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The Princeton Review Announces 

New Stafford Loan Rebates to Students

The Princeton Review, a tender participating in the Federal Family Education 
Loan Program (OE # 832222) has announced that it is providing a one-percent 
(1%) rebate of the total amount borrowed to students at satected schools who 
take out Stafford Loans from The Princeton Review. This benefit is in addition to 
the many current benefits students derive from having their Princeton Review 
Stafford Loans serviced by Sallie Mae,

Rencrfits that borrowers can now receive with a Princeton Review Stafford Loan 
Include;

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

- Two-percent (2%) interest rate reduction if the borrower makes the first 48 
payments on time.

« Refund of all but $250 of the bomcjwer’s origination fee if the Stafford Loan 
exceeds $8,333

• y^-percent (0,25%) interest rate reduction if the borrower automatically 
transfers payment from the borrower's checking account.

Since the new one-percent (1%) rebate will be paid BO-daya prior to repayment of 
the loan, students will have the option of either applying the rebate to the first 
several monthly payments or receiving the rebate in the form of cash and using 
the proceeds 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 their financial obligation.

We would like to offer this benefit to students attending your college. Please 
contact Michael Btetfman. Vice President, at 301 5118-4587 or email
M;i<Ea@lBsvte3PLcoGl-
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V-TeK to Offer a Student Loan Origination System

For Immediate Release 
Monday, September 21,19^9

Contact: Bernard Abrams 
V'Tok Systems Corporation 
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hension. The New River project has in- 
sta/A^d furnaces, insulation, windows, and 
roofs in more than a dozen turn-of-the-cen- 
tury homes that had not been built to with­
stand the stale's harsh w inters.

"If we had to rely on regular volunteers'
show'ing up every moi i....................
wouldn't stay glued i 
David, director of the 
"People just can't tak ,
their lives to lenovate A40 THE

inevitable next remark was. "What is 
AmeriCorps?"

It's not the question President Clinton 
would have anticipated, five wars after he

CHRONICLE OF HIGHER EDUCATION

response to budget cuts and Congressional 
critics who charged that AmeriCorps was 
trying to displace local volunteer groups. 

= :: ' js official says.
Jorps who don’t 

-relations and re- 
riCorps is $3-mil- 

2.5-million for the 
I third of the size of

grams tlial'g'i'.^..{fj^/'/,^ 
ice as a wav of litcj'’’'-'~i^^^/

SEPTEMBER 25. 199^

+ Join a debate on the issues raised in this 
article in the "Colloquy" section of The 
Chronicle's World-Wide Web site at:

Itltpil I chronicle.comlcoUuijiiy

Few Borrowers Repay Student Loans Through ‘Income-Contingent’ System
BY STEPHEN BURD

How BoiTowers Repay Direct Student Loans

Original loans 
Total borrowers: 1,210,300

Refinanced loans. 
Total borrowers: 2317500

Total volume:
$9.26-billion Total volume 

I $4.1-billion

: ' 21%

Repayment Plans in the Direct-Loan Program

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

Graduated repayment: Students’ monthly 
payments start low, then rise every two years until the 
loan is'repaid in 15 years.

Note: Figures may not add to 100 per cent because of rounding.

»Extended repayment: Students pay a smaller fixed 
amount each morith, and repay their loans over 12 to 
30 years, depending phimeiarnourit they owe, 
Slncome-contlngent riB^yiiiPnt: Students’ monthly 
payments are b^edprijtferahnual income Pnd the 
amount they bwe. Affer25 years'6f repayment, the : 
loan is discharged by the federafgovernment.

, .V\ ..SOUKC& U.S. DEPARTMENT OF EDUCATION

CHRONICLE CHART BY SHERRIE GOOD

T ESS than 1 per cent of new stu-
I dent-loan borrowers in the 

JL—i 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 
would have nothing to fear, be­
cause if they 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.

Blit after four years in operation 
in the direct-loan program, the In­
come-contingent repayment option 
has failed to revolutionize student 
borrow'ing. Its low level of use so 
far suggests that it has not played a 
majoi role in increasing access to 
college or altering the career path 
for many student-loan bonowers.

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

CLINTON LIBRARY PHOTOCOPY
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colleges in the direcl-loiin piogram 
htive sold income contingency 
mostly its a "last resort" option for 
needy students with siziible debts 
who have defaulted or tiie close to 
defaulting on theii' lo;ms.

Mr. Clinton's ambitions foi in­
come contingency hiive been sty­
mied prinnirily because the repay­
ment option is wedded to the-con- 
troversial direct-lending progiam.

In 199.^, the President hoped to 
leplace the guiuanteed-loan pro- 
giiim with diiect lending, which 
provides loan funds directly to stu- 
detils through their colleges, by­
passing the biinks that dominate 
the tiiiditional loan system.

But Congress, skepticiil iibout 
the government's iibility to manage 
;i huge loan program, slowed the 
transition. Now\ in its fifth year, 
diiect lending has captured only ;i 
third of the total student-lo;in \ ol- 
iimc. As ;i result, income contiii- 
genev is ti\ tiikible tit only ;ibout 2H 
per cent of the ntition's colleges.

In their effort to limit the grow th 
of direct lending, banks :uul gtuir- 
tintee agencies have vigorously op­
posed the income-contingetit re- 
pavii'ieiit option, which thev htive 
feared wrnild give the direct-lo;m 
progrtim ;i competitive edge.

Three groups thtit represent the 
guaranleed-lo;m industry—tlie Co- 
ttlilion for Student Loan Reform, 
the Ntuiontil Council of Hiehei Fid-

She recommends income contin­
gency only "as ;i last resort." to 
the most desperate borrowers.

Surprisingly. Education Depart­
ment officials share her view's. 
They have used the program main­
ly as ;i 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 
studv hist year on the income-con­

tingency program found that about 
40 per cent of all borrow'ers 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.o. also found that users 
of income contingency deftiult 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 phicing them in 
the income-contingency progrtim is 
invaluable because it helps rehabil­
itate many other borrowers.

"People who deftiult mostly 
don't have the means to pa\ btick 
their loans." Mr, l-ong;meckcr 
says. Income contingency, he 
adds, makes it easier for them to 
reptiy their loans until they find 
steady Jobs, and protects tliem 
from the severe stmetions they 
otherwise would etidiii e as deftiult- 
ers.

Proponents of income contin­
gency generally agree that rehtibili-

tiiting defaulters is a worthy goal 
for the program. But they fiiult the 
deptirtment I'vn not more tiggres- 
siveh' lighting the efforts offenders 
to discredit income contingency .

"There are millions of people 
who tire struggling to ptiy back 
their lotins and want to ptiy '.>;ck 
their loans, but don't know about 
this option." says f,eo Kornfekl. a 
former Education Department offi­
cial w 111) championed income con­
tingency. "If a lot more people 
knew iibout it. a lot more people 
would be using it and not deftiulting 
in the first place." n



pAluCciiion f'liumce Council—pro­
duced a rcpoi l in Noveinbei' 19% 
all.icking income contingency as 
loo costly to students.

Under the progrtim. the report 
wtirned, a borrowei''s ptiyments 
could be so low—tis little ;is ')>.s ;i 
month—that they would not covet 
the cost of the accumulating inter­
est. As a result, the total amount of 
money th;it the borrower would 
have to repay would soar.

‘$10,000 IN INTEREST COSTS’

According to the report, a stu­
dent who graduated with $15,000 in 
eductUion debt and whose inititil 
earnings were $1.5,000a year would 
end up, after 25 years, repaying 
more than $36,000—and still ftiil 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 $I0,0(K) in 
interest costs." the report stiid.

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, I believe aid admin­
istrators became much more wary 
of recommending that option to 
their students," he says.

Sheryl T. Spivey is wary, "It is 
not something I want to recom­
mend." says the director of stu­
dent financial aid at the University 
of Minnesota-Tw'in Cities, ;i uni­
versity in the direct-loan piogrtim. 
"It can double or even triple the 
cost of ;t loan."

CLINTON LIBRARY mOlUCUBV
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Status of Loan Consolidation Applications 
Received by EDS 

Since December 1,1997

Number of 
Consolidation 
Applications^

Accepted

In Process^
Step1; Obtaining lender 
information

Step 2: In underwriting process
Step 3: Obtaining signed 
promissory note from borrower

Step 4: In ICR Process^

Deactivated

Ineligible/Withdrawn

Completed (Consolidated)^

Cumulative
Through
08/21/98

88,416

20,440

10,560

1,732

5,967

2,181

7,577

2,529

57,870

Change Since 
Last Bi-Weekly 

Report 
(08/07/98)

+6,588

+1,002

+1,826

-590

+1,341

-1,575

+566

-96

+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.

^ 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.

" “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.)

1

U.S. Department of Education 
August 25,1998



UNITED STATES DEPARTMENT OF EDUCATION

THE DEPUTY SECRETARY

AUG 2 I 1998
Honorable James M. Jeffords
Chairman, 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 10,1998,1 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 1 address your numbered requests for information, 1 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 applieation. Beeause EDS cannot process ineomplete 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-opborrower 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 "IneligibleAVithdrawn" 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 \vill not give EDS permission to obtain income information from the 
Interna] 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? What is 
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 ovms 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.

5. 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 
consofidation. 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 
borro\vers 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 inerease.

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 inerease 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 
volume"to 4,000 consolidations each weeL

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 will 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,

I,

Marshall S. Smith 
Acting Deputy Secretary

Enclosure



mm UNITED STATES DEPARTMENT OF EDUCATION

THE DEPUTY SECRETARY

The Honofable William Goodling AUG Z I |99S
Chairman
Committee on Education and the Workforce 
U.S. House of Representatives 
2181 Rayburn House Office Building 
Washin^on, 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 appUcation into 
the EDS processing system. As for the remaining 800 applications that have not yet been 
acceptedfEDS 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.

1 hope this information is helpful to you.

Sincerely,

/Vj ^ s L—/ ^ ‘

Marshall S. Smith 
Acting Deputy Secretary

Enclosures



Direct Loan Consolidation Program
Applications Received Since December 1,1997

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 4,413

May 14, 1998 3,706
May 29, 1998 4,606
June 12, 1998 4,411
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

* Tlus table indicates the number of paper application forms mailed to 
borrowers 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. Department of Education 

August 20, 1998
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Agency Electronic Student Services
Migration Requirements

Agency

Education

Internal
Revenue

Veterans
Affairs

"Postal
Services

National
Recreation

iomm

Current
Services

♦ FAFSA
♦ NSLDS on the web 

(planned pilot)

♦ Tele-filing of 1040EZ 
forms (25 million 
mailed only 6 million 
returned)

♦ School Eligibility 
Certifications (3,000 
schools)

♦ Access to Address 
Change Form on 
Web (requires 
mailing notifications 
to old and new 
addresses prior to 
change)

♦ Park Campsite 
Reservations

Desired
Services

♦ Single Student 
Account

♦ Electronic Origination 
and Payment

♦ Electronic Signature 
for FAFSA/Loan 
Applications

Tools
Needed

♦ Tele-file or electronic 
filing of all student 
1040E2 tax returns

Initial Benefit Eligibility 
Application 
Veteran Monthly 
Enrollment 
Certifications
Receive address 
changes via website 
(automatic change by 
effective date)
Post Office On-Line

♦ Coordinated service 
through student sites

♦ Electronic ID
♦ Electronic Address 

Changes
♦ Student Account Structure

♦ Electronic ID
♦ Secured Web Payments
♦ Electronic Address 

Changes
♦ Electronic ID
♦ Electronic Address 

Changes

♦ Electronic ID
♦ Secured Web Payments
♦ Electronic Address 

Changes

♦ Website Links
♦ Secured Web Payments
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Phase I
A Core Suite of Services for Students

I4i

Sli

Electronic
Access

Partici

Eligible students will be able 

to access additional benefits 

and services as they are 

brought on-line.

