized. For example; the Department expected an
increase in loan consolidation volume in the Fall of 1997 after Sallie Mae discantinued its loan
consolidation program, but an increase in applications never materialized.

4. The number of direct loan consolidations expected to be completed by the Department
and its contractor for each month starting with July.

The Department’s Direct Consoclidation Loan contractor, EDS, is now consolidating about 2,000
applications each week. EDS is capable of completing 3,000 consolidations each week, 50
percent more than its current volume. By October 1, EDS could be capable of completing 4,000
consolidations each week, twice as many as it is currently processing.

The Department is also pursuing other means of obtaining additional capacity to process direct
loan consolidations, should the need arise. We are examining our options to obtain the services
of organizations with closely-related experience and a proven track record of performance,
including guaranty agencies and other financial institutions.



. JuL-28-1998 18:98 OFC OF THE DEP SECY 202 491 S@27  P.Q7/19

Page 6 -- Honorable William Goodling

S. A report detailing any steps the Department has taken to ensure the readiness of EDS to
increase the volume of consolidation loans processed in either its Montgomery, Alabama
facility or its Louisville, Kentucky facility.

We have attached great importance at the most senior levels of the Department to preparing for a
possible increase in volume. I hold regular meetings on this subject in my office several times
each week. I have also communicated my expectations to senior EDS management in meetings
and telephone conversations.

In anticipation of a possible increase in volume, the Department and EDS have:

*Expanded EDS’s processing capacity. This summer, EDS has hired additional staff to enable
it to process 3,000 consolidations each week, up from about 2,000.

*Developed special procedures to track closely demand for Direct Consolidation Loans and
EDS’s performance in meeting that demand.

sIncreased monitoring'" of key indicators to detect and respond to increases in demand.

*Established a process to control the flow of “fast track” consolidation applications from the -
Department’s Debt Collection Services on defaulted loans, if necessary.

*Trained additional Department staff in direct loan customer service so that they will be
ready to respond to borrower inquiries and help address any difficulties in obtaining a Direct
Consolidation Loan, if necessary. :

[ e - e . >
e —

/»-IMMHS to download an application for a Direct Consolidation Loan from the LZ :
i Department’s web site and are developing an interactive loan consolidation application on the ~~ 1
Web. _

~

~

You also mention an April report from the General Accounting Office (GAO) titled “Direct
Student Loans: Efforts to Resolve Lenders’ Problems with Consolidations Are Under Way.” As
you mention, the authors of this report concede that their research was conducted too early to
assess the effectiveness of the Department’s efforts to improve this program. The report
concludes that “the changes that Education and EDS are putting into place appear to move in the
right direction.”

Answers to your specific requests for information follow.
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1. The results of the EDS evaluation of the 1,000 initial applications, which was due in mid-
January.

Price Waterkouse, the Independent Quality Control Unit (IQCU) for the direct loan consolidation

contract, agreed to analyze EDS’s performance in processing 1,000 applications that were among
the first EDS received after December 1, 1997,

Price Waterhouse began making reports to the Department in January 1998. However, Price
Waterhouse was never expected to complete its analysis in that period, which is much shorter
than the typical loan consolidation process.

We have asked Price Waterhouse to compile its analysis on these applications into one report,
which we will provide by August 5.

2. A report detailing the steps taken by the Department and its contractor to remedy the
problems identified by the GAO and a detailed evaluation of the effectiveness of those
remedies.

We will provide this information to you by August 5.

3. Aging statistics of all direct-consolidation applications currently being processed.

I have enclosed a table which contains this information. As you can see, EDS is processing
applications well within the industry standard of 60 to 90 days.

4. A report detailing whether all of the necessary direct consolidation loan accounts are
being properly reconciled.

We will provide this information to you by August S.

I hope that this letter has begun to answer your questions and I look forward to providing the
remaining information you requested.

Sincerely,

Mkt /4.
Marshall S. Smith
Acting Deputy Secretary

Enclosures
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A;pplications for Direct Consolidation Loans

By Week
Week Ending Applications Accepted
December 5, 1997 38
December 12, 1997 865
- December 19, 1997 761
December 26, 1997 1,802
January 2, 1998 1,985
January 9, 1998 2,748
January 16, 1998 3,394
January 23, 1998 2,405
January 30, 1998 2,825
February 6, 1993 2,003
February 13, 1998 2,590
February 20, 1998 3,916
February 27, 1998 3,598
March 6, 1998 2,982
March 13, 1998 2,261
March 20, 1998 2,105
March 27, 1998 2,269
April 3, 1998 2,181
April 10, 1998 2,236
April 17,1998 1,848
April 24, 1998 2,229
May 1, 1998 2,327
May 8, 1998 _ 2,027
May 15, 1998 2,087
May 22, 1998 134*
May 29, 1998 3,785
June 5, 1998 2,177
June 12, 1998 2,099
June 19, 1998 1,959
June 26, 1998 1,907
July 3, 1998 1,938
July 10, 1998 2,867
July 17, 1998 2,720
July 24, 1998 2,849
TOTAL 75,917

*Duc to a computer system upgrade, data for most of this week were reported as part of
the following week’s statistics.

Office of Student Financial Assistance
July 28, 1998
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Status of Direct Consolidation Loan Applications
By Month of Receipt!

Between December 1, 1997 and July 24, 1998

Dec. Jan. Feb. Mar. Apr. May June July TOTAL
Applications Accepted® | 5,895 | 12,715 | 11,453 | 10,992 | 8,848 8,492 | 10,228 | 7,294 75,917
In Pracess® 28 150 341 710 1 1,223 1,959 | 6,720 | 6,646 17,777
*Step 1: Obtaining 4 12 34 71 119 226 | 2,135 5,792 8,393
lender certification.
+Step 2: In 1 8 5 7 19 85 834 251 1,210
underwriting process.
*Step 3. Obtaining 2 16 31 97 234 691 | 3,148 572 4,791
signed promisory
note from borrower.
aStep 4. In ICR 21 114 271 535 851 957 603 31 3,383
process.*
Deactivated or 588 1,836 | 1,939 1,809 | 1,283 1,207 | 755 21 9,438
Withdrawn*
Completed 5279 | 10,729 | 9,173 | 8473 | 6,342 | 5326 | 27,53 627 48,702
(Consolidated or
Fully Booked)

'Each column represents the cohort of applications received during that month. For example, in December,
5,895 applications were received. As of July 24, 5,279 of the December applications have been consolidated (fully
booked); 588 have been deactivated or withdrawn; and 28 are in process, which includes applications that were
deactivated and later reactivated by the borrower and applications for which the loans have been consolidated (first

booked) but the borrower requested within 180 days of the first booking that an additional loan be added to the
consolidation loan. .

*These figures include only applications that have been reviewed and accepted as complete. Every accepted
application is either “in process,” “deactivated or withdrawn,” or “completed.”

*The “in process” row is the total of all applications in steps one through four. This category includes
applications that were deactivated and later reactivated by the borrower, applications for which the ioans have been
consolidated (first booked) but the borrower requested within 180 days of the first booking that an additional
(‘supplemental’) loan be added to the consolidation loan, and applications that are simply still in process. For example,
for the months of December, January and February, 508 of the 519 applications “in process” are either reactivations or
supplementals, and all the rest are in the extra step for income contingent repayment.

“These applications are for borrowers who have selected or have been assigned the Income Contingent

Repayment (ICR) option and are awaiting the approval of the waiver from the IRS or receipt of alternative
documentation from the borrower. '

SAn accepted application can be deactivated at any stage in the process if a borrower who has provided
incomplete information fails to respond within 21 days to a request for additional information. The application can be
reactivated when the borrower provides the requested information.

Office of Student Financial Assistance

Julv 2R 1998
TOTAL P. 10
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that wiyg Passed by congressg ag rart of the Intermnda} Surface ’I'mnspotlalim-x
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> We wiyy Py 1% of the origination Jee on Subsidized Stafford loans
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unsubsidized Stafford loans

> We win pay the 1 uarantee foe opy all PLUS lpap,
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T.H.L. Loan Program

Serving You, Studeps MORE...
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GUARANTORS
GUARANTEE AGENCY ST |YEAR TOP FIVE ISALARIES TOTAL
1 2 3 4 5
Stdn Loan Guar Found - AR |AR [9/30/97 $86.241 | $67.511 | $52,917 $206,669
CT Student Loan Fund CT | 6/30/97)$111,384 $76,085 [ $71,257 $60,185 | $58,731 $377,642
USA Funds, Inc IN 9/30/96| $68,228 $64,836 | $62,437 $57,804 | $53,686 $306,991

American Student Assist MA | 12/31/96| $166,615 | $102,803 [$107,218 | $94,009 $87,193 $557,928
Educational Credit Mgt Corp IMN| 3/31/97] $258,844 $237,705 | $215,007 $205,016 | $176,781 $1,093,443
Neraska SLP Inc NE | 9/30/97/$167,680 [$104,738 | $90,475 $85,760 | $75,683 $524,336
Education Assistance Corp [SD | 9/30/97| $99,320 $81,877 | $47.250 $228,447 |
Texas Guar Stud Loan Corp [TX | 9/30/97]$138,597 | $11 3,381 | $99,199 | $99,199 | $99.199 $549,575
NW Education Loan Ass. WA| 6/30/97| $137,037 | $134,710 | $105,585 $96,317 | $94,851 $568,500
Great Lakes High. Ed. Corp. [WI | 9/30/96 $218,016 | $175,257 | $154,002 | $1 54,002 | $141,688 $842 965
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SECONDARY MKTS

SECONDARY MARKET ST| YEAR TOP FIVE | ALARIES TOTAL

- 1 2 3 4 5
Southwest Studt Sves Corp |AZ | 9/30/96 $183,750 | $136.500 $80,850 | $75,600 | $73,500 | $550,200
CA High Ed Loan Auth CA| 9/30/93] $309,362 [$116,219 | $88,850 $84,896 | $53,170 | $652,497
SLF of Idaho Mkig Ass ID [12/31/93] $93,771 | $82,412 | $36,300 $33,400 $245,883
USA Group, Inc.(Parent) * [IN | 9/30/96]$1,043,838 $598,930 |$505,019 [ $334,983 | $304,303 $2,787,073
NELLIMAE MA|12/31/92] $364,440 [$161,709 | $97,463 $67,879 $691,491
Maine Ed. Ln Mktg Corp™* [ME|12/31/93 $3,700 | $3,100 | $2,450 | $2,000 $1,500 $12,750
NC-College Foundation NC| 6/30/93| $80,779 | $67,956 | $55,784 $55,076 | $54,991 | $314,586
Granite State Mgt & Resour [NH| 6/30/96] $288,810 $97,440 | $76,160 | $72,800 | $65,240 $600,450
NM Ed Ass Foundation NM| 6/30/96] $105,074 | $74,037 | $67,603 $66,273 | $63,541 | $376,528
SC Stdnt Loan Corp SC| 6/30/93| §$79,715| $65,431 | $61,532 $48,751 | $41,700 | $297,129
Stdnt. LoanFin. Ass.WA W | 6/30/94] $68,293 | $54,938 $123,231
Wyoming Student Loan Cor W | 3/31/96] $68,625 $54,493 | $51,299 $174,417
*Parent company of secondary market and others
"awaiting more current information from the IRS for data prior to fy1996
T*Salaries stated as belng for time as needed |
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UNITED STATES DEPARTMENT OF EDUCATION

THE DEPUTY SECRETARY

July 28, 1998

The Honorable William Goodling
Chairman

Committee on Education and the Workforce
U.S. House of Representatives

2181 Rayburn House Office Building
Washington, DC 20515-8100

Dear Chairman Goodling:

Thank you for your July 22, 1998, letter to Secretary Riley regarding the interest rate on
consolidation loans made through the Direct Loan program on or after July 1, 1998. I am
sending you this initial response on Secretary Riley’s behalf. A similar response is being sent to
the other signatories. We will provide you with the remaining information not later than
Wednesday, August S, 1998.

Before I answer your numbered requests for information, I would like to address several points
you raise in your introductory remarks. First, I appreciate your support for both the Direct Loan
and the Federal Family Education Loan (FFEL) programs. President Clinton, Secretary Riley,
and I agree with you that the best interests of students, their families, and taxpayers are served by
continuing two strong loan programs and leveling the playing field between them to the extent
feasible. I look forward to continuing to work with you toward this goal.

The Administration took a step in this direction by including in our proposal for the
reauthorization of the Higher Education Act (HEA) a reduction in the interest rate on FFEL
consolidation loans that is the same as that being offered on Direct and FFEL student loans, as
well as Direct Consolidation Loans. We urge that the final HEA legislation ensure that
consolidation loan borrowers in both programs receive the same low interest rate and that lenders
receive a fair return on these loans.

Second, I regret that you apparently regard the reduced interest rate on Direct Consolidation
Loans as a “unilateral decision” made by the Department. As you know, the Transportation
Equity Act for the 21st Century, which became law in June, provided lower interest rates for new
student loans effective July 1. Consistent with the Department’s longstanding regulations and
policy, the interest rate on Direct Consolidation Loans was also reduced to match the interest rate
on new Direct Student Loans. In advance of this action, I sent a letter (on June 19) to the

600 INDEPENDENCE AVE.. S W. WASHINGTON. D.C. 20202-0500

Our mission is to ensure equal access to education and to promote educational excelience throughout the Nation.
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authorizing committee leadership, and Administration officials also met with Subcommittee

Chairman McKeon, Ranking Member Kildee and a number of committee staff from both partxes
to sharc the Department’s plans. _ o

The Depa.rtment’s regulations have consistently provided that the interest rate on Direct
Consolidation Loans be the same as the interest rate on new Direct Student Loans made at the
same time as the consolidation loans. This rule has been in place since the Department first
issued rules governing the Direct Consolidation Loan program in July 1994 and is consistent
with the Higher Education Act (HEA).

The reduction in the interest rate also corresponds with the Administration’s broader policy of
helping families pay for college. The 0.8 percentage point reduction in interest rates is strongly
supported by student groups and the higher education community because it will significantly
benefit borrowers struggling to repay their loans. For example, the average consolidation loan
borrower with a debt of $19,000 will save close to $1,000 over the standard ten-year repayment
period.

Third, you raise questions regarding whether the Direct Consolidation Loan program has
overcome the problems that hampered it last fall. In the last year, the Department has worked
with our loan consolidation contractor, Electronic Data Systems, Inc. (EDS), to redesign and
strengthen the direct loan consolidation process. The most important improvements to the
consolidation process include:

*Improving processing speed and accuracy by re-engineering the process by which the loan
holder certifies loan balances and by encouraging electronic data transfer;

*Improving data accuracy by obtaining better information early in the process, enhancing data
entry procedures, and using the National Student Loan Data System to verify loan information
earlier in the application process;

*Adding contractual, performance-based incentives to improve performance;

+Creating new managerial controls and monitoring mechanisms such as improved trackmg
of applicant information, new management reports, and quality control measures; and

«Increasing contractor staff to assure high quality customer service, including hiring
additional systems engineers and consultants with prior student loan industry experience last fall
and substantially increasing staff this summer to prepare for a possible i increase in demand for
consolidation loans.

Increasing and reorganizing Department staff responsible for overseeing the Direct
Consolidation Loan program.
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As a result, we have materially strengthened the Direct Consolidation Loan program and EDS
has been smoothly processing new applications this year. EDS has also substantially improved
average processing times, from over 140 days one year ago to well within the industry standard
of 60 to 90 days today.

Fourth, I have several comments on your discussion of various statistics regarding EDS’s
performance. Citing statistics from one of the Department’s recent reports to Congress, you state
that “the Department’s completion rate” for applications received between December 1, 1997,
and June 12, 1998, is approximately 58 percent. However, this statistic is misleading because it
includes applications that are still within the normal processing time.

For a more accurate indication of EDS’s performance, I asked staff to examine EDS’s
performance on applications that it accepted more than 60 to 90 days ago. Between December 1,
1997, and April 30, 1998, EDS accepted roughly 49,900 applications. As of July 17, 1998, fewer
than five percent of these 49,900 loan applications remain to be completed by EDS, and nearly
half of these applications have been delayed while waiting for applicants to provide necessary -
information. All of the rest have either been booked or deactivated because the borrower
changed his or her mind.

Finally, your letter says that “the Department is apparently not counting all applications
received.” I presume that you are referring to those applications that are not accepted because
they are incomplete. For example, in order for EDS to process an application, it must include a
valid social security number and a signature. As noted on the Department’s bi-weekly reports to
Congress, these reports include only valid applications. Since EDS cannot process incomplete
applications, we believe that this is the most accurate way to report this information.

When EDS receives an incomplete application, it contacts the applicant and solicits the missing
information.

Answers to your specific requests for information follow.

1. A list of all direct or indirect public relations efforts to advertise the Department’s new
direct consolidation loan interest rates, including all press contacts and public
pronouncements by Department officials and employees, all public service announcements,
as well as any mailings or electronic notifications to financial aid administrators or
borrowers. In each instance, please note whether similar efforts were made by the
Department to publicize the reduction in FFEL Consolidation Loan rates enacted with the
passage of the Emergency Student Loan Consolidation Act of 1997.
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We did not issue a news release or proactively seek any media coverage regarding the new
interest rate on Direct Consolidation Loans, although some other members of the student lending
community chose to mention the lower rates in their own news releases. We did respond in a
timely manner to provide accurate information to all incoming press inquiries, as we do with
inquiries on all subjects on a daily basis.

Records maintained by the Office of Public Affairs indicate that they provided information —
including written fact sheets and interviews with Department staff -- to the following news
agencies upon request: the Associated Press, the Philadelphia Inquirer, the Chronicle of Higher
Education, Smart Money, Education Daily, Education Week, Money Magazine, the Washington
Post editorial board, Marketplace Radio, Student Lending Update, Time Magazine, MTV, and
Roll Call.

Following our standard procedures, the Department also took steps to ensure that our customers
receive timely and accurate information. The Department distributed three fact sheets to its
customer service representatives who interact with borrowers and financial aid professionals,
including employees of the direct loan contractors and the Public Information Contractor (which
operates the toll-free number, 1-800-4-FED-AID). We posted these materials to our web site as
well as the electronic distribution lists for financial aid professionals that you mention. These
materials were provided to your staff on July 2, the same day they were distributed to our
contractors. We also posted the federal register notice to our web site, consistent with our
standard procedure.

In addition, Department officials briefly mentioned the reduced interest rates to the National
Association of Student Financial Aid Administrators and the Higher Education Association of
the Rockies in remarks on recent changes in the student aid programs.

