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UNITED STATES DEPARTMENT OF EDUCATION

OFFICE OF THE DEPUTY SECRETARY

July 11, 1998

TO: Interagency Interest Rate Working Group

FROM: Office of the Deputy Secretary, US Department of Education
(Pauline Abemathy & Kristi Kimball)

CC: Mike Smith, David Fi'ank, Julie Green, David Longanecker, Diane Rogers,
James Kvaal, Maureen McLaughlin, Don Feuerstein, Jane Glickman, and
Stephanie Babyak

RE: Recent Media Coverage on the Direct Loan Consolidation Interest Rate
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Bergen Record

07/09/98; Edition: All Editions.=2 Star B. 2 Star P. 1 Star Early;
Section: NEWS; Page al9 Category: National

U.S. CUTS RATES FOR
THOSE WHO MERGE
STUDENT LOANS

By FROM NEWS SERVICE REPORTS

The Education Department is slashing interest rates for the
next three months for people who want to consolidate direct
student loans with federally guaranteed student loans.

Private lenders protested the move, calling it an unauthorized use
of federal money that violates "the level playing field principle"
allowing them to compete with the government.

Education Secretary Richard Riley made the decision July 1
that those who apply for loan consolidation or refinancing before
Sept. 30 can benefit from the interest rate sliced from 8.25
percent to 7.46 percent. The department hopes the new rate _ an
interim measure while Congress debates a higher education bill
to reauthorize the entire student loan program _ will become law.

http://web02/denarc.nsf/fc2e8d4b7b008ba3852565£50069126d/aa079¢15ec78da5b8525663d0057/11/98DpenD
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Education Daily
July 9, 1998 Category: Trade

Lenders Challenge ED On
Consolidated Interest Rate

by Eli J. Lake

Lenders say the Education Department broke its truce with them
this month by lowering interest rates for loans consolidated
through the department's direct student loan (DSL) program.

- A coalition of private lenders fears that bor-rowers will refinance
their Family Education Loans (FELs) with the government
because of the lower interest rates for DSL consolidated loans.

In a July 7 letter to Education Secretary Richard Riley, a
coalition of lender organiz-a-tions said ED's decision
"improperly use(s) the department's regulatory powers to engage

. in predatory conduct as a competitor in the mar-ket for student
loans."

ED announced June 19 that the interest rate for loans
consolidated through DSL. would be pegged to the rates for FEL
loans, which dropped to 0.8 per-cent July 1 (ED, June 25).

As of July 2, when the provision be-came ef-fective, students
now apply to consolidate their FEL loans with the government at

a lower interest rate than they currently pay on their student
loans.

Depending on how aggressively ED markets these more
attractive rates, FEL lenders could lose borrowers, destabalizing
the student loan market for years to come, they claim.

Lenders reason that their participation in the FEL program is
predicated on "reasonable ex-pectations regarding the life of the
loan," ac-cording to the July 7 letter. But the lower in-terest rates
would "erode all such expect-ations" by prompting borrowers to
premat-urely trans-fer their debt from the FEL lender to the
governmerit,

You're Breaking the Law

The lenders, however, do not stop at that. They claim ED's
decision violates the law prescribing appropriate administrative
pro-cedures for fed-eral agencies.

- Lenders claim that because the initial rates for consolidated DSL
' loans were subject to an ex-tensive rulemaking process, ED must
use the same process if they change the rate now.

http://web02/denarc.nsf/fc2e8d4b7b008ba3852565£50069126d/e9c63fad72c983d28525663¢005¢7/11/98)penDo
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e
"We believe their actions are illegal," said Paul Carey, executive
vice president of the Student Loan Marketing Association
(SallieMae), a sig-nator of the July 7 letter.

At the same time, Carey said the lending com-m-unity has no
[ plans to file a legal chal-lenge against ED over this provision.

An ED spokeswoman said the department be-lieves it has acted
in accordance with all rele-vant law and regulations.

HEA Preempts The Rate Change

If ED were to seek public notice and com-ment, many observers
predict that new changes to the Higher Education Act would
preempt this rate change anyway.