Department of 
Education

Of^/TLD SJATtlS 
POS7/lt S€RV/CL

FAFSA
ACCOUNT
INFORMATION

‘“'-m

> ADDRESS CHANGE
■ ZIP LOOK-UP
■ POSTAGE 
CALCULATOR

■ PARK
RESERVATIONS

• E-FILE SERVICES

• MONTHLY 
ENROLLMENT 
CERTIFICATION

College & 
University - REGISTRATION

• GRADES
• TUITION PAYMENT 
> ADMISSION
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Electronic ID Approval Process
Prior Participants

mmmmm
Requests

Electronic ID

# New Participants*

.V.

ittHH IMI®
* Face-to-face required when no database matches from prior federal participants
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** Pilot - Federal Card Contract, 
l.ong-term - ACES
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Phase II
Enhanced Services - The Student Account

ELECTRONIC 10 VALIDATION

kSH

•||B Department of 
Education

■ ■

REGISTRATION AUTHORITY
Colleges/universities 
Banks

• U.S. POSTAL SERVICE
• ASSOCIATIONS

GOVERNMENT PRIVACY GUIDELINES

ELECTRONIC ID VALIDATION 1 r

T
INFORMATION

f;pp
vms

i*-'

fm
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• ZIP LOOK-UP
• POSTAGE

CALCULATOR

•PARK
RESERVATIONS

SIRS • E-FILE SERVICES

1 Veteran Affairs
• MONTHLY

ENROLLMENT
CERTIFICATION

College & 
University • REGISTRATION

• GRADES
• ADMISSION
• COURSE MATERIALS

TRUSTED 
THIRD PARTY

STUDENT ACCOUNT

Participating 
ident

VALUE ADDED SERVICES
• Retail 

Bookstore

• Food Service

FUNDING SOURCES
• DEPARTMENT OF EDUCATION
• DEPARTMENT OF VETERANS 
AFFAIRS

•STATE FUNDS
• PRIVATE LENDERS

College or University

Eligibility Determination 
Reports Enroliment Status 
Aid Packaging/Award 
Tuition Payment 
Course Registration 
Building Access 
Grades
Library /Event Access

TRANSACTION AND/OR ACCESS VIA 
CARD & PIN

.X- .
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Access America for Students Game Plan

^ Access America Workshop - May 1998
* National Announcement - August 1998
* Agreements with Partners
* Create Task Force
* 5 School Pilot

^ Fall 1998 - Core Services w/Electronic ID 

^ Spring 1999 - Student Account
* 50 School Demonstration - Fall 1999
* National Availability - Fall 2000
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Getting the Job Done

Management
Support

Structure

Electronic
Access

Specifications

Student
Account

Specifications

Transaction
Operating

Rules

Consolidated
Reporting

Requirements J Pilot
System

r
Privacy and Security Strategy J
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Access America 
for Students 
Task Force

• 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
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Direct Loan Consolidation
Status Review

June 3,1998

EDS



Consolidation Process

“Standard” Processing Times (in days)
Funding &

App Cert P-Note ICR Booking

1 1 1 1
8

Application 

Complete Data 

Correct Information

Certification 

Correct Lender 

Valid Payoff Amount 

Timely Turnaround

110 114

P-Note
Correct Amount 

Prompt Return

I .-prICR
Timely Returns from Borrower 

Timely Turnaround

EDS



Initial Start-Up and Transition

September 16, 1996

Backlog of Applications from Former Processor

Poor Quality of Application Data 

Exception Processing Limitations

Certification and Lender Issues

EPS
■-.^Vrv-y:A •••;



I Shutdown / Process Redesign
■■^',K - -■ ■ ■

Revamp Workflow

Focus on Clean Data

Clear Communication with Borrower

Identification of Correct Loanholder

Reinitiate Processing on December 1, 1997

EDS



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
EDS

I
z



Post Funding Activities

Borrower Action 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

EDS
n



Overall Statistics

Old System’’ Applications - Prior to December 1997

Receipts - 142,856 

Booked - 101,649
: CfJ

i

Deactivated - 37,592

Pending a Supplemental - 3,615

EDS



Overall Statistics

‘New System’’ Applications - Post December 1997
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

60,123
2,722

57,401
33,619
7,830

15,952
6,603
3,505
3,759
1,287

798

c/

EDS



Average Days for Consolidation of Applications

December 1997- May 1998
------- Sardard Applications  fetirack Applications
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New System” Application Status

Standard as of June 1,1998
Applications 
Accepted 
by Fteriod

Applications 
with First

Time Bookings

Applications 
Deactivated 

Withdraw n or 
Purged

Total
Applications 

Finding •

Applications
in

Certification

Applications
in

PNote Review

Applications
Awaiting
Signed
PNote

Applications 
PNote Returned 

Awaiting
ICR

Exceptions

Date
Fteceived # #

#Uays to 
Completbn # #

ffueys in 
Status #

#uays in 
Status #

#Uays in 
Status #

ffUays in 
Status #

#uays in 
Status

» Rending 
w/ Deactivations Supptementals

Ltecennbei 3836 31/5 64 645 0 0 0 0 0 0 0 0 0 0 16 0
January 10982 8708 53 2186 0 0 0 0 0 0 0 0 0 0 88 0
hebruary 9820 7011 54 2037 464 90 43 72 33 45 10/ 23 281 46 288 20
March 9320 5091 48 2113 132/ 61 264 56 175 29 707 13 681 23 260 29
April 8051 13/0 39 770 5815 36 1091 32 2240 16 21/0 10 314 12 b2 44
May 6720 12 20 56 6651 13 5001 10 1004 7 641 8 5 3 1 0
TOTALS 48729 25367 53 7807 14757 30 8399 16 3452 14 3625 11 1281 25 705 93

Fast Track
Applications 

Accepted 
by Period

Applications 
with First

1 Time Bookings

Applications 
Deactivated 

Withdrawn or 
Purged

Total
Applications

Pending

Applications
in

Certification

Applications
in

PNote Review

Applications
Awaiting
Signed
PNote

Applications 
PNob Returned 

Awaiting
ICR

Exceptions

Date
Received # #

#Days to 
Completion # #

#Days in 
Status #

#Days in 
Status #

#Days in 
Status #

#Days in 
Status #

#Days in 
Status

# Pending 
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
/\pril 773 765 12 2 6 0 6 0 0 0 0 0 0 0 0 0
May 821 434 12 0 387 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

EDS
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UNITED STATES DEPARTMENT OF EDUCATION

the deputy secrettary

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 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, O.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 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, Ae 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 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 borro\ver 
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 nevv 
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-S00-4-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 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 enable 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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5. 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.

•Increased 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.

■7

•Envied 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

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 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 necessaiy direct consolidation loan accounts are 
being properly reconciled.

We will provide this information 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,

Marshall S. Smith 
Acting Deputy Secretary

Enclosures
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Applications for Direct Consolidation Loans
By Week

Week Ending Applications Accepted

December 5, 1997 38
December 12, 1997 86S
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
Februiiy27,1998 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
Mays, 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

•Due 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 Process' 28 150 341 710 1,223 1,959 6,720 6,646 17,777

•Step 1: Obtaining 
lender certification.

4 12 34 71 119 226 2,135 5,792 8,393

•Step 2; In 
underwriting process.

1 8 5 7 19 85 834 251 1,210

•steps. Obtaining 
signed promisory 
note from borrower.

2 16 31 97 234 691 3,148 572 4,791

•Step 4. In ICR 
process.'

21 114 271 535 851 957 603 31 3,383

Deactivated or 
Withdrawn*

588 1,836 1,939 1,809 1.283 1,207 755 21 9,438

Completed 
(Consolidated or
Fully Booked)

5,279 10,729 9,173 8,473 6,342 5,326 27,53 627 48,702

'Each column represents the cohort of ^plications 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 
book^): 588 have been deactivated or withdrawn; and 28 are in process, which includes triplications that were 
deactivated and later reactivated by the boirower 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 conqilete. Eveiy accepted 
^plication 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 applic^ions are for bonowers 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 infoimation 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 
Julv2S IQOfi

TOTAL P.10
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GUARANTORS

GUARANTEE AGENCY

Stdn Loan Guar Found - AR
CT Student Loan Fund
USA Funds, Inc
American Student Assist
Educational Credrt Mgt Corp
Neraska SLP Inc
Education Assistance Corp
Texas Guar Stud Loan Corp
NW Education Loan Ass.
Great Lakes High. Ed. Corp.

MA
MN

WA
Wl

YEAR

9/30/97
6/30/97
9/30/96

12/31/96
3/31/97
9/30/97
9/30/97
9/30/97
6/30/97
9/30/96

TOP

$86,241
$111,384
$68,228

$166,615
$258,844
$167,680
$99,320

$138,597
$137,037
$218,016

FIVE

$67,511
$76,085
$64,836

$102,803
$237,705
$104,738

$81,877
$113,381
$134,710

SALARIES

$52,917
$71,257
$62,437

$107,218
$215,097
$90,475
$47,250
$99,199

$175,257
$105,585
$154,002

$60,185
$57,804
$94,099

$205,016
$85,760

$99,199
$96,317

$154,002

$58,731
$53,686
$87,193

$176,781
$75,683

$99,199
$94,851

total

$206,669
$377,642
$306,991
$557,928

$1,093,443
$524,336
$228,447
$549,575

$141,688
$568,500
$842,965

Page 1
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SECONDARY MKTS

SECONDARY MARKET

Southwest Studt Svcs Corp
CA High Ed Loan Auth
SLF of Idaho Mktg Ass
USA Group, Inc.(Parent)
NELLIMAE
Maine Ed. Ln Mktg Corp*
NC-College Foundation
Granite State Mgt & Resour
NM Ed Ass Foundation
SC Stdnt Loan Corp
Stdnt, LoanFin. Ass.WA
Wyoming Student Loan Cor

MA
ME

NH
NM

YEAR

9/30/96
9/30/93

12/31/93
9/30/96

12/31/92
12/31/93
6/30/93
6/30/96
6/30/96
6/30/93
6/30/94
3/31/96

TOP

$183,750
$309,362

$93,771

FIVE

$136,500
$116,219

$1,043,838
$364,440

$3,700
$80,779

$288,810
$105,074

$79,715
$68,293
$68,625

*Parent company of secondary market and others

$82,412
$598,930
$161.709

$3,100
$67,956
$97,440
$74,037
$65,431
$54,938
$54,493

ALARIES

$80,850
$88,850
$36,300

$505.019
$97,463
$2,450

$55,784
$76,160
$67,603
$61,532

$51.299

$75,600
$84,896
$33,400

$334,983
$67,879

$2,000
$55,076
$72.800
$66,273
$48,751

*awaiting more current information from the IRS for data prior to fy1996 
**Salaries stated as being for time as needed \ 1

$73,500
$53,170

$304,303

$1,500
$54,991

TOTAL

$550,200
$652,497
$245,883

$2,787,073
$691,491
$12.750

$65,240
$63,541
$41,700

$314,586
$600,450
$376,528
$297,129
$123,231
$174,417

$0

Page 1



UNITED STATES DEPARTMENT OF EDUCATION
THE DEPUry 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:

Thaiik 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 vyith 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 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 ensurv eoual access to education and to promote educational excellence 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 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 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, ^e average consolidation loan 

borrower with a debt of $19,000 will save close to $1,000 over the standard ten-year repayment 
poriod.

Third, you raise questions regarding whether the Direct Consolidation Loan program has 
overcome the problems that hamp>ered 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 Iom consolidation process. The most imp>ortant 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 p>erformance;

•Creating new managerial controls and monitoring mechanisms such as improved tracking 
of applicant infonnation, new management repxrrts, 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 expjerience 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 yom 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 ^proximately 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 coimting 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 ^plicant and solicits the missing 
formation.

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 
inqriiries 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 Avith 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. TTie 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 die 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 infonnation 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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5. 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 imp>ortance at the most senior levels of the Department to preparing for a 
possible incre^e 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.

•Increased 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.

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

Price WateAouse, 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 Augtist 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 
lyjplications 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 5.

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

Sincerely,

Marshall S. Smith 
Acting Deputy Secretaiy

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

*Due 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

Applications Accepted’

In Process’

•Step 1: Obtaining 
lender certification.

•Step 2: In 
underwriting process.

•Step 3. Obtaining 
signed promisory 
note from borrower.

•Step 4. In ICR 
process.^

Deactivated or 
Withdrawn’

Completed 
(Consolidated or 
Fully Booked)

5,895

588

5,279

12,715

150

1,836

10,729

Feb.

11,453

1,939

9,173

Mar.

10,992

710

1,809

8,473

8,848

1,223

851

1,283

6,342

May

8,492

1,959

691

957

1,207

5,326

June

10,228

6,720

2,135

3,148

603

27,53

July

7,294

6,646

5,792

627

TOTAL

75,917

17,777

8,393

1,210

4,791

3,383

9,438

48,702

'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 i^iplications 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.

^ese 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 reactivate 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 die consolidation loan, and applications that are simply still in process. For example, 
for die months of December, January and February, 508 of die 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 die IRS or receipt of alternative 
documentation from the borrower.