Through both our contacts with the media and our public fact sheets, we simply tried to respond
1o inquiries and provide factual information regarding the interest rates in each program without
advocating or recommending either program.

In response to the latter part of your question regarding the new interest rate on FFEL
consolidation loans enacted in the Emergency Student Loan Consolidation Act of 1997, the
Department noted the FFEL interest rate change in its November 13 news release on the passage
of the fiscal year 1998 appropriations bill for the Department of Education. In addition,
Department officials provided information to at least the following publications on the
Emergency Student Loan Consolidation Act and related issues: the American Banker, the
Associated Press, Bloomberg Business News, the Chronicle of Higher Education, Education
Daily, and Student Lending Update.

The Department also took steps to ensure that borrowers and financial aid professionals had
access to reliable information following the passage of the Emergency Student Loan
Consolidation Act. We promptly met with the FFEL community and took action to ensure that
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our customer service representatives were aware of the new interest rate on FFEL consolidation
loans. In addition, we prepared a Dear Colleague letter regarding the new interest rate and
procedures that FFEL lenders should follow to consolidate direct loans. The Department made

this letter available both electronically via its web site and in paper form by mailing it to a list of
17,000 financial aid professionals.

2. A report of the complaints made against the Department or its servicer since December
1, 1997, related to a consolidation loan application or completed consolidation loan. Please
indicate the number of complaints and the general nature of complaints (e.g., incorrect
payoff of FFEL loans, delay in payoff of outstanding loans, incorrect balance amount on
statements to borrowers, or no statements to borrowers).

We are in the process of conducting a search of our records and those of our contractors, and we
will provide this information to you by August 5.

3. Any increase in direct loan consolidation applications experienced to date and the
volume of applications expected over the next 12 months.

I have enclosed a table which lists the number of Direct Consolidation Loan applications
accepted by EDS each week since December 1, 1997. As you can see, there has been somewhat
of an increase in these applications since July 1. Although there may be a further increase in
application volume in the future, changes in volume are difficult to predict. Past projected
increases in volume have not always materialized. For example, the Department expected an
increase in loan consolidation volume in the Fall of 1997 after Sallie Mae discontinued its loan
consolidation program, but an increase in applications never materialized.

4. The number of direct loan consolidations expected to be completed by the Department
and its contractor for each month starting with July.

The Department’s Direct Consolidation Loan contractor, EDS, is now consolidating about 2,000
applications each week. EDS is capable of completing 3,000 consolidations each week, 50
percent more than its current volume. By October 1, EDS could be capable of completing 4,000
consolidations each week, twice as many as it is currently processing.

The Department is also pursuing other means of obtaining additional capacity to process direct
loan consolidations, should the need arise. We are examining our options to obtain the services
of organizations with closely-related experience and a proven track record of performance,
including guaranty agencies and other financial institutions.
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S. A report detailing any steps the Department has taken to ensure the readiness of EDS to
increase the volume of consolidation loans processed in either its Montgomery, Alabama '
facility or its Louisville, Kentucky facility.

We have attached great importance at the most senior levels of the Department to preparing for a
possible increase in volume. I hold regular meetings on this subject in my office several times

each week. I have also communicated my expectations to senior EDS management in meetings
and telephone conversations.

In anticipation of a possible increase in volume, the Department and EDS have:

*Expanded EDS’s processing capacity. This summer, EDS has hired additional staff to enable
it to process 3,000 consolidations each week, up from about 2,000.

*Developed special procedures to track closely demand for Direct Consolidation Loans and
EDS’s performance in meeting that demand.

oIncreased monitoring of key indicators to detect and respond to increases in demand.

-Estiblished a process to control the flow of “fast track” consolidation applications from the
Department’s Debt Collection Services on defaulted loans, if necessary.

*Trained additional Department staff in direct loan customer service so that they will be
ready to respond to borrower inquiries and help address any difficulties in obtaining a Direct

- Consolidation Loan, if necessary.

*Enabled borrowers to download an application for a Direct Consolidation Loan from the

Department’s web site and are developing an interactive loan consolidation application on the
Web.

You also mention an April report from the General Accounting Office (GAO) titled “Direct
Student Loans: Efforts to Resolve Lenders’ Problems with Consolidations Are Under Way.” As
you mention, the authors of this report concede that their research was conducted too early to
assess the effectiveness of the Department’s efforts to improve this program. The report
concludes that “the changes that Education and EDS are putting into place appear to move in the
right direction.”

Answers to your specific requests for information follow.



Page 7 — Honorable William Goodling

1. The results of the EDS evaluation of the 1,000 initial applications, which was due in mid-
January.

Price Waterhouse, the Independent Quality Control Unit (IQCU) for the direct loan consolidation
contract, agreed to analyze EDS’s performance in processing 1,000 applications that were among
the first EDS received after December 1, 1997.

Price Waterhouse began making reports to the Department in January 1998. However, Price
Waterhouse was never expected to complete its analysis in that period, which is much shorter
than the typical loan consolidation process.

We have asked Price Waterhouse to compile its analysis on these applications into one report,

which we will provide by August 5.

2. A report detailing the steps taken by the Department and its contractor to remedy the
problems identified by the GAO and a detailed evaluation of the effectiveness of those
remedies.

We will provide this information to you by August 5.

3. Aging statistics of all direct consolidation applications currently being processed.

I have enclosed a table which contains this information. As you can see, EDS is processing
applications well within the industry standard of 60 to 90 days.

4. A report detailing whether all of the necessary direct consolidation loan accounts are
being properly reconciled.

We will provide this informatien to you by August 5.

I hope that this letter has begun to answer your questions and I look forward to providing the
remaining information you requested.

Sincerely,

Mallnr 4.
Marshall S. Smith
Acting Deputy Secretary

Enclosures



Applications for Direct Consolidation Loans

By Week
Week Ending Applications Accepted

December 5, 1997 ' 38
December 12, 1997 _ 865
December 19, 1997 | 761
December 26, 1997 1,802
January 2, 1998 1,985
January 9, 1998 2,748
January 16, 1998 3,394
January 23, 1998 2,405
January 30, 1998 2,825
February 6, 1998 2,003
February 13,1998 = 2,590
February 20, 1998 3,916
February 27, 1998 3,598
March 6, 1998 2,982
March 13, 1998 2,261
March 20, 1998 2,105
March 27, 1998 2,269
April 3, 1998 2,181
April 10, 1998 2,236
April 17,1998 1,848
April 24, 1998 2,229
May 1, 1998 2,327
May 8, 1998 _ 2,027
May 15, 1998 2,087
May 22, 1998 134*
May 29, 1998 3,785
June 5, 1998 2,177
June 12, 1998 2,099
June 19, 1998 1,959
June 26, 1998 1,907
July 3, 1998 1,938
July 10, 1998 2,867
July 17, 1998 2,720
July 24, 1998 2,849
TOTAL 75,917

*Duc to a computer system upgrade, data for most of this week were reported as part of
the following week’s statistics.

Office of Student Financial Assistance
July 28, 1998



Status of Direct Consolidation Loan Applications
By Month of Receipt’

Between December 1, 1997 and July 24, 1998

Dec. Jan. Feb. Mar. Apr. May | June July TOTAL

Applications Accepted’ | 5,895 | 12,715 | 11,453 | 10,992 | 8,848 | 8492 | 10228 | 7,294 75,917

In Process® 28 150 341 710 ¢ 1,223 1,959 1 6,720 | 6,646 17,777

oStep 1: Obtaining 4 12 34 71 119 226 | 2,135] 5,792 8,393
lender certification.

*Step 2: In 1 8 ) 7 19 85 834 251 1,210
underwriting process.

sStep 3. Obtaining 2 16 31 97 234 691 3,148 572 4,791
signed promisory
note from borrower.

oStep 4. In ICR 21 114 | 271 535 851 957 603 31 3,383
process.* :

Deactivated or 588 1,836 1,939 1,809 1,283 1,207 755 21 9,438
Withdrawn’®

Completed 5279 | 10,729 | 9,173 | 8473 | 6,342} 5326 | 27,53 627 48,702
(Consolidated or
Fully Booked)

'Each column represents the cohort of applications received during that month. For example, in December,
5,895 applications were received. As of July 24, 5,279 of the December applications have been consolidated (fully
booked); 588 have been deactivated or withdrawn; and 28 are in process, which includes applications that were
deactivated and later reactivated by the borrower and applications for which the loans have been consolidated (first
booked) but the borrower requested within 180 days of the first bookmg that an additional loan be added to the
‘consolidation loan.

*These figures include only applications that have been reviewed and accepted as complete. Every accepted
application is either “in process,” “deactivated or withdrawn,” or “completed.”

The “in process™ row is the total of all applications in steps one through four. This category includes
applications that were deactivated and later reactivated by the borrower, applications for which the loans have been
consolidated (first booked) but the borrower requested within 180 days of the first booking that an additional
(‘supplemental’) loan be added to the consolidation loan, and applications that are simply still in process. For example,
for the months of December, January and February, 508 of the 519 applications “in process” are either reactivations or
supplementals, and all the rest are in the extra step for income contingent repayment.

“These applications are for borrowers who have selected or have been assigned the Income Contingent
Repayment (ICR) option and are awaiting the approval of the waiver from the IRS or receipt of alternative
documentation from the borrower.

An accepted application can be deactivated at any stage in the process if a borrower who has provided
incomplete information fails to respond within 21 days to a request for additional information. The application can be
reactivated when the borrower provides the requested information.

Office of Student Financial Assistance
July 28, 1998
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TWO STUDENT LOAN PROGRAMS
Continuous Improvement through Competition

Since its inception in 1993, the Direct Loan program has inspired improvements in the
government-guaranteed loan program. Independent experts agree that students benefit from
competing loan programs.

Independent Researchers. A recent independent evaluation by Macro International found a high
level of overall satisfaction -- 78 percent of all schools - with the Stafford loan programs. The
study concluded that both loan programs benefit from competition.

. More than half of FFEL schools (56 percent) reported that services from banks and
guaranty agencies have improved since the introduction of Direct Loans.

. As Macro writes, these findings suggest that "competition between the Direct Loan and
FFEL programs has increased overall institutional satisfaction with the loan programs.”

. "According to one school's director of financial aid, 'Once [ED] had two programs going, it
was great. It was something that should have been done a long time ago. . . competition
keeps [the banks] on their toes,™ the report reads.

FFEL Executives. In a national trade publication, NationsBank Senior Vice President James
Gathard said of the Direct Loan program earlier this year, “They are a competitor. They have
introduced some ways of doing business and some delivery mechanisms that made the private
enterprise wake up a little bit. To be perfectly honest, as a private enterprise we thought we were
doing almost an A-plus job. When we stepped back a little bit, we saw some of the things the
Department of Education was doing and we realized we weren’t. We were doing maybe a B-
minus job. It was time for us to step forward and make some improvements or we would lose the
business. '

“It’s been relatively good for the industry, particularly for the recipients in terms of
students and schools. They’ve seen the most positive effects from it.”

Consumer Advocates. Elizabeth Imholtz says in The Guerrilla Guide to Mastering Student
Loan Debt, “1 think Direct Lending is the best thing that could have happened to the guaranteed
student loan program, because now one program wants to look better than the other and that’s a
good thing. They’re vying with each other to look more consumer-friendly, and we have been
able to achieve some very nice things for consumers through that competition.”

Office of Student Financial Assistance Programs
July 1998



The Direct Loan Program
High-Quality Service to Students and Schools

July 1998

The Direct Loan program offers less paperwork and faster service to students and schools
than government-guaranteed lenders. For example, the Direct Loan program processes
over 98 percent of loan origination records within the first 12 hours after it receives them
from schools.

Because of its quality service, the Direct Loan program now delivers roughly as many
student loans as the 15 largest government-guaranteed lenders put together and has
captured one-third of the student loan market in just four years. As a point of
comparison: nearly nine years after the break-up of AT&T, it had not yet lost one-third of
the market share it had as a monopoly.

As Thomas Moore of Georgia’s Valdosta State University says, "When we belonged to
the FFEL program, I had two clerks on the phone all day every day trying to find out the
status of students' loans, and my President's office was full of students complaining
because they could not get their check on time. We joined the Direct Loan program
because we could no longer deal with a hundred different banks and a dozen guaranty
agencies.”

The Direct Loan program has also inspired improvements in the government-guaranteed
loan program through competition, indirectly improving service to students and schools in
that program as well.

According to one NationsBank official, direct loans "introduced some ways of doing
business and some delivery mechanisms that made private enterprise wake up a little bit . .
. It was time for us to step forward and make some improvements or we would lose the
business."

Customer satisfaction rated very high in both the Direct Loan and government-guaranteed
programs during the 1996-97 academic year, according to a recent independent evaluation
by Macro International. Among all borrowers, 94 percent of students and 91 percent of
parents expressed satisfaction with their overall loan experience. The vast majority of
both student and parent borrowers perceived the loan origination process as easy or
somewhat easy, with no significant differences between the two programs.



What Financial Aid Administrators Are Saying About
The Direct Loan Program

“Since joining the Direct Loan program, the Financial Aid Department of Ascension College has
found Direct Lending’s origination process to be much less complicated than that of the FFEL
program. We have enjoyed our affiliation with Direct Loans and look forward to working with it
for many years.” '
— Midge Jacobson
Ascension College, Gonzales, LA

“In the FFEL program, 1 became very frustrated with trying to track loans and deal with students
in tears on registration day because their paperwork was lost. With Direct Lending, I am in
control of the loan process.”
- Janice Lindsrom
Stonehill College, North Easton, MA

“Direct Loans is committed to providing good service. Those who are inclined to be critical of
direct lending should talk with people in the grass roots -- people who are working directly with
the program.” _
— Paul G. Aasen
Gustavus Adolphus College, St. Peter, MN

"When we belonged to the FFEL program, 1 had two clerks on the phone all day every day trying

~ to find out the status of students' loans, and my President's office was full of students complaining

because they could not get their check on time. We joined the Direct Loan program because we
could no longer deal with a hundred different banks and a dozen guaranty agencies.
— Thomas Moore
Valdosta State University, Valdosta, GA

“In my opinion, the implementation of Direct Lending at Central Missouri State University has
been a major ingredient in the recipe we're using to dramatically improve the service we provide
our student and parent customers. The speed, simplicity, and efficiency that Direct Lending
affords the Office of Financial Aid has had a direct and positive impact on the recruitment and
retention of students on our campus. It has also helped reduce the number of complaints and
negative comments our staff members hear about the complexity of the overall financial aid
process. The satisfaction levels of students, parents, and staff members is currently at an all-time
high.”
— Phil Shreves
Director of Financial Aid
Central Missouri State University

“Boston University was a lender for our graduate students, but we thought it was worth giving up
our profits to provide better service to all of our students. We have seen major improvements in
the program, particularly in the timely delivery of funds to students.” .
' — Barbara Tornow
Boston University, Boston, MA

Office of Student Financial Assistance Programs
Academic Year 1997-98
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The Honorable Richard Riley
Sectetary

United States Department of Educaﬁl'm

600 Independence Avequs, S W. |
Washington, D.C, 20202 |

Dear Secretary Riley: ! "

OFC OF THE DEP SECY

Mnited DStates Senate

COMMITTEE ON LABOR AND
th MAN REGOURCES

WASHINGTON, OC 20510-6300

Juyly 29, 1998

202 4891 Sp2v

P.B3/05

As you know, last year Congress passed the Emergency Student Loan Consolidation Act
of 1997 in response to the collapse ofjthe Pederal Direct Consolidation Loan Program. At that

time, Department of Education staff reported that the consolidation contractor, EDS, was

per month and was unable to process these applications
d to cense to accept loan applications until the backlog of
ignificant problems with the loan consolidation process

receiving more than 12,000 epplicatidps

in a timely fashion, EDS was instmuc
applications was eliminated and other
resolved.

The temporary shut-down of tlje Direct Consolidation Loax Program, as well as the
processing problems which preceded 3, created difficulties for thoysands of student borrowers
and their families. We all remember the compelling testimony of the young couple who lost 2

mortgage and a house as a result of last year’s processing errers,

this sitnation repeated.

For a number of reasons, we

consolidata their loans within the Direct Loan

and disruptions,

p concerned that student borrowers who wish to
Program may once apain face unnecessary delays

None of us would like to sec

The bi-weekly status reports reguired by the Student Loan Consolidation Act of 1997
show a disturbing trend regarding the backlog of applications. The Department's contractor has
maintained a loan backlog of nearly 1,000 borrower applications since late February and has
consolidated more applications than it jeceiyad only twice since the program was rsopened. The
most recent report provided to us ravegled that, for the two-week period ending July 10, 1998,

contractor accepted 1,200 more studen

applications than it consolidated.
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There is a strong likelihood that the qurrent backlog will grow in the near future, For one
thing, as we learned last year, Applic;'aﬁona for loan consalidations tend ta be heavier in the fall
when recent graduates are coming outi of the grace period and entering repayment. In addition,
we understand that active efforts are’being made to encourgpe borrowars to submit applications
for Federal Direct Consolidation Lodl;d's to take advantage of the temporary lower interest rate,

Members of the Committee q'pi Labor and Human Resources have been assured that the
Department and its contractor will bgiuble to eliminate the existing backlog and expeditiously
process any increase in loan application volume thay may accur over the next several months.
We are attaching a list of questions which have arisen as a result of these assurances and the bi-
weekly reports provided by Depﬂl'ﬂ'nf‘-ﬁt officials. 'We appreciate your assistence in obtajning
responses and look forward to workiﬁlé with you to ensure that students end families reseive the
quality of service to which they are entitled from both loan programs.

With best wishes ]

Sincerely,
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l. The status reports currently provided by the Department include only applications which
have been determined to be domplete.  What is the total number of applications that are
received from borrowers d each reporting period?

l

N
2, The reports indicate that mor ]than 2,000 bortowers have withdrawn their applications.
Why are these borrowers wi hr?mwing from the program?

3, The reparts indicate that app:
deactivated. Last year deac
applications. What is the re
with the FFEL program?

8 require to consolidate a student loan? What is the “age”
I«1ul'rent backlog?

4. How long, on average, does
of loans contained within the

ensure that borrowers do not become delinquent on
for the loan consolidation process to be completed?

S. What efforts are being made tr
their student loans while wai

|
6. The contractor has maintained & backiog of 17,000+ applications for the past four
months. When do you anticipate that this backlog will be eliminated?

, |

/ 7. What volume of loan Direct LL?.n Congolidation applications do you anticipate receiving
each month over the next six rf ?nths? How many direct loen consolidations do you
expect your contractor will co Flete each month over the next six months?