H.R. 6, the pending House HEA package, re-quires ED and
private lenders to set rates for consolid-ated loans through a
weighted average of all the loans the borrower wishes to
consol-idate. S. 1882, the Senate's HEA bill, would allow ED to
write regulations for setting this inter-est rate.

"This is not a way to build good will with Con-gress. We are
surprised that they have gone ahead and done this," said Jay
Diskey, spokes-man for the House Education and the Work-force
Committee, "We are headed into a House and Senate conference
and I'm sure that we will address this."

In addition to legal concemns, the lending in-dustry estimates that

the new rate change will cost the federal government $2.5
billion.

http://web02/denarc.nsf/fc2e8d4b7b008ba3852565£50069126d/e9¢63fad72c983d28525663c005¢7/11/98)penDo
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Associated Press
07-09 2:36a Category: National

Government lowers
consolidation interest rate on
student loans

By KALPANA SRINIVASAN

Associated Press Writer

WASHINGTON (AP) - Private lenders are complaining about a
decision by the Education Department to slice its interest rate
for direct consolidated student loans, but the agency says the
move will trim hundreds and even thousands of dollars off the
final tab of some people's college loans.

The Education Department decided on July 1 to cut the interest
rate from 8.25 percent to 7.46 percent for those who want to
consolidate their direct student loans with federally guaranteed
student loans before Sept. 30. The interest rate cut means that, on
average, people will save about $50 for $1,000 borrowed over
the life of their loans, the department said. Someone who
consolidates about $19,000 in loans will save nearly $1,000 over
the standard 10-year loan period.

But private lenders, who comprise the other component of the
guaranteed student loan program, worry the government will lure
away students with lower interest rates. They have protested the
move, calling it an unauthorized use of federal money that
violates "the level playing field principle" allowing them to
compete with the government,

In a letter to Education Secretary Richard Riley, a coalition of
associations representing lenders, guarantors and secondary
markets, challenged the legality of the interest rate reduction,
saying it would require unauthorized spending of federal funds.
Among the signers is the Student Loan Marketing Association,
known as Sallie Mae, the federally chartered, privately financed
corporation that is the nation's largest buyer of
government-guaranteed student loans.

"We believe the proposed plan is arbitrary and capricious, an
abuse of discretion, and in excess of statutory authority," the
groups wrote in a Jetter Tuesday.

- They added that "the proposed action also would destabilize the
= student loan markets, rupture the cooperative public/private
- partnership that has helped to make the American educational
system available to millions, and violate the level playing field

hitp://web02/denarc.nsf/fc2e8d4b7b008ba3852565£50069126d/865¢{8852ef4d6b08525663c005¢7711/98)penDo
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principle that the Congress and the administration have
promoted."

The department has defended the new rate - an interim measure
while Congress debates a higher education bill to reauthorize the
entire student loan program - and hopes it eventually will
become permanent.

The new rate is intended to make the system consistent, so that
the interest students pay for new loans are the same as the
interest they pay for direct consolidation loans, said department
spokeswoman Julie Green.

She said the measure will "help students who are struggling to
repay their loans.”

http://web02/denarc.nsf/fc2e8d4b7b008ba3852565{50069126d/865e18852ef4d6b08525663c005¢7/11/98)penDo
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07/08/98

Student Loans -2: Lawmakers Say Plan Violates

Compromise

Sallic Mae and other lenders arguc tha
applying the interest rate lo consolidation
loans will unfairly allow people b
refinance their old ioans that carried higher
intcrest rates at’ a lower rate. A
consolidation loan occurs when when two
of more loans are made into a single loan.

Federal law has typically required
interest rate on consolidated student loans
to be an average of therate of each existing
loan that is tumed into a singlg
consolidated loan.

Lawmakers wamned that rules
surrounding loan corsolidations will be put
back into place - cffectively block the
department from offcring consolidation
loans at 736% unless all of the underlying
studcnt loans were originally made at that

rate. That is unlikely, however, because the
only loans made at that rate are tho
issued since July 1.

"Wec believe any changes to the
consolidation progmam would &
inconststert with the with the compromise
which passed the House,” said Rep. Bat
Gordon, D-Tenn, and other (g
Democrats on the House Educatian
Committee in a letter to Educaton
Secretary Richard Riley.