*An accepted application can be deartivated 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



TW O 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, “I 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 ofSliKiciil Financial Axxixtancc Pmgrains 
Jnlvl99fi



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, 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.”

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 PTEL program, I 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 
Sionehill 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 
Giista\nis 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 A id 

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 Tomow 
Boston I Jniversity, Boston, MA

Office ofSiiiitenl Fiiitincial .U.^islniice Program.^
Acaiiemic Year I997-9S
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COMMITTPE ON LABOR ANO 
HUMAN RESOURCES

WAShfNGTON, OC ?DS1S.«30D

July 29,1998

The Honorable Richard Riley 
Secretary
United States Department of Educati|i»n 
600 Independence Avenue, S.W- 
Washington, D.C. 20202

Dear Secretary Riley;

you knoWi last year Congr^s passed the Emergency Student Loan Consolidation Act 
of 1997 in response to the collapse of [the Federal Direct Consolidation Loan Program. At that 
time, Department of Education staff rpported that the consolidation contractor. EDS, was 
receiving more than 12,000 appHcatidns per month and was unable to process these appHcations 
m a timely fashion. EDS w instme^ed to cease to accept loan applications until the backlog of

rsjgnificant problems with the loan consolidation processapplications was eliminated and other 
resolved.

The temporary shut-down of the Direct Consolidation Loan Program, as well as the 
processing problems which preceded It, created difficulties for thousands of student borrowers 
and their families. We all remember t le compelling testimony of the young couple wiio lost a 
mortgage and a house as a result of Isdt year’s processing errors. None of us v^uld like to sec 
this situation repeated.

concerned that student borrowers who wish to 
rt Loan piograzn may once again face unnecessary delays

For a number of reasons, wc 
consolidate their loans within the Dire 
and disruptions.

The bi-weekly status reports reijuired by the Student Loan Consolidation Act of 1997 
show a disturbing trend regarding the | jaddog of applications. The Department’s contractor lias 
maintained a loan backlog of nearly l'/|,000 borrower applications since late February and has 
consolidated more appUcations than it received only twice since the program was reopened. The 
most recent report provided to us revet led that, for the two-week period ending July IQ, 1998. 
contractor accepted 1,200 more studen: applications than it consolidated.
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The Honorable Richard Riley 
July 29,1998 
Page 2

(
There is a strong likelihood (hht the current backlog will grow in the near future. For one 

thing, as we learned last year, applica^ona for loan consolidations tend to be hcavlor in the fall 
when recent graduates are coming oulj of the grace period and entering repayment In addition, 
we understand that active efforts are‘bemg made to encourage borrowers to submit applications 
for Federal Direct ConsoUdadon Lojjjtjs to take advantage of the temporary lower interest rate,

Members of the Committee c^pj Labor and Human Resources have been assured that the 
Department ^d its contractor wUI bf laWe to eliminate the existing backlog and expeditiously 
process any increase in loan application volume that may occur 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 Departn^nt officials. We appreciate your assistance in obtaining 
responses and look forward to workiiji^ with you to ensure that students and families receive the 
quality of service to which they are ohtitlod from both loan programs.

With best wishes

Sincerely,

Dan Coats

I ,

I ;
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1. The status reports cuireotly i rovidcd by the Depaitmont Include only applications which 
have been determined to be c ctoplete. What is the totid number of applications that are 
received from borrowers dur Dig each reporting period?

I >The reports indicate that moi s than 2,000 borrowers have withdrawn their applications 
Why are these borrowers witjidiawmg from the program?

The reports indicate that appx a^ately 6,800 bonrowera have had their applications 
deactivated. Last year deact k^tiong ware attributed in large part to incomplote 
applications. What is the res pijn for these deactivations and how does this rate compare 
with the FFEL program?

How long, on average, does 11
of loans contained within the ejtiirent backlog?

5. What efforts are being Tngde 11

S require to consolidate a student loan? What is the “age”

w.-----^jcnsure that borrowers do not become delinquent on
their student loans while waiti np for the loan consolidation process to be completed?

The contractor has mainiainecj a baejdog of 17,000+ applications for the past four 

months. When do you anticipate that fois backlog will be eliminated?
t

What volume of loan Direot L >|m Consolidation applications do you anticipate receiving 
each month over the next six i ^onths? How many direct loan consolidations do you 
expect your contractor will co: each month over the next six months?

Wliat contingency plans do yo 
to overwhelm EDS’s capacity

EDS was required to perfoim ij evaluation of the 1,000 initial applications to detennine 

whether problems wifo the loai i Consolidation process had been sucessfolly resolved. 
Please provide me with the res 4ts of this evaluation.

rihave in place should increased application volume begin 
4 process consolidation loans?

TOTRL P.05



BnitEd States Senate
WASHINGTON, DC 20510

July 30. 1998

The Honorable Richard Riley
Secretary, United States Department of Education
600 Independence Avenue, SW
Washington, DC 20202

Dear Secretary Riley:

I
C-T

>
O

o
We are writing to express our serious concern that the recent actions takeh\y 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 enrollment 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,

CONNIE MACK 
U.S. Senator

DON NICKLES 
U.S. Senator



UL COVERDELL
U.S. Senator

TIM HUTCHINSON 
U.S Senator

TitENT LOTT 
U.S. Senator

Uliu^
M»Xt ro6erts ^

U.S. Senator



1. 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).

2. 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.

3. 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?

4. How did EDS end up charging the wrong borrowers?

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

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

7. What percentage of payments made on behalf of the Department by EDS were accurate?

8. What is the largest overpayment the Department made?

9. Have all the necessary student loan accounts been properly reconciled?

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

11. 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.

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

13. 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).

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

a. The amount of money the school says it disbursed in Direct Loans (including their 
servicers);

b. The amount of money EDS and Computer Data Science Incorporated claimed to 
have disbursed to each institution in the FDSLP,

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

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

16. How can the Department justify a 50 percent increase in administrative costs over those 
anticipated in 1993?

17. 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 Mae Drive 
Reston, Virginia 201Q3 
703-810-7439, Fax 7O3-01O-5O31

ALBERT L. LORD 
Vice Chairman and CEO 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 recdved 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 successfiU private sector Federal Family Education Loan Program.
Worse, these preparations will distract both the Administration and the Congress firom 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 tenns 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.



fiPR.16.1998 3:46PM DEPT OF ED/DEP SECY NO.015 P.3/4

Department oflacials have indicated they seek support from various FFELP 
guaranty agencies as well as Sallie 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 S2 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 thdr families. The Congress is headed in the right direction by working on a 
bipartisan solution. Sallie Mae believes that smdent 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 (H.R. 3291) and urge the Administration, together with the 
student loan industry, to pursue Senator Kennedy’s suggestion regarding the development 
of a market-based mechanism to set lender rates.

V/Y.,-yr

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.

Albert L. Lon
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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SaHae NEWS RELEA S E
ConincI:

Denise Rossitto 
202/298-2901 
Fiona Adams 
202/298-2903

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 Corporation, today urged Secretary of 

Education Richard Riley to support legislation that would give students a 0.80% reduction in 

student loan interest rates. SLMA also 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 Admirastration and Congress must act soon to ensure uninterrupted access to student loans
.. ^during the coming academic year,” said Paul Carey, President of SLMA. “To create a massive 

emergency funding mechanism at this late date is operationally unreahstic and would leave the 

entire student loan deUvery 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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Section 440 of the Higher Education Act is amended by adding a new 

subsection (J), as foilow&l

'*Tne provisions ot secrion 18(a) of ihe Federat Deposit Inaursnea Act shall not 

apply to any arrangsment pestween the Holding Company [or any subsidiary of the 

Holding Company other than the Association) and a depository institution if the 

Seca-etary of the Treasury determines that (a) the wind-down of the Association in 

accordance with the requirements of this aedJon will not be aoversely affected by the 

arrengemeni; [P) the Association will not axiena credit to, or guarantee or provide credit 

enhancement to any obligation of. the depository Ihstnution: and [c) me operations of 

the Association will be separate from the depositary insiiiuiion. The Secretary of me 

Treasury shall promptly respond to any request by the Holding Company for a 

determination made pursuant to this subsection.'

RATIONALE: The Fadenai Deposit insurence Act was airvended m 1996 to prohibit 

sOv^emmBnl-sponsored sntarprtses (G$Es) tram Becoming efniiaiefl with depository 

Institutions. The impetus for this legislation did not Involve the Snidem Lpan MaiKeilng 

Association, and the legisletion does not atldress the circumstance of its privatisation. 

TWs amendment ffllotvs SLM ridding Ccrporatidn (But not Stud^t Loan Mafkellng 

Aaaodailon, Its BSE subsidiary) to enter Into on affiliation anangamem with dapositoiy 

■restutions so ions as tno Secretary of tne Treasuiy deErirtnes that the suocesshrl 

v,p,ddo*n of the I5SE will no oe affooep and mat the OSE will fflhenviea te sepamo 

from the arrangemeni.
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Author: Jon Oberg at WDCBOl
Date: 6/29/98 12:16 PM
TO: Marianna Piarce@labor.8enate.gov at INTERNET
BCC: Brian Siegel at WDCEOl
BCC; Don Feueratein at WDCA09
BCC; Maureen McLaughlin at WDCAOl
BCC: Pauline Abernathy
Subject; Sallie Mae Amendment
On the Sallie Mae amendment you just faxed and asJted 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 
between 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 
Treasury? 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 with 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 circulates around.
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Mr. JEFFORDS. No. It did not. - - keep competition, I say vote for
Mr. President, I ask tmanlmous con- amendment. You ^t a tax cut for the 

sent It be In order to ask for the students, which allows them to buy 
yeas and nays on the three amend- textboolu, and It keeps the Direct

Loan Program and the subsidized, pri­
vate sector Guaranteed Loan Program 
In balance.

I yield the floor. '
The PRESIDINO OFFICER.- Under

jreOiO wa* W-.,-ments with one show of seconds.
The PRESIDINO OFFICER. Without 

objection It Is so ordered.
Mr. JEFFORDS. Mr. President, I ask 

for the yeas and naye.ir the yeas ana nays. me w r wuuo-The PRESIDING OFFICER. Is there a the previous order, there will now be 30
mlnnfAA Anna.llv on tills Kon*sufficient second?

There Is a sufficient second..
The yeas and nays were ordered:

minutes, equally divided, on the Ken­
nedy amendment.

AMSNDiairrN0.31U. The yeas ana nays were oruereu.- amkndi«ntiio. au»
Mr. JEFFORDS. So for the informa- (Purpose: To provide for market-based ; 

tlon of all Senators, Mr. President, we - - determinations of lender returns)
Mr. KENNEDY. Mr. President, I sendexpect three votes to occur at about 

9:46 or 10 o’clock, flrst on the Kennedy 
amendment, then the. Bingaman 
amendment, and then on the Harldn 
amendment.

Mr. HARKIN. Mr. President, I will 
wrap up my comments-on the amend­
ment I offered. Again, Mr. President, I

iTU . A., ava* . a san amendment to the desk and aak for 
its immediate consideration.

The PRESIDINO OFFICER. The 
clerk will report.

The assistant legislative clerk read 
as follows:

prlate, „*^CA) examine the matters described In 
paragraph (3) in order to determine which 
auction-based mechanisms for determining 
lender returns on loans made, insured, at 
guaranteed under this part shall be tested . 
under the pilot programs described in sub­
section (c); and '

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

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

“(A) whether it is most appropriate to auo* 
tlon existing loans under this part, to auc­
tion the rights to originate loans under this 
part, or a combination thereof:

"(B) whether it is preferable to ancUon 
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 owner­
ship of loans under this part; and

(D) what is the approprUte aUocaUon of____ae««i

ment I ollerea. Again, mr. rremaem,, a .^he Senator from Massachusetts [Mr. Kkn- 
llstened to the Senator, my good friend nedt] locposes an amendment numbered 
from Indlsma, talk about schools choos-^ 3119.
Ing to stay out of the Direct Loan Pro- mj.; KENNEDY. Mr. President. I ask “(D) what is the approprUte aUocaUon of 
gram. Well. I point out that in the first unanimous consent that reading of the risk between the “Federal GovemmMt and
2 years there was a tremendous In- amendment be dispensed with. '!!!;
____ _ 4_ 4n4-ii-,«r t-Na rm.« TiTj-c'ci-mTMn r^inrTr'U'.'n wiMinnh spect to interest rates and nonpayment, or

Ute payment, of loans;
“(3) Mechanisms.—In determining which 

auction-based mechanisms are the most 
promising models to tost in the pilot pro­
grams under subsection (c), the planning 
study shall take into account whether a par­
ticular auction-based mechanism wHl-^- 

“(A) reduce Federal costa If used on a pro-

crease In schools joining the Direct 
Loan Program. But then In 1995 Con­
gress began to make all of thess 
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

The PRESIDING OFFICER. Without 
objection, it is so ordered.