- g

/ 8. What contingency plans do you'have in place should increased applicstion volume begin
to overwhelm EDS3 capacity ?process congolidation loans?

/ 9, EDS wag required to perform |’ evaluation of the 1,000 initjal applications to determine |
whether problems with the loap tonsolidation process had been sucessfully resolved.
Please provide me with the resjlts of this evaluation.

TOTAL P.BS
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The Honorable Richard Riley i
Secretary, United States Department of Education . E
600 Independence Avenue, SW en
Washington, DC 20202 ~
Dear Secretary Riley: ‘ = z

_ We are writing to express our serious concern that the recent actions takgh%by the ,
Department of Education will precipitate another crisis in the management of consolidation loans
under the William D. Ford Direct Student Loan Program (FDSLP).

The Department’s history of management problems with the FDSLP are well documented.
As you know, Congress was forced to act last fall to pass emergency loan consolidation
legislation in response to the Education Department’s inability to handle the applications in the
program. The department was forced to suspend its operations and could not accept any new
applications for several months because of a severe backlog in the system.

Despite a current backlog of approximately 16,000 applications, the Department has .
changed the rate for consolidation loans in a manner that will cause a flood of new applications.
This will certainly create a further backlog and will most likely devastate the program once again.
.Considering that the Department can currently handle only 9,700 applications per month, and
there are currently 40 million outstanding loans that would be eligible for consolidation under the
new rate set by the Department, it would take the Department years to consolidate the loans of all
current, eligible borrowers. '

. Recent reports on the management of the consolidation loan program create substantial
cause for alarm. In a recent GAO Report entitled “Direct Student Loans: Efforts to Resolve
Lenders’ Problems With Consolidations are Underway”, the GAO found that “in several instances
EDS (Electronic Data System) charged one borrower for a second borrower’s loans.” The GAO
goes on to cite examples on inaccurate payments being sent to lenders, and EDS paying for the
same loan more than once.

In addition to the GAO, the Education Department’s own Inspector General was also |
highly critical of the FDSLP. According to a report issued by the IG on the FDSLP, there were a



number of serious problems uncovered. One of the most significant problems is that schools were
“not keeping accurate loan records”. At one of the 16 schools the report studied, “$280,770 had
not been entered into the Direct Loan system.” This is troublesome in light of the fact that over
1,200 schools participate in the FDSLP. Further, the enroliment status discrepancy between the
schools and the National Student Loan Data system was 71% and nearly 3 out of 4 records were
inaccurate. -

Not only does the Department’s recent action raise serious questions about the ability of
the FDSLP to function, but it also raises serious policy issues. Specifically, we believe that the
Department’s actions undermine the clear bipartisan Congressional policy that the FDSLP and the
Federal Family Education Loan Program (FFELP) operate on a level playing field. Since the
FFELP consolidation loan rate is set by statute at a higher rate, the Department’s action will give
the FDSLP a competitive advantage over the FFELP, a program that has been in existence for
more than two decades, and provides 7 out of 10 loans in the country. The Department’s efforts
to essentially refinance all FFELP loans will jeopardize the FFELP and leave schools and students
without an alternative to the FDSLP. Considering the problems that have plagued the FDSLP,
this is an irresponsible action on the part of the Department of Education.

In light of the severe implication of the Department’s recent actions, we believe that the
Department should not have initiated this dramatic change in the consolidation loan rate without
public notice and comment under the Administrative Procedures Act. Because the Department
circumvented this process, there is no record for Congress or the public to fully examine the
policy and operational consequences of the Department’s actions on this vital program.

We would appreciate a prompt explanation of: 1) how the Department can justify this
change when there is evidence of such severe, systemic problems with the FDSLP, and 2) why the
Department circumvented the public notice and comment procedures required by the
Administrative Procedures Act. We simply cannot allow the Department of Education to put the
operation of this program at risk of another shutdown at the expense of the borrowers the
Department claims to want to assist.

We have enclosed a list of items and request a response no later than August 7,
1998. Please contact Kourtney Spencer with Senator Nickles at 224-5754 or Colleen Cresanti
~with Senator Mack 224-05274 with any questions you may have.

Sincerely,
7 -
CONNIE MACK DON NICKLES

U.S. Senator U.S. Senator
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U.S. Senator ¢ U.S. Senator
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TIM HUTCHINSON T ROBERTS

U.S Senator U.S. Senator



10.

12,

13.

14.

A report of the complaints made against the Department or its servicer since December
1, 1997, related to a consolidation loan application or completed consolidation

loan. Please indicate the number of complaints and the general nature of the
complaints (e.g. incorrect payoff of FFEL loans, delay in payoff of

outstanding loans, or incorrect balance amount on statements to borrowers,

or no statements to borrowers).

What volume of loans does the Department anticipate for the Direct Consolidation Loan

- Program for each month starting in July 1998 through December 1999? We would like an

accounting of the applications you have received to date, and a weekly accounting
hereafter.

Has the Department anticipated the readiness of Electronic Data Systems Corporation,
the Department’s contractor, to increase the volume of consolidation loans in either its
Montgomery, Alabama, facility or its Louisville, Kentucky, facility?

How did EDS end up charging the wrong borrowers?

How many times has EDS charged one borrower for another borrower’s loans?

Has the Department reconciled each borrower’s account to ensure they are not being
improperly charged?

What percentage of payments made on behalf of the Department by EDS were accurate?
What is the largest overpayment the Department made?
Have all the necessary student loan accounts been properly reconciled? .

Please explain how loan balances, student status records and audit information is so
different.

Please report on the accounting practices the Department uses to ensure the accuracy of
data at EDS, the DLSS, the institutions in the FDSLP, and the NSLDS.

Please explain the process of how the Department reconciles information with the
schools in the FDSLP.

A list of all FDSLP schools who have reconciled with the Department through the end of
the 1997-98 school year (with a year by year breakdown and the total amount each
school disbursed). i

A list of all FDSLP schools who have not reconciled with the Department through the
end of the 1997-98 school year (with a year by year breakdown and the total amount
schools claimed to have disbursed versus the records of EDS and the DLSS).



15.

16.

17.

A school by school breakdown of loan volumes, which indicate the following
information in a year by year breakdown from 1990 through the present:

The amount of money the school says it disbursed in Direct Loans (including their

servicers);

. The amount of money EDS and Computer Data Science Incorporated claimed to

have disbursed to each institution in the FDSLP,

The amount of money the DLSS claims the schools have disbursed to borrowers
in the FDSLP; :

. The amount of money the NSLDS claims schools have disbursed to borrowers in

the FDSLP.

How can the Department justify a 50 percent increase in administrative costs over those
anticipated in 19937

A full and detailed accounting of every dollar of Section 458 funds authorized and
expended from 1992 to present.
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SLM HOLDING CORPORATION
11600 Sallle Mas Drive

Raston, Virginia 20193
703-810-7439, Fax 703-810-5031
ALBERT L. LOARD

Vice Chalrman and CEQ April 16, 1998

The Honorable Richard W. Riley
Secretary

U.S. Department of Education
600 Independence Avenue, S.W.
Washington, DC 20202

Dear Secretary Riley:

After several meetings between the staffs of our two organizations regarding
emergency plans for the student loan program, I thought you should know how unrealistic
I believe the proposals we have received to date have been, Department of Education
officials have indicated to us that they intend to secure billions of dollars of lending
commitments to provide loans through the lender-of-last-resort program in the event the
July 1% structural change in student loan interest rates is not repealed.

The scope of this emergency support would be up to $5 billion for approximately
two million students, mostly attending two-year colleges and trade schools. The lender-
of-last-resort program was never designed to provide such massive support. The
proposed implementation would create significant operational and access issues and
cripple the very successful private sector Federal Family Education Loan Program.
Worse, these preparations will distract both the Administration and the Congress from the
real answer, the timely repeal of the July 1" law.

The Student Loan Marketing Association, Sallie Mae’s GSE subsidiary, stands
ready to provide up to $200 million in student loans under its existing lender-of-last-resort
commitment which runs through December 31, 2000. We are prepared to provide
additional support on reasonable terms and within reasonable operational limits. Sallie
Mae would incur a substantial loss on every lender-of-last-resort loan it would make under
the Department’s current proposal that we provide up to $1 billion in financing. As a
publicly-owned company, we have a fiduciary responsibility to our investors to protect
their capital. As a GSE, we have a responsibility to ensure the financial safety and
soundness of the company. To compel us to make loans under the proposed conditions
would compromise those responsibilities and would, in our opinion, be an unconstitutional
taking.
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Department officials have indicated they seek support from various FFELP
guaranty agencies as well as Sallic Mae, noting that the direct loan program is incapable of
meeting the anticipated need. As described, this approach would be extremely costly to
taxpayers. Your staff has indicated that the government would advance between 32 and
$5 billion of Department of Education funds to the guarantee agencies for this purpose.
Such an amount would represent a substantial portion of the budget surplus that the
Congressional Budget Office is now projecting. Moreover, such advances would be
expended without Congressional review or approval and would, of course, preclude that
portion of the surplus from being used for any other purpose, including the protection of
Social Security.

Every day that goes by with this problem unresolved means greater uncertainty for
students and their families. The Congress is headed in the right direction by working on a
bipartisan solution. Sallie Mae believes that student borrowing rates should be reduced at
least as much as suggested by Vice President Gore. We recommend that the legislation
incorporating the 0,80% student interest rate reduction be supported by Congress and the
Administration. We also support maintaining the lender rate provision contained in
Congressman Kanjorski’s bill (FLR. 3291) and urge the Administration, together with the ,
student loan industry, to pursue Senator Kennedy’s suggestion regarding the development S
of a market-based mechanism to set lender rates. '

I trust you will understand the untenable position in which your staff proposes to
put us and the need to ensure continued progress on this vitally important issue. I would
be pleased to meet with you as soon as possible to discuss this matter in greater detail,

Sinlrely,
d_-

Albert L. Lor
Vice Chairman and
Chief Executive Officer

cc: The Honorable James M. Jeffords
The Honorable Edward M, Kennedy
The Honorable William L, Clay
The Honorable William F. Goodling,
The Honorable Dale E. Kildee
The Honorable Howard P. “Buck™ McKeon
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Fiona Adams
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Student Loan Marketing Association Urges
Administration To Support Legislative Solution

Reston, VA, April 16, 1998 — The Student Loan Marketing Association (SLMA), the
government sponsored subsidiary of SLM Holding Corporat_iqh, today urged Secretary of
Education Richard Riley to support legislation that would give students a 0.80% reduction in
student loan interesf rates. SLMA elso advised the Secretary that it is prepared, under its current
contract with the Department, to provide up to $200 million of emergency support as a lender-of-

last resort. SLMA is prepared to provide additional lending support on reasonable terms.

Access to loan capital is threatened for some students and schools because of a change in interest
rates which is scheduled to go into effect July 1. This change could force lenders to cease making
small, high-risk loans. The Department of Education has estimated a potential $5 billion loan
access problem, which would affect two million students, most attending two-year colleges and

trade schools, and has made recent attempts to secure emergency lending support from SLMA
and certain guarantee agencies.

“The Administration and Congress must act soon to ensure uninterrupted access to student loans .
during the cominéiacademic year,” said Paul Carey, President of SLMA. “To create a massive
emergency funding mechanism at this late date is operationally unrealistic and would leave the

entire student loan delivery system in chaos. We estimate it could cost taxpayers more than
$2 billion.”

The Congress created lender-of-last-resort programs so that SLMA and the guarantee agencies
could make student loans to those individuals who do not have access to funds under the Federal
Family Education Loan Program. Historically, the lender-of-last-resort authority has been used in
isolated circumstances; since 1993 SLMA has only made $21 million in these types of loans.
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Saction 440 of the Higher Education Act is amended by adding a new
subsection {j), as follows!

"Tne provisions of section 18(s) of the Fegeral Deposit Insuranca Act shall not
apply 10 any arrangsment balween the Holding Company (or any subsidiary of the
Helaing Company ather than the Asscciation) and a depository instiution i the
Secrelary of the Treasury determines that (a) the wind-down of he Assoclation in
accordance with the requirements of this section will not be aaversely affactsd by the
arrengement; (b) the Assooiation will not extend ¢eredit 10, or guarantee ar provids cradit
enhancement to any obligation of, the depasitary Instrution; ana (c) tne oparations of
the Agsociglian will be separate from the depositary insuwsuon. The Secretary of the
Treasury shall promptly respand o any regquest by the Holding Company far a

determination made pursuant to this subsection.”

RATIONALE: The Federai Deposit insurance ACt was amsnded in 1996 e prohibit
gavemmant-sponsared entarprises (GSEs) from becoming zfflliaied with depesitory
Institutions. The impetus for this Isgisiation dla not involve the Student Loan Markating

Association, and the legisistion does not 3ddress me circumstance of its privatization.
8

This amendment aiows SLM Holding Corporation (but not Student Loan Marketing
Association, its GSE subsidiary) to enter ifto an affillation afrangemem with dapository
imstitutions so icng as e Seastary of the Treasury determinas that the sucoessiy)

wingdown of the GSE wiil not oe affomea ano that the GSE will otherwiso te separate

from the arrangement.
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Author: Jon Oberg at WDCBO1l

Date: 6/29/98 12:16 PM

TO: Marianna_Pierce@labor.senate.gov at INTERNET
BCC: Brian Siegel at WDCEQl

BCC: Don Feuerstein at WDCAO®

BCC: Maureen McLaughlin at WDCAOl

BCC: Pauline Abernathy

Subject: Sallie Mae Amendment

Oon the Sallie Mae amendment you just faxed and asked for a quick
response, ... '

I would not expect ED to endorse an amendment that is a significant
departure from the SM privatization act that was passed by Congress not so
long ago. That being said, the amendment seems to keep a proper separation
betwean the GSE and any affiliated depository institution, and it seems to

give the Secretary of the Treasury the proper authority to make
determinations.

But this is basically a matter of GSE regulation and banking regulation,
and ED would defer to Treasury on this., Have you sent the amendment to
Treagury? I can if you want us to.

You may want to ask more about the background and need for this amendment,
and what depository institution is involved. Maureen and I heard last week
that Travellers, which just merged wlth Citibank, has recently acquired (or
has tried to acquire) a huge position in Sallie Mae. This amendment might
be related to that move. We are trying to check this out.

It's worth thinking about the implications of such a move if it happens and
what it means for the student loan market.

We may have more thoughts on this as it clrculates around.
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the amendments? : L _
Mr. JEFFORDS. No, it did not. - - -

Mr. President, I ask unanimous con--
- pent that it be in order to ask for the

yeas and nays on the three amend-
ments with one show of seconds. -
The PRESIDING OFFICER. Without
objection it is 8o ordered. - o T
Mr. JEFFORDS. Mr. President, I ask
for the yeas and nays.’ .
The PRESIDING OFFICER. Is there a
sufficient second? :
There is a sufficient second. - ..~

.. The yeas and nays were ordered: ..

Mr. JEFFORDS. So for the informa-

tion of all Senators, Mr. President, we - -

expect three votes to occur at about
9:45 or 10 o'clock, first on the Kennedy
amendment,. .then the. Bingaman
amendment, and then. on. the Harkin
amendment. o .
Mr. HARKIN. Mr. President, I will
wrap up my comments-on the amend-
ment I offered. Again, Mr. President, I

listened to the Senator, my good friend

from Indiana, talk about schools choos~
ing ‘to stay out of the Direct Loan Pro-
gram. Well, I point out that.in the first
2 years there was a tremendous in-
crease in schools joining the Direct
Loan Program. But then in 1995 Con-
gress began. to make all of these

threats about ending or killing the Di- -

rect Loan Program. So what has hap-
pened is that schools are apprehensive
about whether or not they want to
keep the Direct Loan Program, and
that put & dampening effect on the tre-
mendous growth we had in the first

_ couple of years.

Secondly, I can't help but be some-
what amused by all this talk about the
private sector—the private sector in-
volved in these students loans. We
want this private sector to keep going

—this private sector. Let me polnt out,

Mr. President, that the ‘‘private sec-
tor" involved in this Guaranteed Loan

. Program gets a subsidy from the tax-

payers of this country to the tune of
$7.5 billion a year. That is right—this
private sector enterprise gets a subsidy
from the Federal Government every

year of $1.5 billion. Private sector?”

Hardly. Subsidized sector? Yes. ..
So all of this talk about this private
sector out there in the Guaranteed

Loan Program is nonsense. Now, if you.
want to make it private sector, let's:

not give them any subsidies. Let's
knock out the $600 million to lenders
for the special allowance payment.

Let’s knock off the $3 billion to cover

defaults. Let's knock off the $2.5 mil-
“lion for interest subsidy for students.
Knock off all that stuff—the $7.5 billien
a year in subsidies that we put out for
the guaranty loan agencies. If you

want to talk about competition, that is
fine; I don't mind having competition.

In fact, it might be pretty good. But
- let's keep it balanced. - -

The point is that this amendment.

that I have offered for the students
cuts their taxes by 25 percent on both
the Guaranteed Loan Program and‘on
the Direct Loan Program. It cuts it by

| " CONGRESSIONAL RECORD™-SENATE . *
“that include the yeas and nays on all of

25 percent on both It keeps them both -
even in that regard. So if you want to
keep competition,.I say vote for my
amendment. You get a tax cut for the
students, which allows them to buy -
textbooks, and it keeps the Direct
Loan Program and the subsidized, pri-’
vate sector Guaranteed Loan Program

- in balance. . .

- Tyleld thefloor, > - - T 7

The PRESIDING -OFFICER.- -Under
the previous order, there will now be 30
minutes, equally divided, on the Ken-
nedy amendment. - -
o AMENDMENT NO. 2119~ .
" (Purpose: To provide for market-based |
“7 Jeterminations of lender returns). -

Mr. KENNEDY. Mr. President, I send
an amendment to the desk and ask for
its immediate consideration. ~ o

The PRESIDING - OFFICER. The
clerk will report.. - .

The assistant legislative clerk read
as follows: -~ _ '

The Senator from Massachusetts (Mr. KEN-
;rlxm]_ proposes an amendment numbered

19- B B P - ..

Mr. KENNEDY. Mr. President, I ask
unanimous consent that reading of the
amendment be dispensed with. . :

The PRESIDING OFFICER. Without
objection, it is 8o ordered. :

The amendment is as follows: . =~ -

On page 458, between lines 2 and 3; insert
the following: - -

SEC. 438. MARKET-BASED DETERMINATIONS OF
. LENDER RETURNS.