The lawmakers also said they ae
concemed the new interest rate woulf
result in another backlog of loa
consolidation applications. Last year, the
department's loan consolidation progran
was temporarily shut down because it hag

a backlog of more than 80,00
applications,

Sallie Mae ofTicials said the departenent
also violated fedcral rule-makirg
procedures in implementing the new rae
for consolidated loans.

Whenever agovemment agency makes
a subsiantial policy change it typicaly
publishes proposcd rules in the Federd
Register for publiccomment before issuing
final rules. The Education Department
simply published the lower consolidated
student loan rate as a final rule withou
issuing it first for public comment _
~Jeanifer Corbett Dooren; 202-862-9200
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Philadelphia Inquirer
July 8, 1998 Category: Local

A chahce to cut down
college-loan debt

The interest rate was cut for those who refinance. Critics say
the move will hurt private lenders.

By James M. O'Neill

INQUIRER STAFF WRITER

Borrowers still struggling under a heavy burden of student-loan
debt have a three-month opportunity to slice hundreds -- even
thousands -- of dollars off what they ultimately will have to pay.

In a move that has upset some congressional Republicans and
private lenders, the Clinton administration has slashed the
interest rate by 0.8 of a percentage point to 7.46 percent for those
who want to consolidate or refinance their student loans through
the federal direct student-loan program.

Those who apply for a loan consolidation between now and Sept.
30 will save about $50 per $1,000 borrowed during the life of
their loans, according to the administration. It said that an
average student, who consolidates close to $19,000 of loans,
would save nearly $1,000 during the standard 10-year loan.
Graduate students who had even higher debt would save even
more,

Republican critics contend the administration is raising false
hopes for borrowers, given the department's track record
handling a previous rush of applications to consolidate loans.

They also say the administration is trying to undermine the larger
portion of the student-loan market -- that handled by private
lenders -- because the lenders cannot match the government's
unnaturally low interest rates.

The move comes as Congress debates the most equitable way to
reduce rates for new student loans in a reauthorization of the
Higher Education Act.

"It's a large drop in the rate, and that's a great deal for students,"

said Larry Zaglaniczny with the National Association of Student
Financial Aid Administrators.

"This is a very important move because students are so much

- more burdened with debt now than they used to be," said Dave
Conway, director of financial aid at St. Joseph's University.

http://web02/denarc.nsf/fc2¢8d4b7b008ba3852565f50069126d/b9a264582232d7£c852566350057/11/980penD
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Through the years, the federal government has shifted its
approach to student financial aid, emphasizing loans rather than
grants. The College Board said that low-interest, guaranteed
student loans now comprised 60 percent of all federal student aid
versus 40 percent in 1980-81.

The guaranteed student-loan progam has two branches. Direct
student loans are administered by the government. The other and
larger portion involves lending by private banks. Normally, this
makes no difference to students, who get the same interest rate
from either program.

But the Clinton administration controls the direct-loan portion,
and by lowering the rate for consolidating loans through that
program, has provided students with a better rate than they can
get by consolidating through a private lender.

Key Republicans, quick to point out they do not oppose lower
loan rates in theory, criticized the move, saying it is an attemnpt
by the federal government to grab student customers from private
lenders. '

And they question the Department of Education's ability to
handle a potential avalanche of requests to consolidate loans.
Last fall, the Clinton administration had to halt the
government-run loan consolidation program for four months
because it could not handle a backlog of more than 80,000
consolidation requests.

Now, 81.6 million outstanding student loans are held by private
lenders and another 6.9 million loans are administered directly
by the federal government. The loans have an aggregate
outstanding balance of $132 billion. In a given year, private
lenders with loans guaranteed by the Pennsylvania Higher
Education Assistance Agency write about 285,000 student loans
to Pennsylvania residents alone.

"We're concerned because the entire direct-loan consolidation
program is a failed program," said David Foy, spokesman for
Rep. Howard McKeon, (R., Calif.), who leads the education
subcommittee that monitors the loan program.

"By cutting the rates now, the Clinton administration will merely
lead more students into a faulty program," Foy said. "It's like a
used-car salesman reducing the interest rate on auto loans to
unload a bunch of lemons. We still have no firm proof the
department has taken real steps to clean up the bureaucratic
mess."