The sunendment is as follows:
On page 458, between Unes 2 and 3.' insert 

the following;
SBC. 4Sa MARKET-BASED DETEBSONATIONS OF 

LENDER RETUBNa
keen the Direct Loan Program, and Part B of Utle IV (20 U.S.C. lOTl et^.) la -(Ajrecucore

pffftot on the tre- amended by inserting after secUon 427A the gram-wide basis;that put a dami»nlng effect on tte t^ foUowing; "(B) ensure loan avalUblllty under this
mendous growth we had in the first _g^^^„^uu5„.BASEDDETEBioNATioi«OE 
couple of years. lender returnr

Secondly, I can’t help but be some- piNDiNas.—Congress finds that—
what amused by sill this talk about the (q Qeid of consumer lending, nu>
nrlvate sector^the private sector in- ket forces have resulted in increased quality
volved in these students loans. Wo of services and decreased prlcea and more “(d) aciumie tne PYucipauou « .nAotor to keen going extensive appUcaUon of market forces to the spectrum of lenders and ensure healUw low- "S. p^vS7^toT5^tme S^^^^^^ ^^rt Student Loan ^ competiUon In t^ program under this

Mr. President, that the “private^ sec- “(2>^deral subsidies to lenders making or “(4) report.—A report on the results of
holding loans made, insured, or guaranteed the planning study, together with a plan for- 
under this part should not exceed the level ImplemenUng 1 or more pilot programs using 
necessary to ensure that all eligible borrow- promising auction-based approaches for de­
ers have access to loans under this part; termlnlng lender returns, shall be transmit

“(3) sotting the level of lender returns nec- ted to Congress not later than APrtl 1. 
essary to achieve the objective described In “(c) PiLOt Prxxsrams. . 
naragraph (2) in statute Is necessarily Inex- “(1) Authorization.--- ^ 
act and insufficiently flexible to respond to “(A) IN general.—Notwithstanding any

ia; ensure lo&o BviuiAuixiuj uuuoa maa« part to aU eligible students at aU parUclpat- 
Ing Institutions;

“(C) minimise administrative complexity 
for borrowers, institutions, lenders, and tba 
Federal Government; and

'(D) facilitate the participation of a broad

rresiaem,, bnak mo tor" Involved in this Guaranteed Loan 
Program gets a subsidy from the tax­
payers of this country bo the tune of 
$7.5 billion a year. ’That Is rlght-thls 
private sector enterprise gets a subsidy 
from the Federal Government every 

billion. Private sector?

So all of this talk about this private determined through the use of described in subsection (bX4) is transmitted
jctor out there in the Guaranteed nj^rket-based mechanisms: Congress, the Secretary U authorli^ m

••(4) alternative market-based mechanisms consultation with the Secretary of the 
must be tested before a Anal selecUon is 
made as to the particular mechanism to be 
used for all loans made, insured, or guaran­
teed under this part;

sector — ------  — — ---------
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.

unuer wu* u, --— —-“(5) the restate of testing eltamatiee mar- the report.
^ w____J_____ Dfifl

COXUnUMUUU WiWl MiO wa WMWTreasury, to begin preparations necessary to 
carry out pilot programs meeting the re­
quirements of this subsection In accordance 
with the Im^emenutton plan included In;

“(B) DETERMINATIOH.—Before commencing 
the Implementation of the pilot programs, 
the Secretary shall determine that such Im­
plementation.Is consistent with enhancing— 

“(1) the modernization of the student fi­
nancial assistance delivery systems;

“(11) service to students and institutions of

ket-based mechanisms should , be evaluated 
independently; and

lion tor interest suosiay lor obuucuuo. ..^g^ ^ independent evaluation con- 
Knock off all that stuff—the $7.5 billion gjudes that the testing of alternative mar- 
a year In subsidies that we put out for ket-based mechanisms has been successful, a 
the guaranty loan agencies. If you market-based mechanism to determine lend-

In fact. It might be pretty good. But joint Planning Study To Select
let’s keep It balanced. auction-Basid Mechanisms for’Testino.-

The point Is that this amendment planning study.—The’Secretary and
that I have offered for the students secretary of the Treasury jolnUy shall 
cuts their taxes by 25 percent on both conduct a planning study, in consultation 
the Guaranteed Loan Program and'on with the Office of Management and ^dgot, 
the Direct Loan Program. It cuts it by the Congressional Budget Office, the General

the program
under this part.
“(C) iMPLEMENTA'nON DATE.- The Sec­

retary may commence implementation of 
the pilot programs under this subsection not 
earlier r.Nitn 120 days after the report Is 
transmitted to Congress under subsection. 
(bX4). . ..

....
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"(D) DUIiATION AMD U)AM VOLUKB.—The 

pilot progr&ma under this subsection shall be 
not more than 2 years In duratloh. and the 
Secretary may use the pilot prosrams to de­
termine Che lender returns for not more rh*" 
10 percent of the annual loan ▼olume under 
this part during each of the first and second 
yean of the pilot programs under rhi« sub­
section.

“(2) REQuniEKZNTSr—In carrying oat pilot 
programs under this subeecUon. the Seo-

CONGRESSIONAL RECORD—SENATE

retary—
“(A) shall use auction-based approaches, In 

which lenden 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 borrowen at a parUcular instl- OLU currently calls on the-Seo-
tutlon, or a right to originate loans to aU retary to study the feasibUlty of using 
suca oorrowvrs wrmilnlnr ait«r a rirht. ___ j

evening and which has the administra­
tion’s support.

The amfendment I am offerlncr will 
enable the Department of Education, 
working with the Secretary of the 
Treasury, to conduct a pilot program 
on methods to rely on competition to 
set Interest rates on student loans. The 
results of Oils pilot program will be re­
ported back to Congress within 120 
days after the end of the test, and Con­
gress must act again before any farther 
action to Implement competition on a 
wider scale.

The bill currently calls on tha Seo-
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u ” onginate mans to aU rotary to study the feasibility of u«ingsi^ borro^is wmalnlng alter a right of competition. That is tOo Uttle and too
** tactic. My

“(B) may determine ’the payments to lend- , w reasonable step
ers. and the terms, applicable to lenders, of v ^“thorlzlng a pilot program to see 

le rights or loans, aa tha <<aaa K. r... how comfietltlon'Would work in juaothe 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 different cat-' 
egorles of borrowers, but the composition of 
the parcels of loans or rights In each auction 
under a pUot program may vary from parcel- 
to-parcel to the extent that the Secretary 
determines appropriate.

“(3) V0LUMTAB7 PARTICIPATION.—Participa­
tion In a pilot program under this subsection 
shall be voluntary for eligible 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 evaluaUon of the pilot 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 ths planning 

study and pilot programs described In this 
secuon. the Secretary shall consult with 
lenders, secondary markets, guaranty agen­
cies, Institutions of higher education, stu­
dent loan borrowers, other participants In 
the student loan programs under this title.

tice.
The obvloos way to uea competUdon 

is through an auction.- Under Mii» 
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 idie 
bill, and access 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 is completed, aa Independent en­
tity will evaluate the results and sub­
mit them to the Department of Edu­
cation, the Treasury, and Congress.

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, Is U- 
Ued, “Banks Acting Uke Bullies”—too 
much subsidies for the banks. Clearly, 
we should lot compeUtlon set the in­
terest rate, not Congress.

As the Los Angeles Times said In Its 
editorial on June 5, “Congreas 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 unanimous 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 m 
Federal Programs

Treesury Securiaes—Treasury auctions 
blUa notes, bonds and Inflation-indexed 
notes and bonds In a aealed-bld aucUon. Bid­
den bid an interest ^ate and loan volume 
they would like at that rate. But no bidder 
can win more than a certain 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 auction- 
determined Interest rate. Treasury usually 
uses dlscrlmlnatory-piice auctions by giving 
each bidder the rate they bid, but It has also 
experimented with uniform auctions InF<^ ei^ple. one type'of auctioned Xh^T'^fnnrnV“^^gh-^^Xl^ 

Invite lenders to offer loans to all ellgl- rate.
bio students at a college, or.a group of HUD Loan and Real Estate Asset Sales._
colleges; or a State could originate and FHA auction defaulted mortgages, 
loans for students at colleges In the bidders may bid on any number of moit-

this procedure. In fact, there is already for the government, an Auction OpU-
^ --------------- -- uua uuo, . experience to build on. Loans for stuv “laatlon Model waadeveloped by ATAT Bell
and other Individuals or enUUes with pera- dents In the health professions were l^t^ratortes. The computer model is used to 
nent technical expertise. The Secretary shall conducted by auctions. Before the tnl- ***• winning bids based on total reye-

■“« SSSr'S! L„.
At'S

nnal suction, thepremlum was 1.5 per- loan volume they would like at that rate 
cent—a,, significant cut In the Interest The low bidder and all others within a cer- 
rate that brought major savings for the tolerance of the low bid win the right to 
students. According to the Treasury case of ungla winners.

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

“(2) Services of .other federal aobn-«) SERVICES OF OTHER FEDERAL ADEN- Students. According to the Treasury kJana. In the case of single winhere,
ci^—In carrying out the planning study lendemwlll make an average return of »ould not have a choice in that
w^^^ograms described in this section. 16 percent on-student loa^ under this fto deal with.dlf-
the Secretary may ose. on a reimbursable bill a higher rate of retnrr. rKo-ferent lenders In each year, in the case of-procurement hlstW SSambasis, the services (Including procurement 
au^orltles and services), equipment, person­
nel. and facilities of other agencies and In- 
strumentaUtlea of the Federal Govern­
ment.".

On page 457, line 23. strike “The” and In­
sert “Elxcept as the Secretary of Education 
may otherwise provide under section 427B of 
the Higher EducaUon Act of 1966, the".

On page 506, strike line 5 and all that fol­
lows through page 506, line 16.

Mr. KENNEDY. Mr. President, as I 
understand It, we have a half hour 
evenly divided, and I yield myself 7 
minutes.

Mr. President, this was a very good 
segue—listening to the comments of 
my friend and colleague from Iowa—to 

^ the amendment which I propose this

t

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.

As the Congressional Budget Office 
analysis of March 30, 1998, concludes, 
“banks do not require the same returns 
on FFELs that they require overall, 
since federally guaranteed student 
Joans are less risky than the average 
hank asset.” The excessive cost to the 
taxpayer of these artlflclally high In­
terest rata Is at least SI billion over 
the 5 years.'

Mr. President, we' all know what la 
going on here. A Washington Post edi­
torial of March 18 Is titled “Stared

-- - ------------------ -V WUAIA aiATOcompete to make aa many loans as they can, 
though It would probably be less then 
originally bldded volnme.

rcc wireless Spectrum Auctions.—The 
FOC conducts sealed-bid anctlons for sp^ 
tmms In which bondreds of mai'kets are de­
termined simultaneously. After each round, 
bidders see .the prevailing price in each mar­
ket and can place a bid In the next round In 
markets they had not bid for prevlonsly. The 
anctlon does not end nntU no more bidders 
want to make higher bids in any market. 
Telephone service provision is also auctioned 
In certain areas. Including relatively nnprof- 
Itable parts of areas. Though results have 
been mixed, most auctions have gone well.

Elk Hills Oil Field of the Naval Petroleum 
Reserve.—Elk Hills was one of the federal 
government’s largest prlvatlzaUon efforts, 
with the sale completed In February of 1696.

r>;
■
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Tl. »,««. I.™.... 0,.
m“tti“b«5.“«B‘“S”l5’S“ii?ool- TlmBm S.1M.-T1. Fora« L«t M try In termn of •“- :
lectlnf proposals from potential bidders. Due Uons oQ the rishts to Jf dents to give them the best deal that
(UIlseLe and close attention to transfer doc- cut designated arew they can possibly have,
uments were components of the many legal After an offer of resources to make a maior difference
and technical steps. The bid evaluation In- and the sale terms Is publicized, a waled-wdcorporated negotl^ons with the three final- process'takes place. Non-price reUt^ terms
IsM^^ter^s beyond the payment, such as of the.sale., IncludUlg environment con-
ists on tenns oeyona w ^ „im- cems. are all set by the government, so the

highest bidder wins the auction.
Export Enhancement Program (EEIP).—The 

USDA establishes prices and bonus levels

tney can posoioiy -------resources to make a major difference 
In reducing the cost of higher edar 
cation In this country.