Part B of title IV.(20 U.S.C. 1071 ot 8eq.) 1a
amended by inserting after section 427A the
following: - . : ..
=SRC. 427B. MARKET-BASED DETERMINATIONS OF

LENDER RETURNSB. . .
+(a) FINDINGS.—Congress finds that—

(1) in the fleld of consumer lending, mar-
ket forces have resuited in increased quality
of services and decreased prices, and mor¢
extensive application of market forces to the
Robert T. Stafford Federal Student Loan
Program should be explored; -~ .

«(2) Federal subsidies to lendera making or
holding loans made, insured, or guaranteed .
under this part should not exceed the level
necessary to ensure that all eligible borrow-
ers have access to loans under this part; . ’

-%(3) setting the level of lender returns nec-
essary to achieve the objective described in
paragraph (2) in statute is necessarily {nex-
act and insufficiently flexible to respond to
market forces, and therefore lender returns
should be determined through the .use of
market-based mechanisms; ' .

- (4) alternative market-based mechanisms
must be tested before & final selection is
made as to the particular mechanism to be
used for all loans made, insured, or guaran-
teed under this part; - - - -

+(5) the results of testing alternative mar-
ket-Dased mechaniams should be evaluated
independently; and o . .
_*46) if the independent evaluation con-
cludes that the testing of alternative mar-’
ket-based mechanisms has been successful, &
market-based mechanism to determine lend-
er returns on all loans made, insured, or
guaranteed under this part should be imple-
mented as expeditiously as possible. e

s(b) JOINT PLANNING 8TUDY TO SELECT
AUCTION-BASED MECHANISMS FOR TESTING.—

“(1) PLANNING STUDY.—The  Secretary and
the Secretary of the Treasury jointly shall
conduct a planning study, in consultation
with the Office of Management and Budget,
the Congressional Budget Office, the General

L July, 1998
Accounting Office, and other individuals and

‘entities the Secretary determines appro-

priate, to— - .o . .

“(A) examine the matters described in
paragraph (2) in order to determine which
auction-based mechanisms for determining
lender returns on loans made, insured, or .
guaranteed under this part shall be tested ..
under the pilot programs described in sub-
seotion (c); and - - - .

“(B) determine what related administra-
tive and other changes will be required in
order to ensure that high-quality services.
are provided under a successful lmplementa~
tion of auction-based determinations of lend-
or returns for all loans made, insured, or
guaranteed under this part.” -

“(2) MATTERS EXAMINED.—The planning
study under this subsection shall examine—

“(A) whether it 1s most appropriate to auo+
tion existing loans under this part, to auo-
tion the rights to originate loans under this
part, or a combination thereof; R

“(B) whether it is preferable to auction -
parcels of such loans or rights, that are simi-
lar or diverse in terms of loan or borrower
characteristics; - ) :

“(C) how to ensure that statutory, regu-
latory, or administrative requirements do :
not impede separate management and owners.
ship of loans under this part; and :
" (D) what 18 the appropriate allocation of

risk between the ‘Federal Government and.

the owners of loans under this part with re-
spect to interest rates and nonpayment, or
late payment, of loans; T .
*(3) MECHANISMS.—In determining which
auction-based mechanisms are the most
promising models to test in the pilot pro-
grams under subsection (c), the planning
study shall take into account whether a par-
ticular anction-based mechanism will—
“(A) reduce Federal costs if used on & pro-
gram-wide basis; ) -
*“(B) ensure loan availability under this
part to all eligible students at all participat-
ing institutions; : . - -
*(C) minimize administrative complexity
for borrowers, institutions, lenders, and the
Federal Government,; and .
~ ‘(D) facilitate the participation of a b
spectrum of lenders and ensure healthy loog-
term competition in the program under this

part. .

‘44) REPORT.—A report on the results of
the planning study. together with a plan for: ..
implementing 1 or more pilot programs using
promising auction-based approaches for de-

. termining lender returns, shall be transmit-

*'(c) PILOT PROGRAMS.— _

(1) AUTHORIZATION.— R

*“(A) IN GENERAL.—Notwithstanding any
other provision of this title, after the report
described in subsection (bX4) is transmitted
to Congress, the Secretary is authorized, in
consultation with the Secretary of the
Treasury, to begin preparations necessary to
carry out pllot programs meeting the re-
quirements of this subsection in accordance
with the implementation plan included im' .
the report. - . o

*(B) DETERMINATION.—Before commencing
the implementation of the pilot programs,

ted to Congress not later than April 1, 1999, .

the Secretary shall determine that such im- - -

plementation is consistent with enhancing—
“(1) the modernization of the studens fi-
nancial assistance delivery systems; - -

*(i1) service to students and institutions of
higher education; and

*“(1i1) competition -within the program
under this part. : Co :
.%(C) IMPLEMENTATION DATE.— The B8ec- -
retary may commence implementation of
the pilot programs under this subsection not )
earlier than 120 days after the report is
transmitted to Congress under subsection.
(bX4). IR . ' - )
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‘(D) DURATION AND LOAN VOLUMB.~The
pllot programs under this subsection shall be
0ot more than 2 years in duratioh, and the
Secretary may use the pilot programs to de-
termine the lender returns for not more than
10 percent of the annual loan volumse under
this part during each of the first and second
years of the pilot programs under this sub-
section. o
" . *Y2) REQUIREMENTS.—In carrying out pilot
programs under this subsection, the Sec-
*‘(A) shall use auction-based approaches, in
which lenders bid competitively for the loans
under this part, or rights to originate such
loans (such as a right of first refusal to origi-
nate loans to borrowers at a particular insti- -
tution, or a right to originate loans to all
such borrowers remaining after a right of
Qirst refusal has been exercised), as the Sec-
retary shall determine; - . .
*(B) may determizrie the payments to lend-
- ers, and the terms, applicable to lenders, of.
the rights or loans, as the case may be, for
. which the lenders bid; and. - * = . . .
*(C) shall . include loans of  different
amounts and loans made to differsnt cat'

" egories of borrowers, but the composition of

the parcels of loans or rights in each auction
under 2 pliot program may vary from parcel-

‘to-parcel to the extent that the Secretary
determines appropriate. :

*"(3) VOLUNTARY PARTICIPATION.—Participa-
tion in a pilot program under this subsection
shall be voluntary for eligibie institutions
and eligible lenders. . .

‘‘(4) INDEPENDENT EVALUATION.—The See-
retary shall enter into a contract with a non-
Federal entity for the conduct of an inde-
pendent evaluation of the piiot programs,
which evaluation shall be completed, and the
results of the evaluation submitted to the
Secretary, the Secretary of the Treasury,
and Congress, not later than 120 days after
the termination of the pilot programs under
this subsection. .

**(d) CONSULTATION.— . .

*(1) IN GENERAL.~As ‘part of the planning
study and ‘pilot programs described in this
section, the Secretary shall consult with
lenders, seoondary markets, guaranty agen-
cles, institutions of higher education, stu-
dent loan borrowers, other participants in
the student loan programs under this title, .
and other individuals or entities with perti-
nent technical expertise. The Secretary shall -

-engage in such consultations using such
- methods as, and to the extent that, the Sec-
retary determines appropriate to the time
constraints associated with the study and
- programs. The Federa! Advisory Committee
Act (5 U.S.C. App.) shall not apply to such
consultations. o -

‘(2) SERVICES OF .OTHER FEDERAL AGEN-
CIES.~In carrying out the planning study
and-pilot programs described in this section,
the Secretary may use, on a reimbursable -
basts, the services (including procurement
authorities and services), equipment, person-
nel, and facilities of other agencles and in-
strumentalities of the Federal Govern-
ment.”, oL .

-On page 457, line 23, strike ‘‘The” and in-
sert “Except as the Secretary of Education
may otherwise provide under section 427B of

" the Higher Education Act of 1965, the”. . .
On page 505, strike line 5 and all that fol-

* lows through page 508, line 16. .
Mr. KENNEDY. Mr. President, as I
. understand it, we have a half hour
evenly divided, and I yield myself 7
minutes, - S .

Mr. Presidgnt. this was a very good
segue—listening to the comments of

my friend and colleague from Iowa—to
the amendment which I propose this

CONGRESSIONAL RECORD—

" rate that brought major savings for the

—t

evening and which has the administra- .
tion's support. - S -
. The améndment I am offering  will
enable the Department of "Education,
working with the Secretary of the
Treasury, -to conduct a pllot program
on methods to rely on competition to
set interest rates on student loans. The
results of this pilot program will be re-
ported back to Congress within 120

days after the end of the test, and Con- -

greas must act again before any further

action to implement- competition on a .

wider scale. - . . .

"~ The bill currently calls on the Sec-.
retary to study. the feasibility of using

competition. That 8 too little and too

late. It 18 a further delaying tactic. My

" amendment takes the reasonahle step

-of authorizing a pilot program to see
how competition would work in prac-
tice. - : .

The obvicus way to-use: competition
is through an auction.- Under this
amendment, up to 10 -percent of the
loan volume can be auctioned in each
of 2 years. Students will be protected
with the same low interest rate in the

" bill, and accesa to loans will continue.

Colleges will  participate on a vol- .
untary basis. No one will be forced to
be part of a pilot project. After the

- pilot 18 completed, an independent en-

tity will evaluate the results and sub-

"mit them to the Department of Edu-

cation, the Treasury,- and Congress..
Far example, one type of auction could-
invite lenders to offer loans to all eligi-
ble students at a college, or.a group of

.colleges; or a. State could originate
" loans for students at colleges in the

State and auction the loans afterward,
with excess subsidies returned to the
Federal Government: T
The pilot project would bé able to as-
sess the practical problems, if any; in
this procedure. In fact, there i already
experience to build on. Loans for stu-.
dents in the health professions were
conducted by auctions. Before the ini-
tlal auctian, the interest rate waa
based on a 91-day Treasury bill rate
plus a premium of 3 percent. At the.
final auction, the premium was 1.5 per-
cent—a, significant cut in the interest

students. ‘According to the Treasury,
lenders will make an average return of
16 percent on stundent loans under this
bill, a higher rate .of return than thetr
historic rates of return on their other

‘assets, even though these loans are

guaranteed by the Federal Government
and therefore have no risk to the
banks. ST o T
* As the Congressional Budget Office
analysis of March 30, 1998, concludes,

- “banks do not require the same returns
.on FFELs that they require.overall,
" 8ince federally ' guaranteed student .

loans are less risky than the average
bank asset.” The excessive cost to the
taxpayer of these artificially high in-
terest rates {s at least $1 billion over
the5years.- - - - ; R
Mr. President, we all know what 15
going on here. A Washington Post edi-

_torial of March 18 is titled *‘Stared
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Down by the Banks,” and it pulls no

punches and it accuses Congress of

being intimidated by the banks. A USA - ..

Today editorial of March 23, 1998, s ti-

- tled, *‘Banks Acting. Like Bullies’—too | .

much subsidies for the banks. Clearly,
we should let competition set the in-
terest rate, not Congress. .
As the Los Angeles Times said in its
editorial on June 5, ‘“‘Congress should
tackle the 'larger problem: the lack of
competition in the student-loan sys-
tem.”’ This amendment that I am of-

fering this evening is a worthwhile -

pilot program that can help do so.

- Competition can work and will work

to save Federal dollars and save dollars
for college students as well.

Mr. President, I ask unamimous con- °

sent to have printed in the RECORD the
various Federal programs that are in-
volved in this kind of a competition.

EXAMPLES OF HOW AUCTIONS ARE USED IN
R . FEDERAL PROGRAMS

Treasury = Securities.—Treasury auctions
bills;, notes, bonds and inflation-indexed
notes and bonds in a sealed-bid auction. Bid-
ders bid an interest fate and loan volume
they would like at that rate. But no bidder
can wis more than a certaln percentage of
the total put up for bid. Noncompetitive bid-

. ders can submit pre-auction bids for a given

volume for which they'll accept the suction-
determined interest rate. Treasury usually
uses discriminatory-price auctions by giving
each bidder the rate they bid, but it has also
experimented with uniform auctions in
which all winners get the highest winning
rate.

.. HUD Loan and Real Estate Asset Sales—

HUD and FHA auction defaulted mortgages,
and bidders may bid on any number of mort-

‘gages. Because any combination or all of the

auctioned items can- be bid on together,
there 18 likely overlap in the mortgage pack-

- Ages submitted by each bidder. To address

this problem and to be able to determine
which combination of bids would optimize
value for the government, an Auction Opti-
mization Model was developed by AT&T Bell
Laborataries. The eomputer model is used to
8elect the wirning bids based on total reye-

Aasistance Loans

- nue for the government.

Health Education

(HEAL).—HHS conducts a sealed-bid auction .
"In which bidders bid an interest rate and

loan ‘volume they would like at that rate.
The low bidder and all others within a cer-

" tain tolerance of the low bid win the right to

make loans. In the case of single winners,
schools would not .have a choice in that
given year and might bave to deal with dif-

ferent lenders In each year. In the case of.

multiple winners, each bidder would have to
compete to make as many loans as they can.

though it would probably be less than thelr

originally bidded volume. .
FCC Wireless Spectrum Auctions.—The

"FCC canducts sealed-bid auctions for speo-
trums-in which hundreds of maikets are de- -

termined stmultaneousiy. After each round,
bidders see the prevailing price in each mar-

-ket and can place s bid {n the next round In

markets they had not bid for previoualy. The
auction does not end until no more bidders
want to make highér bids in any market.
Telephone service provision is also auctioned
in certain areas, including relatively unprof-
itable parts of areas. Though results have
been mixed, most auctions have gone well.
Elk Hills Ot Field of the Naval Petroleum
Reserve.—Elk Hills was one of the federal
government's largest privatization efforts,

with the sale completed in February of 1998.
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The process involved getting five independ-
ent evaluators to determine the value of the
property befare publishing the offer and col-
lecting proposals from potential bidders. Due

diligence and close attention to transfer doc- -

uments were components of the many legal
and technlical steps. The bid evaluation ip-
corporated negotiations with the three final-

‘{sts on terms beyond the payment, such as .

environmental indemnity fssues, and ulti.

-mately a single winner was selected.’

WIC Infant Formula Bildding Process.—WIC
purchases.of infant formula comprise more
than half of all formula sales within-the
U.S., and in an effort to ensure competitive

" pricing, in 1989 the federal government began

. requiring states o establish competitive bid-

ding processes. The firm offering the lowest
net price to the state or cluster of states
wins the exclusive right to sell infant for-
mula to WIC participants, and that firm.is
then billed by the state WIC agencies for re~
bates on formula purchased with WIC vouch-
ers. Under this system GAO reports that

. . after accounting for rebates in 1996, WIC
. agencies paid 85 percent less than the whole-

sale price for formula. on average, allowing
WIC to be extended to an additional 1.7 mil-
lion persons each month.

EPA Pollution Rights.—EPA’'s acid raln’

program holds an annual auction of a Special
Allowance Reserve of approximately 3.8 per-
cent of total allowances, conducted by the
Chicago Board of Trade. In addition to pro-
viding an additlonal means of obtaln allow-
ances (each equal to one ton of annual SO
emissions). the auction also importantly es-
tablishes a market price signal. Allowances
are sold from the Reserve before private
holdings are sold. Anyone—including public
interest and environmental groups—can par-
ticipate In the bidding on and trading of al-
lowances. Spot (for that year) and advance
(not usable for seven years) allowances for
SO, emissions are available through the auc-

tion. and allowances may be bought, sold,.
- panked, or retired. This auction appears to

use discriminatory pricing rather tban anl-
form pricing. . -
Resolution Trust Corporation.—RTC auc-
tions collateralized and uncollateralized as-
sats. For example, in a recent competitive
(sealed) bidding process, approximately 1100
assets were divided into 30 pools based on

_ asset type and region. A financial advisor

and due diligence contractor scrubbed the

_relevant files and collected data to establish

values and reserve prices for each asset. This
information, recorded in CD-ROM format,
was made available to the public, which had
four weeks to review it. Bids on the 30 asset
pools were received at & centralized New
York clearinghouss over a two-day span.
Based on the best and final bids, the 3450 mik
lion sale yielded 87 cents on the dollar rather
than the 75 cents that the portfolio had
originally been valued at. .

Oil and Gas Sales on the Quter Continental

" Shelf.—After determining to lease the tracts,

they are advertised in the Federal Register
in an open bidding process. Potentjal inves-
tors send their checks; after the highest bid-
der is notifled of their acceptance, the other
checks are returned to the unsuccessful bid-

. ders. At this point, the government conducts

its own assessment of the value of the oll
and gas reserves, based on geological and

mineral information provided by the success--

ful bidder, to make sure the bidded amount
meets or exceeds the government estimated
value.. . .- .

Conservation Reserve Program (CRP).—

The USDA solicits bids from producers for

enrollment of acres into the CRP. Bids are
accepted based on a formula that accounts
for the environmental for each dollar from

enrollment (l.e.. If & bid 18 accepted, the gov-

ernment pays _(a.rmers rental payments for 10
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years to ldle their land and put & conserving
cover crop on it).. : S .
. Timber. Sales.—The Forest Service auc-
tions off the rights to timber companies to
cut designated areas 1n National Forests.
After an offer of sale describing-the timber
and the sale terms is publicized, a sealed-bid
process takes place. Non-price related terms
of the.sale,. includiang - environmental con-
cerns, are all set by the government. so the

. highest bidder wins the auction. -

Export Enhancement Program (EEP).—The
USDA establishes prices and bonus levels
based on thelr estimates of the going market
rates, and then accepts bids from exporters.
However, rather than bidding against each
other in a true-market scenario, exporters
are really only bidding agalnst the govern-
ment-set price and bonus level, and they
have the option of coming back with succes-
sive new bids until they hit the USDA-deter-
mined price levels.