I reserve the remainder of time.
The PRESIDING OFFICER. Who

yields time? -Mr. JEFFORDS. Mr. President, IUSDA establishes prices and bonus levels Mr. JEEEUKDO. mr. rnsoiuouv, p. 
based on their estimates of the going market yield mirself such time as I may con- 
rates. and then accepts bids from exporters, gmne.
v.._______  _KMHIno' affslnen Aftr.h

environmental Indemnity Issues, and
mately a single winner was selected. -

WIC Infant Formula Bidding Process.—WIC 
purchases of Infant formula comprise more 
than half of all formula sales within the

.s»t.“.s‘rs.'^'srnsrK; "x;pr~id»t.iriB«u..tro,»op^-reoulring states to establish compeUUve bid- other In a true-maxket scenario, exporters jjjg amendment being offered by
ding processes. The firm offering the lowest are really only bidding against the ^ colleague Senator Kennedy. While
net price to the state or bluster of states ment-set price and bonus le^l. and tney jgjjgjgi^giuterestlnexploringmecha- 
wins the exclusive right to sell infant for- have the option of coming back wltesuc^^ Improving the delivery of
mula to WIC participants, and that f^^ sive mw bids un^ they hit the USDA-deter as chairman . of the

ir.™ m. hud “‘•Sivrwa“t“
EPA Pollution Rights.—EPA’s acid rain gigtance Loans; the FCC wireless spec- 

program holds an annual auction of a Social auctions. We had a long debate on
aiiowinre Reserve of aODroxlmately 3.8 per- going tO be the best way tO

protect the taxpayer. And the decision 
by the Congress was to have the spec­
trum aucUons. Elk Hills Oil Field of 
the Naval Petroleum Reserve was auc-

program aoias an annuai auuwuu vt Allowance Reserve of approximately 3.8 per­
cent of total allowances, conducted by the 
Chicago Board of Trade. In addition to pro­
viding an additional means of obtain allow­
ances leach equal to one ton of annual SOi 
emissions), the auction also Importantly es­
tablishes a market price signal.^ Allowances 
are ‘

Education—wnose ucsn^ uu tage the FFEL program has been aptly 
demonstrated—with unbridled author­
ity to conduct an experiment on the 
FPEL'program.

The impetus for this concept arose 
out of the lengthy 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

sslons). the auction also importantly es- the Naval petroleum neaorvo «« ^^g drafted. Its authors—In-
„„lishes a market price signal. AUowances tloned. WIC, Infant formula, there was Senator KENNEDY—anticipated
are sold from the Reserve before private ^ bidding process and auctions; EPA Federal government would
holdings are sold. Anyone—Including public pollution rights are auctioned off.. The entirely from the FFEL program
interest environmen^^oup^^ P^- Resolution Trust Corporation relied on ^ Federal Direct Loan program. A 
?iwCes (for tLt auctions, and the auction were, in transition provision was Included In
mlt uteblw for allowances for their view, based on their ^st and the law which changed the way that
SOi emissions are available through the auc- final bids: The last auction that went gtudent loan interest rates were to *>® 
Uon wd ^loJiances may be bought, sold, off was typlcaL The 5450 million s^e calculated effective July 1. 1998. This 
banked, or retired. This auction appears to yielded 87 cents on the doUar rather change was primarily intended to re­
use discriminatory pricing rather than nnl- ^han the 75 cents that the portfolio had Rg^t the budget scoring needs of the 
form pricing. originally been valued at, and was re- Direct Lending program. The con-

Resolution Trust corporarion.^TC ^ai^ turned to the Treasury. Oil and gas ggquences for student borrowers In the
sales on the Outer Continental Shelf pFEL nrogram. however, would have 
were auctioned off. Conservation-Re­
serve Program auctioned off; timber 
sales auctioned oft Export Enhance-

IV6901UC10U irusu -tlons collateralized and uncollaterallted as­
sets. 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

FFEL program, however, would have 
been dramatic.

There Is general agreement that, it
asset type ana region. ...................... — aaies auouiono,* ----------- the interest rate that was set for July
and due diligence contractor scrubbed the ment Program auctioned off. i, 1998 and which was delayed until uc-
relevant files and collected data to establish These are existing Federal programs tober 1, 1998 Is allowed to go Into ef- 
values and reserve prices for each asset. This ^ ^ auction system to provide fgct. It will become unattractive for

. informauon, recorded In the best kind of protection to the tax- lenders to participate In the FFEL pro-
was made available to the public, wl^h l^a „ . jjj t^e stu- mm.
^^HSilSBer‘a”Hry%SLm "Ct this particular amendmAt «ys. tet'cS^nte

Bm^ In the best and flnal bida the *450 mil- with the urging of the Admlnls^tlon. to provide students 
lion sale yielded 87 cents on the dollar rather igt’s have a pilot program Independ- viable Interest rate on their student 
fh.n the 75 cents that the portfoUo had ently evaluated, the result of which Is • loans while ensuring sufflclent lender 
originally been valued at. submitted to the Congress, the Admin- participation to preserve (^n and full

on and Gas Sales on the Outer Continental . made public. Then the access to student loans. After nearly a
Shelf.-After determining to lease ^etracte coMress’can make a judgment on this year of consultation with students, they are advertised in the Federal Ite^s^ CoT^^ can make a jUQgm ye^^^^^ representatives of the higher

,2. Th“ti our ttloodoon tb. othoroU. ot odocoHoo conm^y. m '

'“riS/SS M.SSS
ders. At this point, the government conductt support this very modest rec- interest rate package.
Its own assessment of the value ^ o’;} ommendation. This amendment 1s built This sha^ly
and gas reserves, based on geological and market forces and built on competl- yield by 30 basis points while allowing

The°^DA*^»°Uclts bids from producers for ^'we are doing Is saying lot’s have and the stakes
enrollment of acres into the cp. Bids aw project and test how this pro- by no means Perfect, too
accepted based on a formula ^t acco^tt of protect- compromise meets
for the environmental for each doll^ from debates of low rates for students and continued

.„bm„.»tb.FFELpr«r».
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Ab I wrestled with my desire to bal­

ance the twin objectives of reducing 
< the interest rate ^d by students and 

preserving access to loans under the 
FFEL program; I encountered several 
budget analysts 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 fall to recognize that 
student loan programs are designed 
primarily to offer a social benefit— 
that Is, to offer loans, at reasonable 
ratps, to students without respect to 

\ credit hlstoi7, 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 And themselves 
forced to make payments to myriad 
lenders each of whom >>« different 
practices and procedures. An auction. 
Improperly designed, could add new 
and unintended layers of complexity to 
the program.

As a result of these eoncems, as well 
as 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 blit I cannot support providing 
the Department with the authority to 
experiment on the FFEL program nnt-.ti 
they have been studied and addressed 
to my satisfaction and the satisfaction 
of my colleagues on the Senate Labor 
Conunlttee.

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, 
Institutions of higher education, the 
Secretary of Treasury is required to 
analyze the potential impact of these 
mechanisms on the delivery of student 
aid, the implications for students and
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Institutions of higher education with 
regard to access to student loan cap­
ital, and provide a plan for structuring 
and Implementing a mechanism Is a 
manner that ensures the cost effective 
availability of student loans for stu-, 
dents and their families. This report 
shall be provided no later than Septem­
ber 30,1999.

It Is my strong beUef that any pilots. 
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
nisms for setting student loan interest 
rates. 1 look forward to receiving this 
report and working with the Congres­
sional Budget Office, my colleagues In 
the Senate, and all of the participants 
In £he FF^ 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 efflclency of the 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 wo are trying to Ox. The FFEX 
program continues to be the program 
of choice of the vast majority of-col­
leges and universities. As a result, the 
higher education community has deep 
misgivings about the Kennedy amend­
ment because It Is concerned that ef­
forts by the Department to conduct ex- 
I>erlments upon the FF^ program will 
disrupt the benefits and services that 
students and Institutions currently 
enjoy. For all of these reasons, I urge 
my colleagues to oppose this amend­
ment.

I retain the remainder of my time.
The PRESIDING OFFICER. Who 

yields time?
Mr. COATS addressed the Chair.
The PRESIDING OFFICER. Who 

yields time?
Mr. JEFFORDS. I yield the Senator 

from Indiana such time as he may re­
quire.

The PRESIDING OFFICER. The Sen­
ator from Indiana.

Mr. COATS. Mr. President, I will be 
brief. 1 just want to make a couple 
points.

Point No. 1, the legislation that is 
before us, the base legislation, already 
contains a carefully designed analjrsis 
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 responslbUlty. It can’t 
handle the responsibilities It currently 
has. It has'not been Able to success­
fully manage the Direct Loan Program

and the FFEL Program. Why would we 
want to consider giving It something 
else to manage?

Let me just cite a few things from 
the inspector general relative to the 
Department’s administering of the Di­
rect Loan Program. The IG has con- - 
eluded 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 schools. They 
said:

They are very likely to exist at these other 
direct loan schools. The Department re­
viewed disbursement amounts recorded at 
one school and found a total of nearly 
S300.000 hadn’t been entered Into the direct 
loan system..

The IQ's report said that 3 of the 16 
schools maintained excess cash as a re­
sult of Improper cash management 
practices.

Let me quote again fbom the IG’s 
analysis of the department’s ineptnees 
In running the programs that It has 

. 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:
63 percent of student status reporting 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 a timely manner.

The IG says that today. If daU 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 1996-1996 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 
a poslUon 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 All' 
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 backlog as a 
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 wo want to throw 
In another major Initiative at the De­
partment of Education. Let them at 
least get the Initiatives that they cur- 
ronUy have jurisdiction for under some 
control. So I would urge my colleagues 
to join with the chairman of the com­
mittee In defeating the Kennedy 
amendment.

The PRESIDING OFFICER. Who 
yields time?

Mr. KENNEDY. Mr. President, I yield 
myself 3 minutes.

The PRESIDING OFFICER. The Sen^ 
ator from Massachusetts.

Mr. KENNEDY. What my friend, the 
Senator from Indiana, did not point 
out la that the student loan defaults

Si-
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were 22 percent under the Republican 
administration, the previous adminis­
tration. now down to 10 percent, saving 
hundreds of mlUlons of doUars a year. 
This debate Isn’t over the particular 
administration, because what we are 
talking about Is a very sound Idea. Let 
me gdve you what Mr. Petri, a Repub­
lican In the House of Representatives, 
said:

The amendment would end the recurring 
battle—he has one shat would put In place an 
auction program. Ours la Just a pilot pro­
gram.. The amendment would end the recurring 
battle between student groupe and" lenders 
over the Industry on student loans, which re­
sults In the price of the private sector serv­
ices being set by political negotiation with­
out regard to the actual cost of servlcea 

This amendment has the potential of sav­
ing the American taxpayers billions of dol­
lars through competition tar this profitable 
business. Up to now. with the exceptions of 
In-school Interest and the overall Interest 
cap. the banks have always received the 
same Interest the students paid on Intereet 
loans.

Here Is Mr. McKeon. Rcpubllcaji of 
California. This Is what he says:

The gentleman Is correct that up to now 
. we have tried to figure out how much to pay 

the lenders for providing student loans In a 
political negotiation, and we In Congress 
really have no way of knowing what the 
right price Is,

These are two Republicans who be­
lieve In the market system:

It would be much better If we had a market 
. process to determine rates.

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 
Party In the House of Representatives 
have stated:

I am Interested In working In that dlreo- 
tion.

That Is In the recent debate 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.

Finally, Mr. President, just look at 
this chart that I have In the Chamber. , 
This represents, according to, the
FDIC_and iny good friend from Iowa
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, It 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. Is we have 
an opportunity to do something and do 
It the old fashioned way—competltlon:- 
competltlon, tried, tested, utilized by 
other agencies of our Government and

which effectively, works.- At least a 
pUot project; let’s give It a try.

Mr. HARKIN. If I could ask the Sen­
ator to yield just briefly.

- Mr. KENNEDY. 1 would be glad to 
yield—W minutes to the Senator from 
Iowa and IVb minutes to the Senator 
from Connecticut;

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 11, 12 
percent. Now it is up over 14 percent. 
That Is a return on equity for banks. Is 
the Senator saying that this bill that 
we are passing will guarantee them a 
16-jpercent return on guaranteed stu­
dent loans?

Mr. KENNEDY. That Is the estimate 
by the FDIC. And was used by the com- 
mittee.

Mr. HARKIN. Not only do they get 
the 16-percent guarantee, they get a 
S7.5 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 Infanta 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 1V4 minutes 
left. 1 believe. Is that right?

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 is 
left on our side?

The PRESIDING OFFICER. The Sen­
ator from Vermont has 4 niinutes 6 sec­
onds; the Senator from Massachusetts 
has 2 minutes S3 seconds.

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

Mr. JEFFORDS. Yes. you may have 
It. ■The PRESIDING OFFICER. The Sen­
ator from Indiana.
. Mr. COATS. We may have the mak­
ings of a real deal here. From what 1 
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 
to the private sector. Is that what the 
Senator Is suggesting? , v-

Mr. KENNEDY. The pilot program.
■ yes. This la for a pilot program. Wo will 
have to come back. But to test and put 
both aspects out, to have It fair.

Mr. COATS. The Senator Is extolling 
the virtues of the market system?

Mr. KENNEDY. That’s Qne. :
Mr. COATS. Let’s take- the whole

"^^^Sfr^^WNEDY. 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 OFFICE^l. 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 yield the Senator 
an additional minute. ^ ^

Mr. COATS. I thought I heard the 
proposal that the virtues of the market 
system were so wonderful that the 
whole thing ought to be put out Into 
the market system, and that Is 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 nmrket. ' •

So I am saying wo may have the 
'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 
benefit everybody.

I yield the floor. __
The PRESIDING OFFICER. WhO' 

ylelds time? The Senator from Massar
chusetts. . j ■Mr. 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 adjustmehts 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. • - 

I yield the remaining time to tdie 
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 Is unfortu­
nate that It ta not In the form of an 
amendment here. Because 1 think a 
pilot program, as one who has sup­
ported allowing Institutions to make 
the choices on direct loans and guaran­
teed loans, that Is really the best way 
to work. Let the marketplace work 
f.hia out. I would certainly be amenable- 
to such an amendment here.

I think what the Senator from Mas­
sachusetts Is proposing and offering 
here Is going to be a great asset to all 
of us. What wo are doing right now Is 
guessing. This is a guessing game, and 
It need not be a guessing game. So wo 
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, wo can come back In 5

..... .. rr.--'
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^ yean. That la when we come back to 

I thlB issue. In that window we will be In 
a far better position to make a deter­
mination aa to what should be those 
rates and how the marketplace could 
work. Why shouldn’t wo take advan- 
tafire of that? It doem’t lock us Into a 
particular answer one way or the 
other. It just grlves us the opportunity 
to try to see If we can’t come up with 
a more reliable, predictable solution as 
to how these rates ought to be deter­
mined.

Olven the fact that we hear from the 
Congressional Budget Officer- that, 
under current rates, the banks have 
earned rates of return on student loans 
between 16 and 35 percent—by anyone’s 
estimation that ,1s excessive. That is 
their estimate. Analysts predict that 
we will lock in generous proQts. 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 pllot program In the 
marketplace deciding these factors, we 
are not allowing a situation that costa 
taxpayers a tremendous amount. We 
have done so much here to alleviate 
some of the pressures for students In 
this bill, it would bo a tragedy not to 

' take advantage of doing something for 
the taxpayers who underwrite this i>ro- 
gram. I urge we adopt this amendment.

The PRESrDINO OFFICEE. Who 
yields time? The Senator from Ver­
mont has 2 minutes 25 seconds.

Mr. JEFFORDS. Mr; President. I will
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The amendment (No. 3119) was r^ 

looted.
Mr, LOTT. Mr. President. I move to 

reconsider the vote.
Mr. JEFFORDS. I move to lay 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-
be very brief. What we are faced with- ber so we can get through the next two
here 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, so we give it to the Department 
,of Treasury. We say here is an idea; 
study it, and then make racommenda- 
tlons, and then we can maybe go to a 
pilot if it looks good. 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 that Is 
obviously the design here.

I yield the remainder of my time.
The PRESIDING OFFICER. All time 

has expired. Under the previous order, 
the question is on the Kennedy amend­
ment. No. 3119.

The yeas and nays 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 l^m Arizona (Mr. 
Kyl) are necessarily absent.

Mr. FORD. I announce that the Sen­
ator from New York (Mr. Moymihan) Is 
necessarily absent.

The PRESIDING OFFICER' (Mr. 
Thomas). Are there any other Senators 
In the Chamber who desire to vote?

The result was announced—yeas 39, 
nays 58, as follows:

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 final passage after pei^ 
hape a brief colloquy right before final

I ask unanimous consent that the 
next votes in the series be limited to 10 
nolnutes In length.

The PRESIDING OFFICER. Without 
objection. It is so ordered.

Mr. KENNEDY. Will the Senator 
3Tleld? Do we have any Information on 
how we are doing on our Patients’ Bill 
of Rights? '

Mr. LOTT. I don’t believe that has 
come up today. We have worked on 
higher education. There is a vision on 
the horizon of how this could be done. 
I am sure we will find a way to do that 
In the next week.

Mr. KENNEDY. You will let ns 
know^next week?

Mr. LOTT. Like to; unless there is 
obstruction or resistance. (Laughter.)
~ I am sure when the time comes, the 
Senator may have some second 
thoughts.

The PRESIDINO OFFICER. The 
question is on the Blngaman amend­
ment No. 3116, with 2 minutes equally 
divided.

Mr. BINGAMAN. Mr. President, this 
autnendment Is Intended to improve the 
academic preiMxatlon of our teachers. 
This la 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 substantlaUy 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.

I urge my colleagues to take this op- 
portunlty. It will bo 6 years, again, be­
fore we pass a reauthorlzatlon 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 subject 
which they will be teaching.

The problem with this amendment Is 
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 a mandate, and I think it is In­
appropriate and that it would be coun­
terproductive.

The PRESIDINO OFFICnSR. All time 
has expired.

The clerk will call 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. MOYNiHAM)-is 
necessarily absent.

The PRESIDING OFFICER. Are there 
any other Senators In the Chamber de­
siring to vote?'

The result was announced—yeas 23, 
nays 74, as follows:
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The Clinton Administration Fought for Cheaper Student Loans 

Lenders first proposed an outright repeal of the interest rate cut.
“Repealing the 1998 interest rate change is absolutely necessary to ensure 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, SalUe Mae, and other members

of the student loan community

The bankers' efforts were blocked by the Clinton Adminstration and others.
“Lenders have been tliwarted again in their effort to persuade Congress to block a change Uiai 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 tliat 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 tliat tliey 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 tliai blocking the change will cost students billions of dollars.

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

" The Chronicle of Higher Education 
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 tlie 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."

~ 27/e American Banker 
December 5, 1997

Last fall, Republicans supported this effort.
"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 (12/19/1997J

Student were willing to accept a higher interest rate.
“In the absence of any independent analysis of lenders’ claims on tlie profitability of student 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 
summer with $15,000 in debt, the change could save $150 off next year's total payments.

"Bui 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 lobbymg Congress to scrap tire 
government'mandated cut, which drey say will wipe out their returns."

" Knight Ridder Tribune Business News (2/27/1998)

"[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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' LEGISLATIVE ALERT

MEMORANDUM
TO: NCHELP Members

PROM: Lise A. Roes

DATE: June29,199S

RE; ' HRA AMENDMENTS: Weigh In with Senators at home this week; DC
staff also have more free time this week ____________________ _

You have all been doing a great Job oontaeting your members. However, if you 
have not reached your member, there Is still time to cantsdt your Senator or firm up his 
or her commitment to vote against the Harkin arid Kennedy amendments.

The Harkin amendment eliminates the insurance premium as the only source of 
^ guaranty agency revenue to pay lender default claims although It requires that

guarantors charge thereto all unsubsIdIzed and PLUS loan borrowers and 
send It to the Treasury.

The Kennedy amendment Is still a work In progress but is described as some 
sort of pilot program for market-based interest rates or an auction pilot program. #

You win most likely find your Senators In their home state this week. You may be 
able to meet with them In one of their local offices or chat with them briefly at one of the 
many functions they will no doubt be attending. Alternatively, you may be able to meet 
with home state office staff who will be seeing or hearing from the Senator this week 
while he or she is home. In addition, you may find that the Senator's staff here In DC 
are not near as frantic as they have been. Congressional recesses often provide a little 
breathing room. Keep in mind however, that staff in both DC and the home state may 
start taking vecatjon time later this week to take advantage of the Congressional recess 
and the Friday Federal honday. Thus, you may want to call sooner rather than later.

UR knoyy If vQU oet pnv firm answers on how vour Senator will vote on 
the Harldn or Kennedy amendments.

S0/WB-d 330# 601ST ■t0’.i0‘B66T tiSOe klOdd
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HEA to Senate Floor
From the information we have today, we know that a unanimous consent 

agreement has been reached on the HEA bill that will permit no more than 14 floor 
-Amendments to be offered. Wte also know that the Senate will reconvene next Monday 
and start with the VA HUD Appropriations bln which could wrap up on Tuesday 
sometime. Thus, with a little ludc. HEA could come up as early as Tuesday next week
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URGENT UEGISLATIVE MEMORANDUM
TO: EFC Member C£Ob

FROM: fCatbleen Smith

DATE: June 29,199S

SUBJECT: Auctioa Proposal

ItTonler Id be prepared for the Kieimcdy Auction prc^aal that will be ofEexed on HEA upon 
ntum of the Senate, it la impa^ve that you eomtact yout ^nate OfBces to icuiuite as to their 
plan for voting on Ihe propoaal. Please c^yoUT Senate ofBees and aak vay directly how ihc 

Senator plans to vote and then let me know wbai response was tBceived. Anoobed for your 
review axe lalldfig poitxei about the emendinent as this will serve as another oppcutuoity to make 
yom: views known.

I will need viio you spoke to and the lesiiU of (he cMiDvemidion. Yon can simply'lhv due memo 
back to tpe Bt 202-496-0666^ or eineil me nt lnlhlocn{gedBn,cam or call at 202^466-8085 with 
the infoimation below. Please contact yonr Scnalo oflico by Thmsdey, July 2,1958.

Qucstiim: Upon consideration of the Higher Jadueaxion Amendments ($,1862), it is ay 
undetatanding thut Senator Kennedy will o^ an amcndmeai to institute an auction pilot within 
the Federal Family Educetioa Loon. Program (FFBLP). I am very concerned abont this proposal 
and would like to knowhow Senator XX plans to vote on such an Jimendmewt

Nmne: Organization
■••• >1 ..............

Seodta Office contacted^ 

Staff Spikan to________

Date

Comments of Staff.

TTi« NoBmiaeiceiinbn d NAniHiiMQaiaentLaan aaesndaiy Markais
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nsaaqnable cost, evaiy year would be a complex leap into the unknown^

proposed auetlOne would be oomp^on to cut qual^lSSvl^

Plirt auction progiams would put students and schools at risk A ^
Including 20% of FFELP volume wUI airiaurrt to than Sfi tym«n^h?rjL

^SSrsESSS:^
K.iKssa-rjss.'Sffiasrs^^
2Sri=2K.rSS5.1S'2iSW.'Si^compefltive advantage to the Education Department's troubled DlmcuIS? ProgTam,

ssiS'n^ *■“ *"x

pivhdype for the F-22 fighter, than dolna the design work. Like such qn F-^, H
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June E. O'Neill 
Director

July 7,1998

The Honorable Edward M. Kennedy 
Ranking Minority Member 
Committee on Labor and Human Resources 
United States Senate 
Washington, DC 20510

DearSenaior:

I am writing in response to your letter of June 4,1998, viiiich requested the views of 
the Congressional Budget Office (CBO) on the possibUify of using auction-based 
mechanisms to determine the yields that lenders earn on Federal Family Education 
Loans. The attached analysis addresses the types of auction-based that
mi^ 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 recommendatioiis.

If you have (pjcstions about the analysis or would like further infonnation, 
please contact me. Your staff may wish to contact Robin Seiler of CBO’s Special 
Studies Division at 226-2S44 or Nabeel Alsalam of CBO's Health and Human 
Resources Division at 225-2639.