Mr. KENNEDY. We obviously have
the Treasury securities that are in-
volved in these kinds of competitions.
The HUD loans; the FHA auction on
mortgages 18 a competitive bid; the
HEAL loans, the Health Education As-
sistance Loans; the FCC wireless spec-
trum auctions. We had a long debate on
what was going to be the best way to
protect the taxpayer. And the decision
by the Congress was to have the spec-
trum auctions. Elk Hills Otl Field of
the Naval Petroleum Reserve was auc-

tioned. WIC, infant formula, there was

a bidding process and auctions; EPA
poliution rights are auctioned off.. The
Resolution Trust Corporation relied on
auctions, and the auctions were, in
their view, based on their best and
final bids. The last auction that went
off was typical. The $450 million sale
yielded 87 cents on the dollar rather
than the 75 cents that the portfolio had

. originally been valued at, and was re-

tyrned to the Treasury. Oil and- gas
sales on the Outer Continental Shelf
were auctioned off. Conservation—Re-
serve Program auctioned off; timber
sales . auctioned off; Export Enhance-
ment Program auctioned off. :

- These are existing Federal programs
that use the auction system to provide
the best kind of protection to the tax-
payers, and in this case to the stu-
dents. . : i

But this particular amendmént says,
with the urging of the Administration,
let's have a pilot program independ-

ently evaluated, the result of which is -

submitted to the Congress, the Admin-
{stration, and made public. Then the
Congress can make a judgment on this
matter. - ) -

I hope our friends on the other side of
the aisle who talk about market forces
and are constantly lecturing Members
will support this very modest rec-
ommendation. This amendment is built
on market forces and bullt on competi-
tion. It follows the kinds of rec-
ommendations which the U.S. Govern-
ment has accepted in terms of aunc-
tions. - - |

All we are doing is saying let's have
a pilot project and test how this pro-

gram would work in terms of protect-

.ing student loans. We have had debates

here u_m!ght on the level of interest
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_rates. We have had debates In our com-

mittee on the level of interest rates. -

Let us try in terms of protecting stu- .

dents to give them the best deal that ~

they can possibly hhve, and use these

resources to make a major difference
in reducing the cost of higher edu-

“cation in this country.

" I reserve the remainder of time. .
The PRESIDING OFFICER. -Who .
yields time? - ’ .
Mr. JEFFORDS. Mr. President,. 1
yleld myself such time as I may con-
sume. : -
Mr. President, I rise in strong opposi- .
tion to the amendment being offered by
my colleague Senator KENNEDY. While
I share his interest in exploring mecha- -
nisms for improving the delivery of
student loans, a8 chairman of the
Labor Committee, I strongly oppose his
effort to provide the Department of
Education—whose desire to disadvan-
tage the FFEL program has been aptly
demonstrated—with unbridled author-
ity to conduct an experiment on the
FFEL-program. .
The impetus for this concept arose h
out of the lemgthy deliberations we

.have had over the past eighteen

months about setting the appropriate
interest rate for students and lenders.
In 1993, when the Student Loan Reform
Act was being drafted, its authors—in-
cluding Senator KENNEDY—anticipated -
that the Federal government would

shift entirely from the FFEL program

to the Federal Direct Loan program. A
transition provision was inciuded in
the law which changed the way that

student loan interest rates were to be - -

calculated effective July 1, 1998. This
change was primarily intended to re-
flect the budget scoring needs of the
Direct Lending program. The con--
sequences for student borrowers in the
FFEL program, however, would have
been dramatic. .
There is general agreement that, if
the interest rate that was set for July .
1, 1998 and which was delayed until Oc-
tober 1, 1998 is allowed. to go into ef-
fect, it will become unattractive for
lenders to participate in the FFEL pro-

gram.

S. 1882, as reported from the commit-
tee, confronts the challenge of trying
to provide students with the lowest
viable interest rate on their student
loans while ensuring sufficient lender
participation to preserve open and full’
access to student loans. After nearly &
year of consultation with students,
lenders, representatives of the higher
education community, the administra- -
tion and financial services experts, the
committee put forward a compromise
interest rate package. ’

This package sharply reduced lender.
yield by 30 basis points while allowing
students and their families to enjoy
the lowest interest rates in nearly
twenty years. The process of develop-
ing this package was long and difficult
and the stakes were very high. While
by no means perfect, the bipartisan
compromise meets the twin challenges
of low rates for students and continued
stability in the FFEL program.
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As I wrestled with my desire to bal-

ance the twin objectives of reducing

the interest rate pald by students and

preserving access to loans under the
FFEL program; I encountered several

budget analysta who were interested in"~

using market-based mechanisms to es-
tablish student loan interest rates.
It became clear to me, however, that
market-based mechanisms, while at-
tractive a first blush, quickly reveal
themselves to be far more complicated
to design and implement than is ever
fully appreciated. These analysts, who
often focus only upon economic consid-
erations, often fail to recognize that
student loan programs are designed
primarily to offer a social benefit—
that 18, to offer loans, at reasonable
ratgs, to students without respect to
credit history, educational program,
- loan size, geographic location, or po-
tential as a consumer of future credit
products. Market-based mechanisms, if
they are to be implemented, must be
carefully designed to ensure that all
students continue to have equal access
to student loans without regard to any
particular characteristics of the bor-
rower or their program of education. -

Further, any changes to the delivery -

system for the FFEL program, must
strive to preserve the high level of
service that students and institutions
of higher education currently enjoy.
"Under an auction model, schools and
borrowers may be forced to deal with a
different lender and servicer each year.
Regional lenders in small states may
lose the ability to participate in the
program. Students may lose the ability
to select the lender of their choice. And
equally important! particularly in
light of the collapse last year of the
Department’s loan consolidation pro-
gram, students may find themselves
forced to make payments to myriad
lenders each of whom has different
practices and procedures. An auction,
improperly designed, could add new
and unintended layers of complexity to
the program.

As a result of these eoncerns, ag well-

- a8 concerns about the ability of the De-
partment of Education to administer
an auction model, the American Asso-

ciation of Medical Colleges and others

have publicly stated their deep reserva-

tions about moving toward a market--

based model. These issues may be re-
solvable but I cannot support providing
the Department with the authority to
experiment on the FFEL program until
they have been studied and addressed
to my satisfaction and the satisfaction
of my colleagues on the Sene.be Labor
Committee.

In an effort to answer some of these.
questions, our bill directs the Sec-
retary of- the Treasury to conduct a
study of the feasibility of employing
market-based mechanisms. After con-
sultation with students, lenders, and
institutions of higher education, the
_ Secretary of Treasury is required to
- analyze the potential impact of these
' mechaniams on the delivery of student

aid, the implications for students and

CON GRESSIONAL RECORD — SENATE

lnetitutione of higher education with
regard to access to student loan cap-
ital, and provide a plan for structurtng
and implementing a mechanism is a
manner that ensures the cost effective
avallability of student loans for stu-_
dents and their families. This report

- shall be provided no later than Septem-

ber 30, 1999. - .

It 18 my strong belief that e.ny pﬂote
if- appropriate,” should only be devel-
oped after careful study and full Con-
gressional participation. In this spirit,
S. 1882 contains a provision directing

. the Secretary of Treasury to conduct a .

thorough study and report to Congress
on the feasibility of designating and
implementing market-based mecha-
niams for setting student loan interest
rates. I look forward to receiving this
report and working with the Congres-
sional Budget Offlce, my colleagues in
the Senate, and all of the participants
in the FFEL and Direct Lending pro-
grams to fully assess whether or not
market-based mechanisms can contrib-
ute to improvements in the availabil-
ity, cost, and efﬁciency of t.he student .
loan programs.’ :

In closing, I want to make one very
important additional point. From all of

‘this talk, one might think that there is

a crisis within the FFEL program
which we are trying to fix. The FFEL
prograrn continues to be the program
of choice of the vast majority of-col-
legee and universities. As a result, the

_higher education community has deep

misgivings about the Kennedy amend-
ment because 1t i8 concerned that ef-
forts by the Department to conduct ex-
periments upon the FFEL program will
disrupt the benefits and services that

students and institutions currently-

enjoy. For all of these reasons, I urge
my couee.guee to oppoee this e.mend-
ment.

I retain the remainder of my time

' The PRESIDING. OFFICER. - Who.-

yields time?

Mr. COATS addressed the Cha.tr

"The PRESIDING OFFICER. - Who
yields time? -

Mr. JEFFORDS. 1 yield the Sene.bor
from India.na such time as he ma.y re-
quire.- . -

The PRESIDING OFFICER. The Sen-
ator from Indiana.

Mr. COATS. Mr. President I will be
brief. I just want to make a couple
points. -

Point No. 1, the lemlet.lon t.het is
before us, the base legislation, already
contains -a carefully designed analysis
and feasibility study of market-based

mechanisms for student loans. The

KENNEDY amendment goes much fur-
ther than that. We have a study in
place. We will get the information
needed to make a determination as to
whether or not we want to move to an
auction market-based program.
Secondly, the last thing the Depart-
ment of Education needs right now is
another big responsibility. It can't
handle the responsibilities it currently
has. It has not been .able to success-
fully manage the Direct Loan Program

S786'Z .'

and the FFEL Program. Why would we
want to consider glving 1: eomet.h.lng
else-to manage? -

Let me just clte 8 few things from
the inspector general relative to the
Department's administering of the Di-
rect ‘Loan Program. The IG has con--
cluded that audits at 16 direct loan
schools found 8 major weaknesses in 16
of those programs. They also stated
that in their audit, the weaknesses -
they found were representative of the
majority of direct loan schoole They
said:

They are very llkely to exist at these other
direct loan schools. The Department re-
viewed disbursement amounts recorded at
one school and found a total of nearly
$300,000 hadn’'t been entered into the direct -
loan system. .

The IG's report said that 3 of the 18
schools maintained excess cash as a re-
sult’” of improper - ce.eh management
practicea.

Let me quote. e.galn from the IG'
analysis of the department’s ineptnees
in running the programs that it he.e
now. And I quote:

The Department does not currently have a
" process in place to match specific drawdowns
with specific disbursement transactions.

The.IG goes on to say:

53 percent of student status repon:ing was
inaccurate. On average 71 percent of student
records in the national student loan data
system were inaccurate; 58 percent of trans-
actions were not reported by schools through
the department in & timely manner.

The IG says that today, if data is not
reported timely, due diligence and
timeliness of reconciliation of loan
data may be adversely impacted.

We probably all remember, or should
remember, that in the 1995-1998 aca-
demic year, 1 million applications were
backlogged at the Department of Edu-
cation which caused families and stu-
dents all over the country to be put in
& position where they didn't know
whether they were going to get a loan
or not. Two years later, the Depart-
ment sent out 2.7 million forms to 111"
out and had the wrong shading on it,
and therefore the forms were not proc-
essed right, and they ended up with
hundreds of thousands of ba.cklog asa
result of that.

- This goes on and on and on, the in-
ability of the Department to handle

~-the. one-third of direct loans that it
now has. So why do we want to throw
in another major initiative at the De-
partment of Education. Let them at
least get the initiatives that they cur-
rently have jurisdiction for under some
control. So I would urge my colleagues
to join with the chairman of the com-
mittee in. defee.ting the Kennedy
amendment. )

- The PRESIDING OFFICER. Who
yields time? :

Mr. KENNEDY. Mr President Iyield )
myself 3 minutes. :

The PRESIDING OF'FICER. The Ben-
ator from Massachusetts.

Mr. KENNEDY. What my friend, the
'Senator from Indiana, did not point
out is that the student loan defaults
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 were 22 percent under the Republican’

_auction program. Qurs is just a pilot pro-

PR

administration, the previous adminis-
tration, now down to 10 percent, saving.
hundreds of millions of dollars a year.
This debate isn’t .over the particular
administration,” because what we are
talking about i8 & very sound idea. Let
me give you what Mr. Petri, a Repub-
lican in the House of Representatives,
. The amendment would .end the recurring
battle—he has one shat would put io place an

The amendment would end the recurring

over the industry on student loans, which re-
sults in the price of the private sector serv-
fces being set by political negotiation with-
out regard to the actual cost of services. e

This amendment has the potential of sav- -
{ing the American taxpayers billions of dol-
lars through competition for this profitable.
business. Up to now, with the exceptions of
{n-school interest and the overall interest
cap. the banks have always received the
same intersst the students pald on interest
loans. . ' - .

Here is Mr. MCKEON, Republican of
California. This is what he says:

The gentleman {s correct that up to now
we have tried to figure out how much to pay
the lenders for providing student loans in &
political negotiation, and we {n Congress
really have no way of knowing what the
right price is.

These are two Republicans who be-
lieve in the market system: o

It would be much better if we had & market

That is exactly what this amendment
provides, a test, a pilot. You can’t im-
plement it until we vote again, but a
test and a pilot make sense for.the-
very reasons two of the most knowl-

. edgeable leaders in the Republican

. tion. .

Party in the House of Representatives
have stated: N o
I am interested in working in that direc- -

That is in the recent debase and dis-

. cussion. -

Now, Mr. President, I indicated just a
few moments ago all the different

_ agencies of Government that use this

process, the most significant, obvi-
ously, the Treasury, the FHA, dealing
with a great deal more amount of fund-
ing than we are considering. o
Finally, Mr. President, just look at
this chart that I have in the Chamber. ..
This represents, according to the

" FDIC—and my good friend from Ilowa
 was referring to various figures. Under

the proposal that we have tonight, the
proposal; that is, the bill, will guaran-
tee the return on-equity for all com-

_ mercial banks at 16 percent. This chart

here shows what the banks have made.

~ from 1958- going up to. 1996, and re-

cently, in 1994 through 1996, 1t has been

" in excess of 14 percent. -~ .

. All we are saying; for those Members
of the Senate who are concerned about
the cost of higher education, 1s we have .
. an opportunity to do something and do
it the old fashioned way—competition;
competition, tried, tested, utilized by

other agencies of our Government and .

- . . - i

P PN

from Connecticut.” -.

.- -Mr. COATS. The Senator

B L
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which effectively works.- At least a°
pllot project; let's give it & try. .. .
"~ Mr. HARKIN. If I could ask the Sen-
ator to-yield just briefly.

A e, KENNEDY. 1 would be. glad to

yield—B% minutes to the Senator from
Iowa and 1% minutes to the Senator

Mr. HARKIN. I just want to ask the

Senator again on this .chart—this is

outrageous—there is the return on eq-
uity for commercial banks. For a num-
ber of years it averaged about 1%, 12

.percent. Now it is.up over.14 percent.

That i8 a return on equity for banks. Is

‘the Senator saying that this bill that

we.are passing will guarantee them a
16-percent return on guaranteed - stu-
dent loans? - . -

Mr. KENNEDY. That is the estimate
by the FDIC. And waa used by the com-
mittee. . . .. . . -

Mr. HARKIN. Not only do they get
the 16-percent guarantee, they get a
$7.5 billion subsidy from the taxpayers
of this country. So I think the Senator "
is absolutely right. If they want to be
private sector, let's put it out for bid.

- Some years ago, as the Senator remem-

bers, we put the WIC Program out, the
Women's Infants and Children’s feeding
program out for competitive bidding,
good old free enterprise competitive

. bidding, and we have saved billions of

dollars for the taxpayers of this coun-
try and improved the program. I think
the Senator is right on target on this.
If there is so much money floating
around here, let's put it out for bid.
Let’s put-it out for good old free enter-
prise, competitive bidding.’

Mr. COATS. Will the Senator yield at
that point?- -~ .

Mr. KENNEDY. I have 1% minutes
left, I believe. Is that right? - o

The PRESIDING OFFICER. The Sen-
ator has a total of 3 minutes left.

Mr. COATS. Could I ask a question,

"just ask the time? How much time 18

left on our side? .

_The PRESIDING OFFICER. The Sen-
ator from Vermont has 4 minutes 6 sec-.
onds; the Senator from Massachusetts
has 2 minutes 53 seconds. -

Mr. COATS. Mr. President, I wonder
if the Senator will yield me 1 minute
on our side? LT [

Mr. JEFFORDS. Yes, you may have

i, . :

The PRESIDING OFFICER. The Sen-.
ator from Indiana. - e
. Mr. COATS. We may have the mak-
ings of a real deal here. From what I
hear it is that the Senator from Massa-
chusetts and the Senator from Iowa are
willing to put the whole program out
for bid. And if we would take the whole
program, including what is run by the
public sector,  maybe we could cut a
deal and just turn the whole thing over

- ‘Mr.KENNEDY, That's fine. - .-

' J;_dy 9, 1998 . |

. Mr. COATS. Leg's take- the whole '

program. -

Mr. KENNEDY. I am not prepared to- .
take the whole program, Senator. I am..

talking about a pilot program. :
Mr. COATS. I think I have the floor,
Mr. President? Do I not have the floor?

The PRESIDING OFFICER. The Sen- .

ator from Indiana still has the floor.

Mr. COATS. I thank the Chair. Mr. :

President, I ask the Senator for an ad-

ditional minute. :

Mr. JEFFORDS. I yleld the Senator:

an additional niinute. :

Me COATS. I thought I heard the |

proposal that the virtues of the market
system were 8O- wonderful that the
whole thing ought to be put out into
the market system, and that i8 prob-
ably a good idea. So why—I don't un-

derstand; you can’t have it both ways.
You cannot try to attract it into the’

public sector and not provide competi-
tion in the Department of. Education
and yet kick everything else into the
free market. o
" So I am saying we may
‘makings of a deal here. If the Senators
‘think the whole thing ought to go in
_the market, why, we can probably get

that done pretty quickly and it might
beneflt everybody. =

1 yield the floor.

The PRESIDING OFFICEIi. - Who-

yields time? The Senator from Massa-
chusetts. N ) '

My 'KENNEDY. Just for 20 seconds, |
Mr. President. You have to start some-:

place. This is a pilot program. If the
Senator—if we accept this this evening,
I guarantee we will work with the Sen-
ator from Indiana to try to make any
kinds of adjustments in any types of

ways to get whatever kind of pilot pro- -
gram that will accurately reflect the -

market forces on student loans. What-
ever way the Senator wants to, we will
work with him closely and we will look
. forward to his vote this evening.
1 yleld the remaining time
Senator from Connecticut.
“Mr. DODD. Mr. President, I am reluc-

‘tant to take the time. I am enjoying -

this going back and forth. I just want~
- ed to add my voice on this. In fact, I
think, what the Senator from Indiana
may have just proposed, it 18 unfortu-
pate that it i8 not in the form of an
amendment here. Because I think a
pilot program, &8 one Wwho has sup-
ported allowing institutions to make
the choices on direct loans and guaran-
teed loans, that ia really the beat way
to work. Let the marketplace work

to such an amendment here.

sachusetts is proposing and offering
here is going to be a great asset to all
of us. What we are doing right now is
guessing. This is a guessing game, and

to the private sector. Is that what the
Senator is suggesting? e J
. Mr. KENNEDY. The pilot program,
yee. This is for a pilot program. We will
have to come back. But to test and put
both aspects out, to have it fair. B
is extolling
the virtues of the market system?

it need not be a guessing game. So we
are being asked arbitrarily here to sort
of accept some numbers, disregarding
what the larger economic picture is
across the country. -

And by establishing this study with a
pilot program, we can come back in 5

have the -

this out. I would certainly be amenable.