Sincerely,

June E. O'Neill

Attachment

cc; The Honorable James M. Jeffords 
Chairman
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USING AUCTIONS TO REDUCE THE COST OF 
THE FEDERAL FAMILY EDUCATION LOAN PROGRAM

July 1998

The Congress of flie United States 
Congressional Budget OfBce
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SUMMARY

The Federal Fazzuly Educaiioii Loan ^FEL) program^ uiiich eacourages private 
len(^ to make federally guaranteed loans to postsecondary students and their 
femilies, uses a formula to determine the yield that leaders earn on such loans. That 
formula effbctively sets a price for the sravices that leaders provide. Recent analyses 
by the Congressional Budget Oflgee (CBO) and the Dqjartment of the Treasury have 
highlighted two basic problems that result j&om that price-setting m/^hani«r.

First, the government cannot prevent some low-cost lenders from 
persistently abovo-nonnal profits. If the interest rate on FFELs is set too high, the 
government and students pay more than is necessary to get low-cost loiders to 
participate in the program. (Such leaders 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 borrow 
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 ^ose 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 bofii among lenders 
and over time. The problems are inherent in any effort to induce private firme to 
participate in a market by setting a uniform price to be paid for their services. CBO 
md the Treasury Department have determined that, because of those problems, the 
FFEL program costs taxpayers mom than is required to achieve its policy objectives.

The government recently lowered the yield that FFEL lenders earn on 
originated on or after July 1,1998. That rate is scheduled to drop further in October 
1998. The controversy surrounding those reductions in lenders' yields and 
recognition of the problems with the FFEL program discussed above, have led 
education policymakers to consider using auctions to bring new market incardves 
into the program. Auctions would allow lenders to compete by bidding for loan 
business. Competitive bidding would in effect replace the fixed intctest 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 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 favorable bids. Rights might 
be sold separately for very la^e schools and for groups of smaller ones organized 
geogr^hically or, perha^ by length of program, average cost of attendance, or
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whether the schools were public or private. Students at each school would be 
directed to the lender that bad won the right to make federally loans to
them. The interest rate fbimula and the current federal guarantee of 98 percent of 
loan prindpal would not be modified.

The rights-auction model would make only one change in the FFEL program 
—substituting a tights auction for stodenis' choice of lenders. Recent improvements 
made by schools^ guarantee agencies, and lenders m the delivery system for 
loans, as well any disadvantages of that system, would be refained. Laige-volume 
lenders might ha^^e a competitive advantage in bidding for the authority and 
obligation to lend to students at schools with which th^ alrearfy do business. Lendas 
that do a small volume of business or serve students at 5CTnall schools have a
competitive disadvantage.

A small-scale danonstration or pilot project could produce valuable 
infoimation about the strengths and weaknesses of rights auctions and about possible 
approaches to implementing them. Because such auctions would tnalce little 
in the current program, lenders would probably participate at a sufficient level to 
allow a pilot to produce clear results even if it was carried out on a amall scale. 
However, the schools taking part in a pilot would incur costs wife
changing to a new program, and their students would lose the ability to choose their 
lenders. Thus, the government might have to 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 a^r they were originated.
Cuneotly, many originaxors sell those loans to secondary-market oitities before fiie 
borroweis begin repayment The loans-'anction model would replace such voluntary, 
private transactions with mandatory sales that would occur under dose federal 
supervision. Proponents of that model believe the government could strucsture the 
auctioie $0 as to encourage greater competition among Imders and produce more net 
proceeds to the government than would occur under ri^ns auctions.

The loans-auction model is not fiilly developed, and significant further 
lefinement would be needed before tiie model could be tested in a pilot The model 
raises two key questions: what entities would originate FFELs and finan«> them 
prior to sale, and how would tiie govenunent determine the amount of compensation 
those entities received? With respect to the first issue, it would be difficult to use 
private lenders as originatois without overpaying them to some degree, since each 
firm would have an incentive to overstate its costs and tire government would have 
trouble collecting accurate mfoimation. If a new government-sponsored enterprise 
was created to ori^nate federally goaianteed student loans, it would be likely to have 
a dominant position in the market But an absence of competition would dampm the
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enterprise's incentive to hold down costs. Alteniativdy, the government c»tdd 
require the student-lending indnstiy to charter a mutually owned corporation that 
would ongjnale and provide short-term finding of FFELs. The otjective would be 
to structure the ownership and transactions of the corporation so as to give it an 
inc^rtive to keep costs down, althot^ an absence of competition would make that 
difQcult as well.

With respect to the second issue, it has been si^gested that the government 
would set minimum prices for diffoent bundles of loans to be sold If the winning 
bid fear a bundle of loans exceeded the minimum price, the sella: and tiie government 
would eadi receive a portion of the di:6ference. If all bids were bdow the Tnimmum 
price, the seller could retain the loans until the next auction, peth^ with the 
government piovidii^ financing. This approach would require the government to 
have reasonably good cost information, which would be difticult to obtain fiom 
private lenders.

A number of issues related to incorporating auctions into the FFHL program 
would deserve further study before a pilot began. Those issues include the siae of the 
savings e3q>ected to be a^eved from auctions, what rules for disclosure of bids 

would be advisable, the type of auction process most likely to ma?cimi7e the 
government's receipts, and the appropriate frequency of auctions. Other important 
topics for study are the potential efiecis of auctions on students' access to credit, on 
their abili^ to consolidate loans originated under auctions with tiiose originated 
outside auctions, and on schools, guarantee ^oicies, and differoit types of lenders. 
A final issue that menis consideration is whether possible changes in the terms of 
FFELs diould be evaluated in the context of a pilot.
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INTRODUCTION: PROBLEMS WITH WE FFEL PROGRAM

TTje Federal Family Education Loan (FFEL) program encourages private borrovmig 
and lending to students and dieir fiunilies to help diem pay for postsecondaiy 
education. Under the program, participating banks and oth» financial institutions 
lend mon^ to students at an intetest 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 s^pties to 
students once tiiey have lefl; school and have begun raying their loans. While they 
are in school, the interest rate is lower.) Lenders have found that rate attractive 
because the government assumes neatly all of the risk of de&ult by guaranteeing 98 
percent of tiie principal of the loans. That federal guarantee lowers the interest rate 
that private lenders would need to charge to earn an adequate profit; it also induces 
tiiCTi 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 bilk 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 finance their education. Most of the 
budgetary cost of the program stems from the substantial subsidies that are conveyed 
to students tfaiDti^ the government guarantee, fix>m 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 subsidiaed loans) while students are in school.' 
Lenders earn profits that are higher than normal (In the sense of being more than 
adequate to attract coital, given the risks of the business) to the extent that their 
yield exceeds their costs of originating, funding, and servicing the loans. Although 
the magnitude of above-normal profits for lenders is not known precisely, they 
probably account for only a fraction of the budgetary cost of the FFEL 

program.

A major source of inefficiency in the program is the govenuoent's use of a 
uniform interest rate formula to set the yield that lenders earn on all FFELs. That 
formula effectively sets a price fijr the services tiiat lenders provide. Two basic 
problems result from the price-setting mechanism. First, the government cannot 
preveol 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

Whenever ibe yield ilm kttdeis are entitled w earn on FFELs under 0«e pn^tBin exceeds tbe iniBiest 
rate paid by snidenis, Ae govenunent meltes special allowance payments to mala; tq> die difiaence. 
In recent years, these p^menis hawe accounted for a small portion of the program's COSL

1
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Students end iqi paying more than is necessary to encourage low-cost lenders to 
participate in the ptogram. Second, the government cannot ensure that all eligible 
students can borrow from private lenders. If the yield that lenders earn on FFELs is 
set too low, some financial institutions will not participate or will do business maiiily 
with schools vihosd 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. Another source is the fact that those costs vary 
considerably both among lenders and over time. Three &ctois are re^nsible for 
that variation. First, al^ou^ eadi lender's origination and servidng costs are 
relatively fixed, at least in the short run, there are significant difiemnoes in how much 
stnd^xts borrow.^ Because an FFEL Imder earng 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 efficimey of FFEL lenders. More 
effident lenders have lower pavloan origination, servicing, or fimding costs, often 
because they have larger loan portfolios that en^le them to achieve economies of 

scale. Third, lendas' costs vary as they adopt new technologies and as conditions in 
financial markets change.

In the past, the government ^ears to have set the yield that lenders earn on 
FFELs high enough to induce the industry to make loans to virtually all eligible 
borrowers. But that yield has been set highff than needed to encourage participaTion 
by low-cost lenders. As a result, such lenders have earned above-normal profits, 
vhidh has made die program more costly to tasqp^ers tiian it would be if each lender 
earned a yield that reflected its particular costs. No FFEL lender has an incentive to 
reveal its costs to the govetmnent, however, so the government cannot vary a lender's 
yield based on those costs.

As noted above, lenders' yield on FFELs has been reduced by 0.3 percentage 
points for loans caiginated on or after My 1,1998. That yield is scheduled to drop 
further—'by as much as 1.2 percentage points—^in October. Such adjustment^ 

however, cannot conect the problems associated with using a uniform interest rate 
formula. Within limits, lenders can le^nd to statutory reductions in the yield on 
FFELs by lowering their costs. As CBO's March 1998 analysis showed, loiders can 
reduce their origination and servicing costs by doing business mainly with schools 
whose students borrow large amounts; ihty can lower their fiinding costs by 
securitizing the loans they make. (Securitization is the process of selling deln 
securities to investors, with groups of loans serving as collateral for the debt.) To a

For cxanqrle, 9. March 199S analysis by CBO cstlina»d di« die aveia{6 levd of indebiednesB of 
stodenis leaving four^year colleges (ab«it 512,500 in 1996) is less dun half dnt of sntdeais leiving 
gnduaie and professional schools (about 526,000).
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such bdiavior lets lendeis continue to earn above-nonnal profits even after 
their yidd on FFEL$ has been reduced law. Moreover, eveaiifsHchiednctions do
cwtail fire high profits earned by some low>cost leaders, a suffidaifiy large reduction 
might also cause students at some schools to have trouble obtaining private credit.

USING AUCTIONS TO ADDRESS THOSE PROBLEMS

TTi'f^n^cf in II itroducing marketThe shortcomings of the FFEL program have i 
inc^tives that would stimulate competititui among lenders. Competition is already 
a feature of the program in that lenders compete to do business wifii students who 
attend specific schools and to consolidate the loans of borrowers x^^io ate in 
repayment But alfliough such competition can result in better service for indtaitions 
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 tac^>ayers. One possible way to 
lower dial cost is to incoiporate 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 
auctions (aiKl possibly of other approaches to bringing new market incentives into the 
program). Such a study could consider how auctions would affect all interested 
parties: students, schools, lenders, guarantee agencies, and taxpayers. The study 
could be followed by a small-scale demonstration or pilot jffoject to test alternative 
^ipToaches to inqilementmg auctions. This analysis by C^ provides an overview 

of how file 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 
analyze in more detail, and it discusses the infoimation that could be obtained 
throu^ a pilot The analysis focuses on two types of auctions for federally 
guaranteed student loans that have been discussed in fiie education-policy 
community. Those types differ wifii respea to what the govemmeox would sell at 
auction and how the lending process would be structured.

"Rights Auctions”: Auctioning the Anthoritv to Gnjnnatft VjJm

One type of auction could be added to the FFEL program without changing the terms 
of fed^ally guaranteed student loans and without imposing significant new costs on
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studenls, schools, guarantee agencies, or the government.* That type is known as 
"rights auctions" because the govemment would auction the authority to originate 
FFELs to a particular set of students. Eadi 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 groins of borrowers vriio matriculated at eligible 
postsecondaiy institutions during a particular school year and would last throughout 
their attendance at those schools. Allowing the winner of each year’s auction for a 
given school to lend to studmts 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 file number of lenders 
that each scibool had to deal with.

This model of FFEL auctions would be relatively easy to put in place, would 
require little change in the cunent deliveiiy system for loans, and would involve 
minimal additional investment by lendas or the govenunent Tl^ government would 
continue to rely on tiie private sector to organize and manage the process.
However, lend^ 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 orthe terms they offer to borrowers, as is the case today. To monitor lenders' 
performance, the government could establish a system in which schools and stodents 
reported on the quality of service they received.

Bidding in Rights Auctions. One relatively simple approach to taking bids in rights 
auctions would be to let lendas offer one-time payments to, or receive one-time 
payments from, the government in exchange for leiidmg authority. Lenders would 
offer to pay the government for such authority if they expected loans to have 
relatively high average balances and, therefore, low servicing costs per dollar 
borrowed Conversely, lenders that e^ipected loans to have high servicing costs 
would offer to assume the obligation to lend in exdiange for payments from the 
government That ^proach to bidding would allow auctioned FFELs to have exactly 
the same payment terms as ones originated before auctions began. Thus, all of the 
loans wDiild be as liquid and marketable in the seconckiy market as they are today. 
Other approaches to bidding in rights auctions are also possible and merit further 
study.

Anotiber approach to bringing new market incentives into the FFEL prognm to lower its con would 
betomodifrifaetenn3ofihcIoBi& Possible changes ineliideianovins the odUne on the interest rate 
paid by sptdcRis; allowing each aadenrs rate to be detoinkied by madeet conditions, and redneins the 
proportion of loan principal gnatameed by tiie federal govenunent A tborough analysis of such 
ch^es would have 10 examine their potoitial effect on the poli^ objectives of the FFEL pcogrem; 
it would also need to consider geneial isaues about the appropriate magnitude and targeting of fisd^ 
subsidies to students and the anvopriaie roles of fed^ oedh asistanco and grams as weamc of 
convi^mg tiiose subsidies. Such a discussion is beyond the Scope of this prelimijwy CBO analysis 
of auctions.
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Two features of auctions mi^t tend to lower the bids offered. First, 
lendos would be uncertain about the volume and characteristics of the loans that 
would be originated under each auction. Second, firms that woe new to student 
lending nu^ find that acquiring the capadty to originate FFELs was so costly as to 
deter them from bidding.

Some incumbent FFET> lenders could have a competitive advantage, and 
others a disadvani^, in bidding for the au&ority to lend to students at schools with 
which they now do business. Iftbe authority to lend to stndoits at a particular school 
was auctioned by itself (rather than with authority to lend to students at other 
schools), a lender that now does a large volume of leading 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 infonnation on file loan 
histories of students at the school. Conversely, a small lenda that made loans to 
students at a small sdiool might be at a disadvantage in bidding for the authority to 
lend to new studans 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 addition^ 
origination or shon-term funding capacity. However, those lenders could serve as 
ccadract origmators fbr wimung bidd^ 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 
progtaoL Over time, the lowest bids would tend to reflect file costs of the institutions 
that were the most efficient servicers and provides of long-tenn funding.

a number of ways. However, the ttade-oifs among the different approaches to 
implementation are not yet clear, which suggests fiiat determining which ap^Hoach 
would be most likely to achieve the program's goals is a practical issue that could 
best be settled throiii^ eiqierimeatalion. Thus, if the Congress wanted to pursue 

rights auctions in the FFEL program, it would sensible to conduct a small-scale
pilot program to discover the streogths and weaknesses of such auctions, and possible 
approaches to setting them up, before broadly in^lementing a full-scale auction 
system. A pilot could evaluate different designs in terms of how well they ptromoted 

.the goals of TninTmiring above-noimal profits earned by FFEL lenders, on the one 
hand, and ensuring borrowers' access to federally guaranteed student loans, on the 
other.

One issue to r«nridgr in dcsigntng a rigbts-auction pilot is whether students 
■vriro received loans ori^nated by lenders that had submitted winning bids would 
have the right to consolidate those loans with loans originaied outside the pilot. 
When a borrower consolidates several FFELs into a single loan, any lender holding 
a loan that is pr^aid loses the ability to expense its originaiion costs over the 
remaining life of the loan. In the currmt program, all lendos are on the same footing
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-with respect td that risk, and they can h<^ that such losses vvtil be balanced by gains 
fctnn making consolidation loans. Hbwcvex, lenders that had originated loans as part 
of a pilot would not be on the same footing as lenders that had not: having bid for
and won the right to make loans> tiiey would effectively incur different origination 
costs than other lenders. Thus, if students retained the ability to consolidate loans 
originated fliiough a ri^ts-auction pilot, the net proceeds to the government fi»m the 
pilot could be somevriiat lower than would be eiqpected under a full-scale 
auction system.

A pilot could evaluate several key issues idated to setting iq> rights auctions. 
One issue is whether it would be advantageous for the government to solicit s^aiate 
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 
hist refusal had been escncjsed. Some schools mi^t have a mix of boiroweis whose 
loans were expected to produce positive and negative rates of return. Separating 
auctions of rights foom obligations to lend could encourage lenders that specialized 
in high- or low-retum borrowers to bid for authority to lead at such schools. That 
could result in greater competition and higher net proceeds for the government.

A second implementation issuc would be how to bundle together loan- 
origination aulhority for sale. Bundling authority from multiple schools by state or 
geogt^hic region might encourage lenders to serve students at schools that were 

or vriiose students had low average levels of indebtedness. Anotirer option 
would be to bundle oiigioation 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 cbaxacteiistics. Alternatively, it might be 
advantageous to allow lenders in each year's auctions to tender bids for bundles of 
their choosing; that way, tbe bids would reveal the aggregation of origination 
authority in that year that would maximize tiie govenunent's n^ 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 fiill*scale system 
as smooth as possible. Obtaining information about how a full-scale auction would 
affect students, schools, and guarantee agencies would also be desirable. However, 
the government mig^t need to create financial incentives for schools to participate 
in pilots in order to secure the desired level of activity, since ri^ auctions would 
expose schools to tbe posability of having to deal ftequently wiih new leaders.

Tight*; ancriong would make minimal changes in the existing loan-delivery 
system and require little added investment, even modestly sized pilots would 
probably indicate foiriy dearly the magnitude of the savings to the FFEL program 

gf»nld result foom full-scale implementation. Ifa number of different approaches 
to implementing rights auctions were tested through pilots, it might be necessary to
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auction a significant pFopoition of the program’s loan volume to leam about 
^proach.

"Tur>ans Aiieriftns"; FwH<>rallv Matinged AtiCiftOns of Recently Originatpit FFPT.g

IncreasijDg 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 tiuough the auction process. Some analysts 
bdieve, however, that the current striKitute of the markets for originating, servicing, 
and fiinding federally guaranteed student loans might prevent rights auctions from 
significantly reducing the cost of the FFEL program. Those analysts argue that 
because new entrants into student lending must incur costs to develop the c^aciiy 
to originate FFBLs, rights auctions not produce much competition for the 
authority to 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 bonow 
large amounts would be likely to consolidate into a small number of lenders tiiat 
might eventually be able to avoid competing vigorously in the auction process. As 
noted above, another concern 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 tiiat model, kmowu as "loans auctions," 
the government would manage the sale of federally guaranteed student loans that h^ 

been recently originated by other parties. In managing the sales, the govemment 
would aim to structure the markets for originating, servicing, and funding FFELs so 
as to encourage greater competition among lenders than would otherwise occur. In 
the industry’s cuizent structure, many lenders provide short-term financing of tiie 
loans they originate but then, after borrowers leave school but before they begin 
repayme^ sell the loans to secondary-market entities, such as Sallie Mae (the 

Studoit Loan Marketing Association), that provide long-term funding of the loans. 
That process allows banks and otba lenders that deal directly with students to 
spedalire in originating FFELs; it also lets secondaiy-maiket entities specialize in 
borrowing large amounts of money and in servicing loans in repayment accoiding to 
federal regulations. Currently, all sales of federally guaranteed loans are private, 
voluntary transactions.

The loans-auction model b not fully developed, and significant fhititer study 
and refinement would be necessary before the model could be tested in a pilot. The 
model raises two key questions: what entities would originate FFELs and finance 
them pries' to sale, a^ ho'w would the government determine the amount of
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coiopeiisation those entities tecdved? With lespect to the fiist issue, existing FFEL 
laideis could perfonn the ongination and shortrteim funding functi(»is, but it would 
be difficult to avoid oveipayiiig tiiem 10 some d^tee, srnoe each tiim would have an 
incentive to overstate its costs, and the government would have difficult collecting 
accurate infoimation.

An alternative would be to give a new government-sponsored enterprise 
(GSE) tile authority to oi^nate federally guaranteed student loans, fund tiiem up to 
^e point at which bonowets started rqpaying, and then sell the loans at aucticai under 

terms ^cdfied by tiie govemment The government's implicit guarantee of the 
GSE's debt would convey subsidies that would probably enable the enterprise to 
dominate the market for origmating FFELs. However, if such a GSE bad a dominant 
market positioii, the absence of competition would dampen its incentive to hold down 
costs. This alternative would lack a key feature of tiK FFEL program:—the use of 
many private lenders—and wotdd somewhat resemble tiie federal dnect student loan 
program, in vdiich the govemment originates loans itself and finances them with 
Treasury funds. It would dificr fiom the direct loan program, however, in that loans 
would be sold to the private s^tor, which would lEinmce thttn 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-tenn funding of FFELs. How that would work is unclear, but the objective 
would be to structure the entity's ownership and transactions so as to give it an 
incentive to ke^ down its costs. Achieving that objective would be difficult witihoul 
competition, however.

With tespeci to the second issue, it has been suggested that the government, 
in inarts auctioDS, would set TPiniTnmri prioes fijT different bundles of loans
to be sold. If the winning bid for abundle of loans exceeded the minimum price, the 

3Q(i the govemment would each receive a portion of the difference. If all bids
were below the TninfrmiTn price, the seller could retain the loans until the next 
auction, perhaps witii the government providing financing. This ^iproach would 
require the government to have reasonably good cost infonnation, which would be 
difficult to obtain from private lenders.

Proponents argue that a potential advantage of loans auctions is that 
originators could keep the reqionsibility of servicing loans that were later sold at 
aiirtiftTi This feature, they clairn^ could mercase auction, proceeds by atocting 
bidders that do not have servicing c^iacity but are interested in receiving interest 
income and loan piincipaL But it is not clear how the government could separate 
servicing and long-tenn funding of student loans through loans auctions more 
efficiently than the private sector does now. Servicing and long-term funding are
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separated today when secondaiy-market entities securitize student loans they have 
purdiased ftom originators and when banks securitize loans they have originaied. 
Some originatois and secondaiy>matket entities also hire outside servicers to manage 
their student loan portfolios.

CBO's analysis of the loans-anctions model assumes that, both in a pilot and 
aiier a tranrition to a full-scale ^stem, FFELs sold at auction would have the same 
terms as ones originated before auctions. That could require tiie government to keep 
the bids tendered by specific lenders confidential. If those bids were made public, 
they would <xmv^ infbnnation about how much firms were willing to pay for loans 
sold in the secondary market outride auctions, whidh could undermine the firms' 
negotiating position in thatmaik^ How keying those bids confidential could afEect 
the govetnmeiifs net proceeds fi-om loans auctions deserves further study.

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

OTHER ISSUES TO CONSIDER IN INCORPORATING 
AUCTIONS INTO THE FFEL PROGRAM __________

: with auctions conducted by the Treasury Department,The governments experi* 
the Federal Communications Commission (FCC), and other agencies clearly 
indicates that details in the derign of auctions can have a significant effect on their 
proceeds. That suggests that studying design issues for FFEL auctions in mote dq>th 
before commencing a pilot would be worthwhile. In preparing a study, it might be 
useful to run cozeputer simulations or conduct experiments to eaqplore the 
implications of various design features, as tire FCC and tiie National Telecom­
munications and Information Administration did with the FCCs auctions.

CBO has identified a number of other issues rdated to incoiporatiirg auctions 
into the FFEL program tiial; would merit further study before a pilot b^an operating. 
First, it would be usefiil to estimate the magnitude of the savings tiiat auctions could 
be e^q^ected to achieve in the piogtam. Althou^ a small-scale pilot would probably 
shed li^t on that issue, it would be helpfiil to make an estimate of the potemiri 
savings before a pilot was launched.

A second issue concerns the possible effects that auctions could have on the 
objective of giving all eligible students access to federally guaranteed student loans. 
In particular, could reducing lenders' returns lead smne current l^ders to leave the
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indtjstiy? Would certain types of schools be likely to shift &om die FFEL program 
to the federal direct student loan ptogtam because of poor service from private 
lendas whose profits had been ledueed by the use of auctions?

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

Additional questions include. What information fi'om auctions would it be 
advisable for die government to make public or fceq? confidential? How would 
alternative disclosure rules affect die willingness of lendeis and secondary-maiket 
investors to participate in the indnstiy ? How fer before die begjiming of a school 
year or term would it he advisable to conduct rights auctions? How many rights 
auctions could practically be conducted at one time? How oflen ^uld loans 
auctions be conducted? And what type of auction process would be most likely to 
maximize the goveizuuenf  s reedpts?



The Chronicle of Higher Education: Articles http://chronicle.coni/che-data/arti...t-44.dir/issue-42.dir/42a00101.htm

The Chronicle of Higher Education

GOVERNMENT & POLITICS

June 26, 1998

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 ffee-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 earn. 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.

"It 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 if 
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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