-

A

.’
to- the

I think what the Senator from Ma.s-
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years. That 18 when we come back to

this issue. In that window we will bein - . -

a far better position to make a deter-
mination as to what should be.those
rates and how the marketplace could

work. Why shouldn’t we .take advan— peegnx-
tage of that? It doesn’t lock us into & .

particular answer one way or the
other. It just gives us the opportunity
to try to see If we can’'t come up with
a more reliable, predictable solution as
to how these rst.ee ought to be demb
mined.

Given the fact that we hea.r trom the -

Congreseional Budget - Office that,

. under current rates, the banks have.

earned rates of return on student loans
between 16 and 35 percent—by anyone's

estimation that' is excessive. That 18-

their estimate. Analysts predict that
we will lock in generous profits. CBO,

the Congressional Budget Office, pre- -

dicts that the rates of return under the
interest rates in the bill will be be-
tween 10 and 25 percent. The Treasury
"Department calculates an average re-
turn under the bill of 16 percent. That
is really excessive. -

So by allowing a pilot program in the
marketplace deciding these factors, we
are not allowing a situation that coste
taxpayers a tremendous amount. We
have done so much here to alleviate
some of the pressures for students in
this bill, it would be a tragedy not to

" take advantage of doing something for
the taxpayers who underwrite this pro-
gram. I urge we adopt this amendment.
- The PRESIDING OFFICER. Who
ylelds time? The Senator from Ver-
mont has 2 minutes 25 seconds. -

Mr. JEFFORDS. Mr: President, I will

‘be very brief. What we are faced with.

bere is a bill that says these are ideas
we ought to study, but we ought to
have them studied not by an agency
" that is dedicated to killing the pro-
gram, 80 we give it to the Department
.of Treasury. We say here i8 an idea;
study it, and then make recommenda-
tions, and then we can maybe go to a
pllot 1f it looks gaod. You don’t give it
to an agency who is dedicated to doing
the program in unless you obviously
want to kill the program. And the.r. is
obviously the design here.

. 1 yleld the remainder of my time.

The PRESIDING OFFICER. All time
has expired. Under the previous order,
the question is on the Kennedy a.mend-
ment, No. 3119.

" The yeas and na.yn have been ordered
. The clerk will call the roll. .
The legislative clerk called the roll.-

- Mr. NICKLES. I announce that the

Senator from Texas (Mrs. HUTCHISON)

and the Senator from Arizona (Mr.

KYL) are necessarily absent.

Mr. FORD. I announce that the Sen-
ator from New York (Mr. MOYNIB.A.N) le
necessarily absent. -

The PRESIDING OFFICER " (Mr.
THOMAS). Are there any other Senators
in the Chamber who desire to vote?

. The result was annonnced—yea.s 39

yess a8 follows: R

. thoughts.

CONGRESSIONAL RECORD— SEN ATE
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‘Aaka ?euuom 'Levtn e
Bidem - -. .+ . Feinstein ...« .. Lisbarmas
Bingaman . *  Glen- . . . Mikolki
Boxer - Graham - . Iloeeley-m
Harkin - - Moy
Bryan Hollings Reoed . - -
Bumpers -, Inouys - . Reld - ’
Byrd .+ - . Johmsos . - .  Robb .
- .. Sarbabes - -
S+ L. Tarrloellt -
. - - Wellstone.
o _Wyh
NAYS—58..
Abrabam + Fatreloth—- - . MeCain -
Allard Ford i MoCoanell -
Asherofy, . R -7 N Murkowski
Bancus - - - Gortem Nickles
Bennets Gramm Roberts
Bond - Grams - . : . Roth. -
Brownback Grassley Santorum .
Burne Qregg . Sesalons .
Campbeil - ' Haget Shelby
Chifee- . Hatehr- .. Smith (NH) .
Coats Helms - Smith (OR)
Cochran - Hutchinsom Snowe
Collins - Iohofe - - " Specter -
Coverdell Jeffords Stevens -
Cralg . Kempthorns -- ‘Thomas
D'Amato Kerrey : Thompeon
Daschle Leahy | Thurmond
- DeWine- Lots - - . - Warner
Domenici | Legar :
-NOTVOTING—S8 " -:. -
Hutchisos - lyl - Moynibas - -

The amendmenf. (No 3}19) was' re-

jected.

Mr. LOTT. Mr. Preeident.. I move to
reconsider the vote. .

Mr. JEFFORDS. I move to le.y it. on
the table.’

The motion to lay on the table was
agreed to.

Mr. LOTT. Mr President, first, I ask
all the Senators to stay in the Cham-
ber 80 we can get through the next two
votes quickly. The managers have done
a good job getting us to the point
where we have two more amendments
left. There. is one other issue that is
being worked on, and then we would be
ready to go to final passage. If the Sen-
ators - will stay . close, we can get
through the two remaining amendment
votes in 20 minutes and hopefully be
ready to go to flnal passage after per-
haps a brief colloguy right before final
passage. :

I ask une.nimoue consent that t.he

* next votes in the series be limited to 10
‘minutes in length. -

The PRESIDING OFFICER. Wit.hout

objection, it is 8o ordered.

‘Mr. KENNEDY. Will the Senator

- yleld? Do we have any information on

how we are doing on our Pauont.s' Bﬂl
of Rights? .

Mr. LOTT. I don t believe tha.t has
come up today. We have worked on
higher education. There is a vision on
the horizon of how this could be done.
Ia.mem'ewewulnndawayt,odothat
in the next week. -

Mr.. KENNEDY. You vdll let |as
know—next week? -

Mr. LOTT. Like to; anless there is .

obstruction or resistance. (Laughter.)
- I am sure when the time comes, the
Senator may have . some .second

B L

e ardpaR ) o e s o o

. 87869

But a.t. any rabe, let's do m;her edu-

" éation n.ntl then we will ta.lk about

: ' Amomm ue

- The PRESIDING OFFICER- The
queetdon is on the Bingaman amend-.

ment No. 3116, with 2 minutes equally
divided.

Mr. BINGAMAN. Mr. President, this

amendment is intended to improve the
academic preparation of our teachers.

<. This 18 an area of great concern all

around the country. The amendment
says to States: You should require an
academic major for the people you are

" training to teach in high schools—that

in addition to the education course
" they take, they should have an aca-
demic major. Mr. President, 32 States
already have in place this requirement.

What we are saying is that over the
next 3 years each State should be able

- to adopt a plan to get to this same.

point. It will substantially improve the
preparation of teachers at the high
school level. It has been shown to do
that in the States that have adopted it.
I believe this would be a very good pol-
icy for us to adopt as part of this bill.
- T urge my colleagues to take this op-
portunity. It will be 6 years, again, be-
fore we pass a reauthorization of the
Higher Ed Act and we need to get on
with the business of improving teach-

ing in this country. This amendment -

will help to do that.

. Mr. JEFFORDS. I must oppose the
amendment offered by my colleague
from New Mexico. He has done a won-
derful job in assisting us in taking a se-
rious look at the problems we have
with respect to teachers and whether
or not they have a major in the sublect.
which they will be teaching.

The problem with this a.mendment. 19
that it mandates to the States that
they must do something. The bill itself
provides incentives for them to make

‘sure that the people wanting to be
. teachers have studied the things which

they will teach. We do it by enticement
and through assistance with loan pro-
grams—with programs—whereas this
amendment would order it done.

- It is & mandate, and I think it is in-

e.pproprlate and that lt would be coun-
terproductive.

The PRESIDING OFFICER. All t.ime :

has expired. .

The clerk will call the rou :

Mr. NICKLES. I announce that the
Senator from Texas (Mrs. HUTCHISON)
and the Senator from Arizona (Mr.
KYL) are necessarily absent.

Mr. FORD. I announce that the Sen-
ator from New York (Mr. Mom’mm}h
necessarily absent.

The PRESIDING OFFICER. Are thers
any other Senators in t.he Chamber de-
giring to vote? -

The result was e.nnounced—yea.e 23
nays 74, as follows: -

. [Rollcall Vote No. 198 Leg.) - .-~ -

. YEAS-23
Blden * Bryas Conrad
Bumpers Daschle
Boxer Cochran Domenial

wemt

-
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The Clinton Administration Fought for Cheaper Student Loans

Lendecrs first proposed an outright repeal of the interest rate cut,
“Repealing the 1998 interest rate change is absolutely necessary to ensvre an uninterrupted flow of funds
for low-interest FFELP loans.”
Paul Tone, UNIPAC Service Corp.(07/22/1997)
Testifying on behalf of the Education Finance Council, CBA, NCHELP, Sallie Mae, and other members
of the student loan community

The bankers' efforts were blocked by the Clinton Adminstration and others.
“Lenders have been thwarted again in their effort to persuade Congress to block a change thar they say
could threaten the survival of the guaranteed-student-loan program.

“For the second time in four months, Congressional supporters of the loan program declined at
the last minute to offer legislation that would halt a scheduled change to the formula that is used to
calculate the interest rate borrowers pay on student loans. Staff members for those lawmakers said
privately that they were reluctant to take such action because they knew it would prompt heated
opposition from the Clinton Administration, the higher-education associations, and student-aid advocates
who say that blocking the change will cost students billions of dollars.

“. .. Mr. [John] Dean [of the Consumer Bankers Association] has helped try to persuade
lawmakers to block any change.”

-- The Chronicle of Higher Educution
September 26, 1997

Last fall, lenders again sought to repeal the new rate.
“Seeking to preserve a profitable niche, industry officials are asking lawmakers to repeal a law that could
force banks out of the student loan business. . .
“Attention is now focused on eliminating the interest rate provision. Led by Sallie Mae, lobbyists are
telling lawmakers that banks will abandon the program if changes are not made.”
-~ The American Banker
December 5, 1997

Last fall, Republicans supported this e{fort.
“Republicans early next year will attempt to reverse a scheduled change in the interest rate banks and
other privare lenders charge for new student loans, GOP aides said this week.”

-- CongressDaily (12/17/1997)

The Administration supported students.
“[Assistant Secretary David] Longanecker reacted cautiously to announced plans by congressional
Republicans to halt a planned interest rate cut on student loans -- saying any changes to the loan policy
must benefit students first.”

-- CongressDaily (12/19/1997)

Student were willing to accept a higher interest rate.
“In the absence of any independent analysis of lenders’ claims on the profitability of stndent loans,
students demonstrated some willingness to accept slightly higher costs.”

-- Barmak Nassirian, American Association of State Colleges and Universities (03/05/1998)
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Well into this year, many doubted that students would ever see the savings.

“This summer, the interest rate on federally backed student loans is set to drop from the current 8.25
percent to about 6.6 percent, saving student borrowers nearly $400 million. For a student graduating this
suminer with $15,000 in debt, the change could save $150 off next year's total payments.

"But chances that students will ever see those savings are about as slim as finding a campus parking
space during orientation or a private moment in the dorms.

“The nation’s biggest student lenders have banded together and are lobbying Congress to scrap the
government-mandated cut, which they say will wipe out their returns.”
-~ Knight Ridder Tribune Business News (2/27/1998)

e e e 3 XK HOK K F H

“[Fritz] Elmendorf, who represents the bankers, says they can take a very slight cut, but said there is
still a wide gap between the banks and the student groups’ positions on whether and how much interest
rates should drop.”

-- Dow Jones News Service (2/20/1998)
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g LEGISLATIVE ALERT
MEMORANDUM J
TO:  NCHELP Members - |
FROM: Liza A. Ross |
DATE: June 29, 1998
RE: .' *. HEA AMENDMENTS: Weigh In with Senators at home this waek; DC

staif also have more froe time this week
You hava all been doing a great job contacting your members. However, if you
have not reached your membar, there s still time to cantact your Senator or firm up his
or her commitment to vote against the Harkin and Kennedy amendments.

The Harkin amendmant eliminates the insurance premium as the only source of
guaranty agency revenue to pay lender default elaims although ¥ requires that
guarantors charge the fee to all unsubsidized and PLUS loan barrowers and
send it to the Treasury.

The Kennedy amendment Is still a work in progress but is described as some

sort of pliot program for market-based interast rates or ap auction pilot program. ‘

You will most likely find your Senators In their home state this week. Yaou may be
able to meeat with them in one of their local offices or chat with them briefly at one of the
many functions they will no doubtt be attending. Alternatively, you may be able to meet
with home state office staff wha wili be seeing or haaring from the Senator this week
while he or she is hame. |n addition, you may find that the Senator's staff here in DC
are not near a8 frantic as they have been. Congressional recesses often pravide a fitfle
breathing room. Keep-in mind however, that staff in both DC and the home state may
start taking vacation time later this waek to take advantage of the Congressional recess
and the Friday Federal hofiday. Thus, you may want o call sooner rather than later.

aa1

dao1
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From the information we have today, we know that 3 unanimous consent
agreement has been reached on the HEA bill that will permit no more then 14 fioor
/smendments ta be offered. \W8s also knoew that the Senate will reconvane next Maonday
and etart with the VA HUD Appropriations bill which could wrap up on Tuesday
sometime. Thus, with a little luck, HEA could come up as early as Tuesday next week.

’ .
. "’
’
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TURGENT LEGISLATIVE MEMORANDUM

TO: EFC Member CEOs
FROM: Kathleen Smith {5
DATE:  Juns29,1998

SUBJECT: Auction Proposal

Inforder (o be prepared for the Kemuedy Auction praposal that will be offered on HEA upon

. ratur of the Sentte, it i3 irmperdive that yoll cantact your Senate Offices to inquire as to their
plan for voting on the proposal. Plesse call your Senate offices and ask very dirsotly how the
Senator plans to vote and then let me know what response was received. Attached for your

raview are talking pointy about the amendment as this will sefve as another opportunity to make ‘
your views known.

T will necd whe yon spoke to and the result of the conversulion. You can rimply fax this memo
buck to me at 202-496-0666, or emeil me pt kathleen@edfin,com or call at 202-466-3085 with
the information below. Please comtact your Scnalc office by Tharsday, July 2, 1998.

Questinn: Upon consideration of the Higher Education Amendments (S.1862), it is my
understanding thut Senator Kennedy will offcr an amendment to institute an suction pilot within .
the Federal Funily Education Loan Progtam (FFELP). 1 am very concerned about this propogal
and would like to know how Senator XX plans to vote on such an amendment.

Name: Organization -

Senate Office contacted | Date

Staff Spoken to

Comments of Staff ‘
T T

The National Agscointion of Natpmt Btudent Laan Secondary Markats

S@/cld O2ZR 6a:397 TB-LQ ‘8661 RLOYBZLLTO bsd: wWadd
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Stustent Lgan Austiors: Don't Fly Blind

An auction would be extlemely complicated, |t weuld complotaly eliminata alf
smaller-scale lenders, which would not be equipped o compete In massive, national
loan origination auctions. It would throw out the window 32 years of suocessful
operations of the guarantead student loan pregeam in favor of an untested, extremely
rsky ldea. Instead of aszured aceess to $25 billion per year in loan capital at
Peasonable cost, every year would be 2 complex leap info the unknown.

Loan providers compate for business with students and schools by oftering lower
prices and better sarvice, The only “campetition” that would bs effered by the
praposed auctions would be competition to cut quality of service=

Pilot auction programs would put students and schools at risk, A “pilot” proagram
including 20% of FFELP volume will smount to more than $5 bitlion in loans pey year
and involve 1 mifilan students and their families. The Education Department slready
has enough trouble running the Diract Loan program and deing its part in the FFEL
Program. How coyld it possibly launch a thind student loan program consisting of
two or mere hillion-dollar “pilol” programs and make them werk? '

Lean previders are used to competing and s intarested in exploring whether
additional market forees cao bp brusobl.inta. niav, Enc e S8R mmeMran--
completely new approach to a $25 binlon Program before ¢completing a study.

In any auction system, even a Pllot program, tenders could bid on loans at a discount
below their face valus, meaning federal coata could graw without (mit. And the

Education Department would have to hirg g new bureaucracy to run the auctions.

Since different lehders could win auctions each year, students would iikely have ta
borrew from @ diffarent jender each year, 3 confusing and cumbersome precess,

The Kennedy Amendmant inojudea only FFELP loans not Direct Leans. Tha
proposal would damage the FFELP, which serves 80% of achools, giving a
compefitive advantage to the Education Department's troubled Dquct Loan Program.

The Kennedy Amendment, simiiar to an amendment offered in the Labor ang Human
Resources Committee markup of S. 1882, puts the venecr of serious study on the
reality of giving the Education Department free reign to foree all sehoals and
Students Inte 100% Direct Landing in three years.

Satting up a pilot program without firet completing a study of a remarkably complex
hew cancept like the auction eliminatea Congrese’s options, It's like bullging the
Protetype for the F-22 fighter, than doing the desipn work. Like such an Fe22, i
won't fly. :

5a:9% TO-20'866T QLOYEZLLTS HSH
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BUDGET OFFICE : June E. O'Neijll
Dlrector

July 7, 1998

The Honorable Edward M. Kennedy
Ranking Minority Member

Committes on Labor and Human Resources
United States Senate

Washington, DC 20510

' Dear Senator:

I am writing in response to your letter of June 4, 1998, which requested the views of

the Congressional Budget Office (CBO) on the possibility of using auction-based
mechanisms to determine the yields that lenders eam on Federal Family Education o
Loans. The attached analysis addresses the types of auction-based mechanisms that
might be studied and tested and the kind of information that a demonstration or pilot
project could provide. Consistent with CBO's mandate to provide impartial analysis,

the analysis makes no recommendations.

If you have questions about the analysis or would like forther information,
please contact me. Your staff may wish to contact Robin Seiler of CBO's Special
Studies Division at 226-2844 or Nabeel Alsalam of CBO's Health and Human
Resources Division at 225-2639.

Attachment

cc:  The Honorable James M. Jeffords P
Chairman
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July 1998
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SUMMARY

The Federal Family Education Loan (FFEL) program, which encourages private

lenders to make faderally guaranteed loans to postsecondary students and their

families, uses a formula to determine the yield that lenders earn on such loans. That

formula effectively sets a price for the services that Jenders provide. Recent analyses

by the Congressional Budget Office (CBO) and the Department of the Treasury have
v highlighted two basic problems that result from that price-setting mechanism.

First, the government cannot prevent some low-cost lenders from earning
persistently above-normal profits. If the interest rate on FFELS is set t0o high, the
government and students pay more than is necessary to get low-cost lenders to
participate in the program. (Such lenders may have low costs per loan because they
have large portfolios or lend mainly to students with large loan balances.)

Second, the government cannot ensure that all eligible students can bomow
from private lenders. If the yield that lenders earn on FFELS is set too low, some
firms will not participate in the program or will choose to do business mainly with
schools whose students borrow large amounts (and, thus, have low servicing costs
per dollar borrowed).

Both of those problems exist because the government does not have
information about lenders’ costs, and because those costs vary both among lenders
and over time. The problems are inherent in any effort to induce private firms to
participate in a market by setting a uniform price to be paid for their services. CBO
and the Treasury Department have determined that, because of those problems, the

v FFEL program costs taxpayers more than is required to achieve its policy objectives.

The government recently lowered the yield that FFEL lenders earp on loans
originated on ot after July 1, 1998. That rate is scheduled to drop further in October
1998. The controversy sumounding those reductions in lenders' yield, and
recognition of the problems with the FFEL program discussed above, have led
education policymakers to consider using auctions to bring new market incentives
into the program. Auctions would allow lenders to compete by bidding for loan
business. Competitive bidding would in effect replace the fixed interest rate formula
with a pricing mechanism that would base each lender's returns on its specific costs.

Two models of auctions for the FFEL program have been discussed in the
education-policy community. The first model would involve "rights auctions," in
which the authority to make federally guaranteed loans to students at specific schools
would be sold at auction to lenders that made the most faverable bids, Rights might
be sold separately for very large schools and for groups of smaller ones organized
geographically or, perhaps, by length of program, average cost of attendance, or

¢ ik
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whether the schools were public or private. Students at each school would be
directed to the lender that had won the right to make federally guaranteed loans to
them. The interest rate formula and the current federal guarantee of 98 percent of
loan principal would not be modified.

The rights-auction mode] would make only one change in the FFEL program

—substituting a rights auction for students' choice of lenders. Recent improvements

made by schools, guarantee agencies, and lenders in the delivery system for student

loans, as well any disadvantages of that system, would be retained. Large-volume

lenders might have a competitive advantage in bidding for the authority and

obligation to lend to students at schools with which they already do business. Lenders

’ that do a small volume of business or serve students at small schools might have a

competitive disadvantage,

A small-scale demonstration or pilot project could produce valuable
information about the strengths and weaknesses of rights anctions and about possible o’
approaches to implementing them. Because such anctions would make little change
in the current program, lenders would probably participate at a sufficient leve] to
allow a pilot to produce clear resuits even if it was carried out on a small scale.
However, the schools taking part in a pilot would incur costs associated with
changing to 2 new program, and their students would lose the ability to choose their
lenders. Thus, the government might have 1o create financial incentives for schools
to participate in order to secure the desired level of activity.

The second model would involve "loans auctions," in which the federal

government would mandate and manage the sale of FFELs after they were originated.

Currently, many originarors sell those loans to secondary-market entities before the

borrowers begin repayment. The loans-auction model would replace such vohmtary,

private transactions with mandatory sales that would occur under close federal

supervision. Proponents of that model believe the government eould structure the

4 auctions 5o 25 to eacourage greater competition among lenders and produce more net
’ proceeds to the government than would occur under rights anctions,

The loans-auction model is not fully developed, and significant firther
refinement would be needed before the model could be tested in a pilot. Themodel
raises two key questions: what entities would originate FFELs and finance them
prior to sale, and how would the government determine the amoumt of compensation
those entities received? With respect to the first issue, it would be difficult to use
private lenders as originators without overpaying them to some degres, since each
firm would have an incentive to overstate its costs and the government would have
trouble collecting accurate information. If a new govemment-sponsored enterprise
was created to originate federally guaranteed student loans, it would be likely to have
a dominant position in the market, But an absence of competition would dampen the

iv
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enterprise’s incentive to hold down costs. Alternatively, the government could
require the student-lending industry to charter a mutually owned corporation that
would originate and provide short-term funding of FFELs. The objective would be
to structure the ownership and transactions of the corporation so as to give it an
incentive to0 keep costs down, although an absence of competition would make that
difficult as well.

With respect to the second issue, it has been suggested that the government
would set mipinoum prices for different bundles of loans to be sold. If the winning
bid for a bundle of loans exceeded the minimum price, the seller and the government
would each receive 2 portion of the difference. If all bids were below the minimum
price, the seller could retain the loans until the next aucton, perhaps with the
govermnment providing financing. This approach would require the government to
have reasonably good cost information, which would be difficult to obtain from
private lenders.

A number of issues related to incorporating auctions into the FFEL program
would deserve further study before a pilot began. Those issues include the size of the
savings expected to be achieved from auctions, what rules for disclosure of bids
would be advisable, the type of auction process most likely to maximize the
government's receipts, and the appropriate frequency of auctions. Other important
topics for study are the potential effects of auctions on students' access to credit, on
their ability to consolidate loans originated under auctions with those originated
outside auctions, and on schools, guarantee agencies, and different types of lenders.
A final issue that merits consideration is whether possible changes in the terms of
FFELSs should be evaluated in the context of a pilot.

IP.7,17 7717
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INTRODUCTION: PROBLEMS WITH THE FFEL PROGRAM

The Federal Family Education Loan (FFEL) program encourages private borrowing
and lending to students and their families to help them pay for postsecondary
education. Under the program, participating banks and other financial stitutions
lend money to students 4t an interest rate that is specified in law and that fluctuates
with market conditions. For loans originated before July 1, 1998, that rate equals the
yield on 91-day Treasury bills plus 3.1 percentage points. (That rate applies to
students once they have left school and have begun repaying their loans. While they
arc in school, the interest rate is lower.) Lenders have found that rate attractive
because the govemment assumes nearly all of the risk of default by guaranteeing 98
perceat of the principal of the loans. That federal guarantee lowers the interest rate
that private lenders would need to charge to carn an adequate profit; it also induces
them to lend to students who might otherwise not be able to obtain credit. For loans
originated on or after July 1, 1998, the interest rate will be slightly lower—equal to
the yield on 91-day Treasury bills plus 2.8 percentage points while borrowers are in
repayment.

Research by the Congressional Budget Office (CBO) and the Treasury
Department has concluded that the FFEL program costs taxpayers more than is
necessary to achieve the policy objective of ensuring that all eligible students have
access to private credit on affordable terms to finanee their education. Most of the
budgetary cost of the program stems from the substantial subsidies that are conveyed
to students through the government guarantee, from the ceiling that the government
imposes on the interest rate paid by students, and from the government's payment of
the interest on some loans (called subsidized loans) while students are in school.!
Lenders eam profits that are higher than normal (in the sense of being more than
adequate to attract capital, given the risks of the business) to the extent that their
yield exceeds their costs of originating, finding, and servicing the loans. Although
the magnitude of above-normal profits for lenders is not known precisely, they
probably account for only a small fraction of the budgetary cost of the FFEL

program.

A major source of inefficiency in the program is the government's use of a
uniform interest rate formula to set the yield that lenders eam on all FFELs. That
formula effactively sets a price for the services that lenders provide. Two basic
problems result from the price-setting mechanism. First, the govermment capnot
prevent some low-cost lenders from earning profits that are persistently higher than
normal. If the government sets the interest rate on FFELs too high, both it and

1. Whenever the yield thar lenders are enritled 1o eam on FFELS vnder the program exceeds the interest
rate paid by students, the government mekes special allowance payments to make up the difference.
In recens years, those payments have accounted for 2 small portion of the program's cost

1
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students end up paying more than is necessary to epcourage low-cost lenders to
participate in the program. Second, the government canmot ensure that all eligible
students ¢an borrow from private lenders. If the yield that lenders cam on FFELs is
set too low, some financial institntions will not participate or will do business mainly
with schools whose students borrow large amounts (and, thus, whose loans are less
costly to service per dollar borrowed).

One source of those problems is the government's lack of information about
the costs of FFEL lenders. Amother source is the fact that those costs vary
considerably both among lenders and over time. Three factors are responsible for
that variation. First, although each lender’s origination and servicing costs are
relatively fixed, at least in the short run, there are significant differences in how much
studemts borrow.? Because an FFEL lender eamns the same interest rate on loans to
all borrowers, it can lend more profitably to students who take out larger loans,
Second, significant differences exist in the efficiency of FFEL lenders. More
efficient Jenders have lower per-loan origination, servicing, or funding costs, often
because they have larger loan portfolios that enable them to achieve economies of
scale. Third, lenders’ costs vary as they adopt new technologies and as conditions in
financial markets change.

In the past, the govemment appears to have set the yield that lenders earn on
FFELs high enough to induce the industry to make loans to virtually all eligible
borrowets. But that yield has been set higher than needed to encourage participation
by low-cost lenders. As a result, such lenders have eamed above-nommal profits,
which has made the program more costly to taxpayers than it would be if each lender
carmed 2 yield that reflected its particular costs. No FFEL lender has an incentive to
reveal its costs to the governmeat, however, so the government cannot vary a lender's
yield based on those costs.

As noted above, lenders' yield on FFELSs has been reduced by 0.3 percentage
points for loans originated on or after July 1, 1998. That yield is scheduled to drop
further—by as much as 1.2 percentage points—in October. Such adjustments,
however, cannot correct the problems associated with using a uniform interest rate
formula. Within limits, lenders can respond to statutory reductions in the yield on
FFELs by lowering their costs. As CBO's March 1998 analysis showed, lenders can
reduce their origination and servicing costs by doing business mainly with schools
whose students borrow large amounts; they can lower their funding costs by
securitizing the loans they make. (Securitization is the process of selling debt
securities to investors, with groups of loans serving as collateral for the debt.) To a

2 For cxample, 2 March 1998 analysis by CBO estimared that the average level of Indebtedms_of
studenss leaving four-year colleges (about. $12,500 in 1996) is less than half that of scudegts leaving
graduare and professionzl schools (about $25,000).

2
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degree, such behavior lets lenders continue to earn above-normal profits even after
their yield on FFEL$ has been reduced by law. Moreover, even if such reductions do
curtail the high profits eamed by some low-cost lenders, a sufficiently large reduction
might also canse students at some schools to have trouble obtaining private credit,

USING AUCTIONS TO ADDRESS THOSE PROBLEMS

L4 The shortcomings of the FFEL program have mised interest in introducing market
incentives that would stimulate competition among lenders, Competition is already
a feature of the program in that lenders compete to do business with students who
attend specific schools and to consolidate the loans of borrowers who are in
repayment. But although such competition can result in better service for institutions -
and students, and may also lower the interest rates that some low-risk students pay,
it does not reduce the cost of the FFEL program to taxpayers. One possible way to
lower that cost is to incorporate auctions into the program, with the aim of reducing
the above-normal profits for lenders that result from using a uniform interest rate
formula.

The Administration and some Members of Congress have suggested that a
study be conducted to identify and evaluate the advantages and disadvantages of
anctions (and possibly of other approaches to bringing new market incentives into the
program). Such a smdy could consider how anctions would affect all interested
parties: students, schools, lenders, guarantes agencies, and taxpayers. The study
could be followed by 2 small-scale demonstration or pilot project to test alternative
approaches to implementing auctions. This analysis by CBO provides an overview
of how the government could use auctions to increase market incentives in the FFEL

' program. It examines in a preliminary way the issues that an in~depth study would
apalyze in more detail, and it discusses the information that could be obtained
through a pilot The analysis focuses on two types of auctions for federally
guaranteed student Joans that have been discussed in the education-policy
cormmunity. Those types differ with respect to what the government would sell at ~ «
auction and how the lending process would be structured.

One type of auction could be added to the FFEL program without changing the terms
of federally guaranteed student loans and without imposing significant new costs on
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students, schools, guarantee agencies, or the government.® That type is known as
"rights auctions™ because the government would auction the authority to originate
FFELSs to a particular set of students. Each winning bidder would be obligated to
serve all of the eligible students to whom it had won the authority to lend. That
authority would be allocated by groups of borrowers who matriculated at eligible
postsecondary mstimtions during a particular school year and would last throughout
their attendance at those schools, Allowing the winner of each year's auction for 2
given school to lend to students throughout their attendance at that school would
enable the lender to spread its relatively fixed origination and servicing costs over the
largest possible loan balances. It would also allow borrowers to make payments to
just one lender for each school they attended and would limit the number of lenders
that each school had to deal with.

This model of FFEL auctions would be relatively casy to put in place, would
require little change in the cumrent delivery system for loans, and would involve
minimal additional investment by lenders or the govemment. The government would
continue to rely on the private sector to organize and manage the lending process. -
However, lenders would compete for business on the basis of the price they paid or
received from the government rather than on the basis of their level of service to
schools or the terms they offer to borrowers, as is the case today. To momitor lenders'
performance, the government could est2blish a system in which schools and stodents
reported on the quality of service they received.

Bidding jp Rights Auctions. One relatively simple approach to taking bids in rights
auctions would be to let lenders offer one-time payments to, or receive onc-time
payments from, the government in exchange for lending authority. Lenders would
offer to pay the government for sach authority if they expected loans to have
relatively high average balances and, therefore, low servicing costs per dollar
borrowed. Conversely, lenders that expected loans to have high servicing costs
would offer to assume the obligation to lend in exchange for payments from the
govemnment. That approach to bidding would allow auctioned FFELS to have exactly
the same payment texms as ones originated before auctions began. Thus, all of the
loans would be as liquid and marketable in the secondary market as they are today.
Other approaches to bidding in rights auctions ate also possible and merit further
study.

3. Another approach to bringing new market incentives into the FFEL program to lower its cost would
be to modify the terms of the loans. Possible changes include removing the celling on the interest rate
paid by smdems, allowing each sadent's rate 10 be determined by market conditions, and reducing the
proportion of loan principal guarantecd by the federal government. A thoroush analysis of such
changes would have to examine their potential effect on the policy objectives of the FFEL program;
1t would also need to consider geperal issncs abont the appropriate magnitude and targering of fiederal
subsidies to students and the appropriate roles of federal credit assistanco and grents as means of
conveying those subsidies. Such a discussion is beyond the scope of this preliminary CBO anzlysis
of auedons.
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Two features of rights auctions might tend to lower the bids offered. First,
lenders would be uncertain about the volume and characteristics of the loans that o
would be originated under each anction. Second, firms that were new to student
lending might find that acquiring the capacity to originate FFELs was so costly as to
deter them from bidding.

Some mcumbent FFEL lenders could have a competitive advantage, and
others a disadvantage, in bidding for the authority to lend to students at schools with
which they now do business. If'the authority to lend to stmdents at a particular school
was auctioned by itself (rather than with the authority to lend to students at other
schools), a lender that now does a large volume of lending to students at that school
might be in the best position to make a winning bid It would already have the
capability to originate a large number of loans and also have information on the loan
histories of students at the school. Conversely, a small lender that made loaas to
students at a small school might be at 2 disadvantage in bidding for the authority to

v lend to new students at that school if such authority was bundled with the authority

: to lend to students at many other schools and the lender did not have the additional
origination or short-term funding capacity. However, those lenders could serve as
contract eriginators for winning bidders, if such arrangements proved cost-effective.
Bidders could plan to use the secondary market to resell loans and to separate
servicing and funding from loan origination, as some lenders do under the current d
program. Over time, the lowest bids would tend to reflect the costs of the institutions
that were the most efficient servicers and providers of long-term fimding.

Implementing Rishts Auctions. The government could implement rights auctions in

a number of ways. However, the trade-offs among the different approaches to

implementation are not yet clear, which suggests that determining which approach

would be most likely to achieve the program's goals is a practical issue that could

best be settled through experimentation. Thus, if the Congress wanted to pursue

rights auctions in the FFEL program, it would be sensible to conduct a small-scale

pilot program to discover the strengths and weaknesses of such auctions, and possible

approaches to setting them up, before broadly implementing a full-scale auction

systera. A pilot could evalnate different designs in terms of how well they promoted

.the goals of minimizing above-normal profits earned by FFEL lenders, on the one

0 hand, and ensuring borrowers' access to federally guaranteed student loans, on the
‘ other.

One issue to consider in designing a rights-auction pilot is whether students
who received loans originated by lenders that had submitted winning bids would
bave the right to consolidate those loans with loans originated outside the pilot. ¢
When a borrower consolidates several FFELs into a single loan, any lender holding
a loan that is prepaid loses the ability to expense its origination costs over the
remaining life of the loan. In the current program, all lenders are on the same footing
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P with respect to that risk, and they can hope that such losses will be balanced by gains

from making consolidation loans. However, lenders that had originated loaps as part
of a pilot would not be on the same footing as lenders that bad not: by having bid for
and won the right to make loans, they would effectively incur different origination
costs than other lenders. Thus, if students retained the ability to consolidate loans
originated through a rights-auction pilot, the net proceeds to the government fromthe
pilot could be somewhat lower than what would be expected under a full-scale
auction system.

A pilot could evaluate several key issues related to setting up rights anctions.
One issue is whether it would be advantageous for the government to solicit separate
bids for a right of first refusal to originate loans to borrowers at particular schools,
and for the obligation to originate loans to all borrowers remaining after a right of
first refusal had been exercised. Some schools might have a mix of borrowers whose
loans were expected to produce positive and negative rates of return. Separating
auctions of rights from obligations to lend could encourage lenders that specialized
in high- or low-return borrowers to bid for authority to lend at such schools. That
could result in greater competition and higher net proceeds for the government.

v A second implemeptation issue would be how to bundle together loan-

' origination authority for sale. Bundling authority from multiple schools by state or
geographic region might encourage lenders to serve students at schools that were
small or whose students had Jow average levels of indebtedness. Another option
would be to bundle origination rights on the basis of whether the loans were similar
or diverse in terms of loan or borrower characteristics. For instance, lenders might
offer to pay more for bundles with similar characteristics. Alternatively, it might be
advantageous to allow lenders in each year's anctions to tender bids for bundles of
their choosing; that way, the bids would reveal the aggregation of origination
authority in that year that would maximize the government's net proceeds.

A realistic objective of a pilot program would be to test approaches in order
to identify those that seemed most likely to make the transition to a full-scale system
as smooth as possible, Obtaining information about how 2 full-scale auction would
affect students, schools, and guarantee agencies would also be desirable. However,
the government might need to create financial incentives for schools to participate
in pilots in order to secure the desired level of activity, since rights auctions would
expose schools to the possibility of having to deal frequently with new lenders.
Becanse rights anctions would make minimal changes in the existing loan-delivery

v system and require little added investment, even modestly sized pilots would
probably indicate fairly clearly the magnitude of the savings to the FFEL program
that could result from full-scale implementation. If a mumber of different approaches
to implementing rights auctions were tested through pilots, it might be necessary to
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auction a significant proportion of the program'’s loan volume to leamn about each
approach.

Increasing the competition among FFEL lenders through auctions can give those
lenders more incentive to hold down their costs and induce more efficient lenders to
share their savings with the government through the auction process. Some analysts
believe, however, that the current structure of the markets for originating, servicing,
and funding federally guaranteed studeat loans might prevent rights auctions from
significantly reducing the cost of the FFEL program. Those analysts argue that
because new entrants into studept lending must incur costs to develop the capacity
to originate FFELs, rights auctions might not produce much competition for the
authority 1o lend to students attending many schools, particularly small ones. They
also argue that because economies of scale exist in student lending, the segment of
the industry that serves schools with large student bodies and whose students borow
large atmounts would be likely to consolidate into a small number of lenders that
might eventually be able to avoid competing vigorously in the auction process. As
noted above, another concem about rights auctions is that lenders would be unsure
about the volume and characteristics of loans that would be originated under each
auction, which would tend to lower their bids.

Those concerns have led analysts at the Department of Education to develop
a second model for FFEL auctions. Under that model, known as "loans auctions,”
the government would manage the sale of federally guaranteed student loans that had
been recently originated by other parties. In managing the sales, the government
would aim to structure the markets for originating, servicing, and funding FFELs so
as 10 encourage greater competition among lenders than would otherwise occur. In
the industry's current structure, many lenders provide short-term financing of the
loans they originate but then, after borrowers leave school but before they begin
repayment, sell the loans to secondary-market entities, such as Sallie Mae (the
Student Loan Marketing Association), that provide long-term funding of the loans.
Thar process allows banks and other lenders that deal directly with students to
specialize in originating FFELSs; it also lets secondary-market entities specialize in
borrowing large amounts of morey and in servicing loans in repayment according to
federal regulations, Currently, all sales of federally guaranteed loans are private,
voluntary transactions.

The loans-anction model is not fully developed, and significant forther study
and refinement would be necessary before the model could be tested in a pilot. The
mode] raises two key questions: what entities would originate FFELs and finance
them prior to sale, and how would the government detetmine the amount of

P.14-17 14,17
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compensation those entities received? With respect to the first issue, existing FFEL
lenders conld perform the origination and short-term funding functions, but it would
be difficult to avoid overpaying them 10 some degree, since each firm would have an
incentive to overstate its costs, and the govermment wonld have difficulty collecting
accurate information.

An altemative would be to give 2 new government-sponsored enterprise
(GSE) the authority to originate federally guaranteed student loans, fund them up to
the point at which borrowers started repaying, and then sell the loans at auction under
terms specified by the government The government's implicit guarantee of the
GSE's debt would convey subsidies that would probably enable the enterprise to
dominate the market for originating FFELs. However, if such 2 GSE had a dominant
market position, the absence of competition would dampen its incentive to hold down
costs. This alternative would lack a key feature of the FFEL program—~the use of
many private lenders—and would somewhat resemble the federal direct student loan
program, in which the government originates loans itself and finances them with
Treasury funds. It would differ from the direct loan program, however, in that loans
would be sold to the private sector, which would finance them over their remaining
life,

Another option would be for the government to require the student-lending
industry to charter a mutually owned corporation that would originate and provide
short-term finding of FFELs., How that would work is unclear, but the objective
would be to structuve the entity’s ownership and transactions $o as to give it an
incentive to keep down its costs. Achieving that objective would be difficult without
competition, however.

With respect to the second issue, it has been suggested that the government,
in managing loans auctions, would sct minimum prices for different bundles of loans
to be sold. If the winning bid for a bundle of loans exceeded the minimum price, the
seller and the government would each receive a portion of the difference. If all bids
were below the minimum price, the seller could retain the loans until the next
auction, perhaps with the government providing financing. This approach would
require the govemment to have reasornably good cost information, which would be
difficult to obtain from private lendets. .

Proponents argue that a potential advantage of loans auctions is that
originators could keep the responsibility of servicing loans that were later sold at
auction. This feature, they claim, could increase auction proceeds by atftracting
bidders that do not have servicing capacity but are interested in receiving interest
income and loan principal. But it is not clear how the government could separate
servicing and long-term funding of student loans through loans auctions more
efficiently than the private scctor does now, Servicing and long-term funding are

8
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separated today whea secondary-market entities securitize student loans they have
purchased from originators and when banks securitize loans they have originated.
Some originators and secondary-market entities also hire outside servicers to manage
their student loan portfolios.

CBO's analysis of the loans-anctions mode! assumes that, both in a pilot and
after a transition to 2 full=scale system, FFELs sold at auction would have the same
terms as ones originated before auctions. That could require the government to keep
the bids tendered by specific lenders confidential. If those bids were made public,
they would convey information about how much, firmas were willing to pay for loans
sold in the secondary market outside auctions, which could undermine the firms'
negotiating position in that market. How keeping those bids confidential could affect
the government's net proceeds from loans anctions deserves further study.

Rights auctions, whether as a pilot or a full-scale system, would be less
subject to concemns about confidentiality because there is no current market for the
right to originate FFELSs (since students choose their lenders). The information that
bids for lending rights would convey would be only loosely connected to the value
of existing FFELs.

OTHER ISSUES TO CONSIDER IN INCORPORATING
AUCTIONS INTQ THE FFEL PROGRAM

The government's experience with anetions conducted by the Treasury Department,
the Federal Communications Commission (FCC), and other agencies clearly
indicates that details in the design of auctions can have a significant effect on their
proceeds. That suggests that smdying design issues for FFEL auctions in more depth
before commencing a pilot would be worthwhile. In preparing a study, it might be
useful to run computer simulations or conduct experiments to explore the
implications of various design features, as the FCC and the National Telecom-
munications and Information Administration did with the FCC's auctions.

CBO bas identified a number of other issues related to incorporating auctions
into the FFEL program that would merit further study before a pilot began operating.
First, it would be useful 1o estimate the magnitude of the savings that auctions could
be expected to achieve in the program. Although a small-scale pilot would probably
shed light on that issue, it would be helpful to make an estimate of the potential
savings before a pilot was larmched.

A second issue concerns the possible effects that anctions conld have on the
objective of giving all eligible students access to federally gnaranteed student loans.
In particular, could reducing lenders' returns lead some current lenders to leave the
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industry? Would certain types of schools be likely to shift from the FFEL program
to the federal direct student loan program because of poor service from private
lenders whose profits had been reduced by the use of auctions?

A third issue is the potential effects of auctions on privare lenders that
specialize in different lending functions or that do small or large volumes of business.
How would introducing auctions tend to change the roles of different types of
lenders? In particular, how would auctions affect lenders who do small amounts of
lending and tend to sell their loans in the secondary market? What business
structures would be likely to develop between small zod large lenders, or other firms,
under auctions?

Additional questions include, What information from auctions would it be
advisable for the government to make public or keep confidential? How would
alternative disclosure rules affect the willingness of lenders and secondary-market
investors to participate in the industry? How far before the beginning of a school
year or term would it be advisable to conduct rights auctions? How many rights
auctions could practically be conducted at one time? How often should loans
auctions be conducted? And what type of auction process would be most likely to
maximize the government’s receipts?

10
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Free-Market Ideas Win Support for Overhaul
of Student Loans

Republicans and Democrats, colleges and lenders,
differ on what the government's role should be

By STEPHEN BURD

References to Adam Smith tend to roll off the tongues of
Republican lawmakers when they talk about the
guaranteed-student-loan program. The idea of
profit-making banks' helping low-income students
advance themselves seems a perfect illustration of how
corporate interests can serve the public good.

But this spring's fight over the interest rate on student
loans has forced the free-marketeers to confront a bracing
reality: The loan program they cherish is far less a
creature of Adam Smith's "invisible hand" than it is of
Uncle Sam's heavy one.

The government sets the interest rate, determines the
eligibility of potential borrowers and, in many cases, sets
the size of their loans; banks participate largely because
they get big federal handouts. And government policies,
at both state and federal levels, so greatly affect college
budgets -- and, in turn, the setting of tuition -- that they,
more than anything else, drive the supply and demand for
student loans.

But while the 18th-century Scottish economist's influence
on the loan programs has been mostly symbolic, that may
be about to change.

An unusual confluence of factors has prompted key
lawmakers in both parties, as well as bankers and
educators, to push plans that would sharply scale back the
government's role in the loan programs.

The goals of the players are different -- and may or may
not be mutually exclusive. The Clinton Administration
sees a market-based loan program as one in which
students would continue to pay a low, government-set
interest rate, and banks would compete only to see who
could deliver that rate at the lowest cost to the
government. Lenders envision a free-market program in
which government regulation disappears and economic
forces determine interest rates -- and the banks' profits.
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Both visions of the future of the loan program depend on
curbing government powers selectively. But both visions
-- invocations of Adam Smith notwithstanding -- still rely
on a continuing federal role. The dispute is over which
government powers should stay and which should go.

For the six million students who borrow to pay for college
annually, the situation is a textbook illustration of the
power of economic decisions. Small changes in interest
rates can save individual students thousands of dollars
over the years they repay their loans, making it easier for
students to enroll in a pricier college or to choose a career
with lower pay. But any miscalculation on student-loan
policy that discouraged banks from lending to students --
a specter about which Republicans and banks constantly
warn -- could leave students scrambling for cash, and

colleges scrambling for students.

The loan programs owe their origins to President Johnson.
He created the guaranteed-loan program by signing the

Higher Education Act into law in 1965.

But for the program's first decade, few lenders wanted
anything to do with it. Banks were largely unfamiliar with
student loans and believed them to be too costly to
administer. At the time, the government paid banks only
the interest that accrued on student loans while the

borrowers were still in college, along with

reimbursements for any loans on which students

defaulted.

By 1976, the program was lending $1.7-billion a year to
about 1.3 million students. But low-income students and
members of minority groups had trouble getting loans. To
bolster participation in the program, and the availability
of loans to disadvantaged students, lawmakers sweetened
the deal for lenders. For example, Congress kept a lid on
the interest rate that students had to pay, but lifted the cap
on the rate that lenders could eam. The government made
up the difference between the rates by providing a
"special allowance" to lenders. It also provided them with
special fees for collecting on defaulted loans.

Lawmakers also provided subsidies to encourage the
growth of state loan-guarantee agencies and secondary
loan markets. The guarantee agencies were established to
encourage lenders by promising to "reinsure" the loans, so
that bankers would be paid quickly for defaults.
Secondary loan markets encouraged lending to more
students by buying up loans that banks had already made,
providing them with more money to lend out.

Since then, the loan program has grown enormously, and
so have its costs to the government. Today the program
provides more than $30-billion a year to about six million
students. In fiscal 1996, the government paid lenders and
guarantee agencies $6.4-billion, including $2.7-billion to
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cover the interest costs of borrowers in college.

Worries about student access to loans all but disappeared.
But concerns grew among student-aid experts that banks
were getting fat off the loan program -- at the expense of
students and the government. In response, the Clinton
Administration conceived a new program, designed to
provide loan funds directly to students through their
colleges, eliminating the role of banks and guarantee
agencies.

In 1993, the Democratic-led Congress approved a bill that
created the direct-loan program and called for it to replace
the guaranteed system entirely. The program expanded
quickly, but its growth was cut short when Republicans
took control of Congress in 1995. The two programs now
co-exist, though not always peaceably.

One provision included in the legislation creating direct
lending has come back to bite lawmakers this year. The
bill called for changing the formula used to calculate the
interest rate on student loans as of July 1, 1998, so that it
would be based on the rate for 10-year Treasury notes
rather than on the rate for 91-day Treasury bills, as it is
now. The change, which aimed to cut the interest rate for
borrowers, was intended to reduce the cost to students as
the government replaced the guaranteed-loan program
with direct lending.

But with the guaranteed-loan program still intact, bankers
said the impending change in the rate formula would
make it hard for them to raise the money they needed to
make student loans. And the drastic cut in interest rates,
they warned, would make the loans unprofitable.

In March, the White House made a proposal designed to
halt the impending change in the formula, while
maintaining the sharp drop in the interest rate for students.
The plan would have reduced the profit margin that
lenders see on loans by 0.8 of a percentage point.

Lenders accused the Administration of trying to drive
them out of the loan program. Student advocates
questioned the lenders' claims that they could not afford
to drop their rates, since banks were advertising much
lower rates for other consumer loans, such as for
automobiles.

Reps. Howard P. (Buck) McKeon of California and Dale
E. Kildee of Michigan, the senior Republican and
Democrat, respectively, on the House of Representatives
subcommittee charged with renewing the Higher
Education Act, took their own approach. They drafted a
plan, which was approved in May as part of the Higher
Education Act bill, to lower the interest rate students pay
by 0.8 of a point, but to reduce bank profits by only 0.3 of
a point. The difference would be made up by a new
federal subsidy for banks.
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A similar bill has stalled in the Senate as lawmakers look
for ways to pay for the new subsidy. A short-term version
of the interest-rate "fix," which delayed the change in the
interest-rate formula until October 1, was added to a
transportation bill that the President signed in May.

Dissatisfaction with the compromise and difficulties in
finding the money to pay for it have driven efforts by the
Clinton Administration and lawmakers to look for
"market-based" solutions.

"Up to now, we have tried to figure out how much to pay
the lenders for providing student loans in a political
negotiation, but we in Congress really have no way of
knowing what the right price is," says Mr. McKeon, a
former chairman of the board of a California bank. "It
would be much better if we had a market process to
determine that."

Possibly the strongest push for introducing market forces
into the loan program comes from Sen. Pete V. Domenici,
the New Mexico Republican who chairs the Senate
Budget Committee. He had refused to allow the Higher
Education Act to reach the Senate floor until its sponsors
found the funds to pay for the cost of the interest-rate
compromise.

To make the compromise more affordable, Mr. Domenici
wants to add to the Senate bill a provision that would
keep the compromise in place for five years and then set a
"window of opportunity for a phase-in of some type of
market-based system," says William G. Hoagland,
majority staff director of the committee.

"We would like to push this program more in the
direction of not having the government set these rates, but
to figure out a way in which -- like car loans or house
loans -- rates could be established without fixing them in
law," Mr. Hoagland says.

Mr. Domenici's plan does not specify how the
market-based system would work, but would instead
require the Congressional Budget Office, the Treasury
Department, and advisory groups to study possible
models. The plan envisions putting a market-based system
in place by 2003.

The Clinton Administration does not want to wait that
long to start testing market-based approaches. In fact, Sen.
Edward M. Kennedy, a Massachusetts Democrat, is
expected to offer an amendment to the Senate version of
the higher-education bill that would begin pilot tests this
fall. His amendment, based on a proposal the White
House made last month, would give the Education
Secretary the authority to run a two-year pilot program,
starting in fiscal 1999, to test "auction-based" approaches.
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Under the plan, which would apply to as much as a fifth
of the volume of the guaranteed-loan program -- the
direct-loan program would not be affected -- the
Education Department would hold auctions at which
banks would compete to control blocks of loans of
various sizes and for various types of institutions.

Lenders would not compete on the rate they'd offer to
borrowers; that would be fixed at the same reduced level
specified in the Higher Education Act bill. The bidding
would focus instead on which lenders offered the lowest
"returns" -- the cost to the government at which banks
offer loans.

The White House believes that the House's interest-rate
compromise gave lenders far too generous a subsidy.
Forcing banks to compete for the right to make student
loans would slash the excess profits that the
guaranteed-loan industry is making, Administration
officials say.

"Tt is critical that we move toward a system that relies on
market pressures, not political pressures, in setting
subsidies for lenders and intermediaries,” President
Clinton said when he signed the transportation bill that
included the short-term interest-rate change.

Mr. Kennedy's amendment calls for the Education
Secretary to choose a non-federal entity to evaluate the
pilot tests. If the review identified an effective
market-based approach, then "it should be implemented as
expeditiously as possible."

But lenders and many G.O.P. lawmakers object. They say
the Administration's approach is not market-based at all,
but an attempt to bleed banks out of the program by
drastically reducing their subsidies. Many of them believe
that students got a much better deal in the compromise
than they would get from the market. And they say that 1f
a market approach is adopted, the interest rate that
students pay should be set competitively, too.

"My sense is that this should not be a one-way street,"
says Mr. Hoagland, of the Budget Committee. "Student
and lender rates should be set by the market."

While they have not put forward a proposal of their own,
lenders reject the auction approach. Instead, they envision
even more of a free-market approach, in which banks
would compete for borrowers on the basis of the rates and
quality of service they offered.

For now, lenders are more interested in defeating Mr.
Kennedy's amendment than in detailing their own
proposals to overhaul the program. They are not only
lobbying lawmakers, but also trying to persuade colleges
to oppose the proposal as well, arguing that it would
cause the institutions and their students great hardships if
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enacted. In doing so, they cite the Health Education
Assistance Loan (HEAL) Program. Until it was halted in
1995, it made loans to students in medicine, nursing, and
related fields, using an auction approach to set both
borrowers' interest rates and lenders' returns.

Today, such a lobbying strategy has resonance; medical
colleges had long complained about the program. In a
letter to Senator Kennedy, Richard M. Knapp, executive
vice-president of governmental relations at the
Association of American Medical Colleges, said the fact
that the auctions took place annually created "year-to-year
uncertainty" about lenders and services. He acknowledged
that the auction approach had driven down the interest
rates that students paid on their HEAL loans, but he
complained that colleges couldn't choose the banks they
wanted to work with; that students lost track of their loans
as banks in the program changed; and that because the
banks were unsure whether they would remain in the
program each year, the quality of their customer service
declined.

Robert Shireman, the White House's senior
education-policy adviser, helped craft the
Administration's auction-based proposal. He says the
lenders are using the HEAL program as a bogeyman to
scare colleges. "They want campuses to think that's where
we are heading," he says.

The Administration, he says, will try to avoid the pitfalls
of the HEAL program in designing its new auctions. For
example, a pilot test could be designed so that lenders bid
for the right to serve specific colleges, and guarantee that
they will hold the loans until the borrowers graduate. That
way, students would not see their loans go between
lenders while still in college.

Mr. Shireman says he is not surprised that lenders oppose
the Administration's proposal. "It's interesting now that
the industry, which has always purported to be for
competition and for the market, is saying, 'Don't test
anything."'

To his chagrin, however, colleges share many of the
banks' worries. They, too, oppose the Kennedy
amendment.

"We support efforts to inject market incentives into the
guaranteed-loan program," said Barmak Nassirian, a
policy analyst with the American Association of State
Colleges and Universities. "But we are not convinced that
the Administration's plan is the best way to do that."
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