Maureen A. McLaughlin, deputy assistant secretary at the U.S.
Department of Education, said the department took steps to
ensure a backlog did not recur. She said the company hired to

- handle applications had new contractual performance incentives
and had been directed to hire extra staff. *

But McKeon considers the new policy as "another attempt by

http://web02/denarc.nsf/fc2e8d4b7b008ba3852565£50069126d/b9a264582232d7{c852566360057/11/980penD
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President Clinton to try to undercut the private lending program
through the back door," Foy said.

Thomas Lustig, director of marketing for PNC Bank's
education-loan center, said that if the new interest rate held
beyond the three months, it certainly would affect the bank's
volume of consolidated lending.

"And it would cause a significant runoff in our normal
student-loan" customer base, he said.

Clinton officials counter that a private lender is not restricted
from lowering its own consolidation rates. But Keith New,
communications director for the Pennsylvania Higher Education
Assistance Agency, the second-largest guarantor of student loans
in the country, said it would be difficult for a private lender to
cut its rates to the government's level because it had overhead
costs the government did not face.

"We're not aware of any private lender able to match the
government's new rate right now, but we do provide reliability
and efficiency," New said.

He said 80 percent of consolidation applications made through
PHEAA were processed within 30 days.

The Clinton administration dropped the government's
consolidation rate so that it would mirror the rate approved by
Congress for new direct student loans and new private-lender
loans.

That new loan rate also lasts for just three months -- as a stopgap
measure unti] Congress finishes debate and passes a larger
higher-education bill to reauthorize the entire student-loan
program.

Meanwhile, for the next three months, students can apply to
refinance through the direct-loan program to secure the lower
rate, Those who already have a pending application for a loan
consolidation through the direct-loan program need not reapply.
But those who previously consolidated need to reapply to get the
new rates. Those interested in consolidating can call the
direct-loan program at 1-800-557-7392.

http://web02/denarc.nsf/fc2¢8d4b7b008ba3852565£50069126d/b92264582232d7£c8525663b0057/1 1/980penD



JUL-18-1938 16:83 OFC OF THE DEP SECY 202 4a1 sS@27

Monday, July 6, 1998

Education Department Offers Interest-Rate Break
on Refinanced Student Loans

8y DOUGLAS LEDERMAN
WASHINGTON

The Education Department will lower for three months the interest
rate paid by borrowers who refinance their student loans in the
direct-loan program, despite opposition from key Republicans in
Congress.,

The Clinton Administration had announced the move more than a
week ago, and the Education Department made it official on
Thursday.

Department officials said they were dropping the rate for
consolidated loans to match a new, lower rate that Congress set
for guaranteed student loans in a bill approved in May. The new
rate for guaranteed loans, which is eight-tenths of a percentage
point below the previous rate, will be in effect through October 1.

"We're doing this to make sure more students pay the lowest
possible rate," said Maureen A. McLaughlin, Deputy Assistant
Secretary for policy, planning, and evaluation.

Republican lawmakers have complained that cutting the rate at

which students refinance their loans in the government's direct-loan
program will give that program an edge over the
guaranteed-student-loan program by offering terms that banks

cannot match.

Some legislators also fear that the Education Department will be
unable to handle the flood of borrowers wishing to refinance their
loans, given the events of a year ago. Last August, facing a
backlog of 80,000 borrowers seeking to refinance their loans, the
department was forced to suspend its consolidation program for
four wmenths.

Ms. McLaughlin said the department and its contractors were
"working hard" to insure that they could handle the new loan
volume.

Copyright c 1998 by The Chronicle of Higher Education

-
-

P.12-18
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Education Department to Offer Lower Interest Rate to
Student-Loan Consolidators

The Education Depanment said last
week that it would lower for three
months the interest rate paid by
barrowers who refinance their student
loans in the direct-loan program,
despitc  opposition from key
Republicans in Congress.

Department officials said they were
dropping the rate for consolidated loans
1o match a new, lower rate thdt
Congress set for guaranteed student
loans in a bill approved in May. The
new rate for guaranteed loans, which js
eight-tenths of a percentage point lower

than the previous raie, will be in cffcct
through October 1.

"We're doing this to make sure more
students pay the lowest passible rale,”
said Maurcen A. MecLaughlin, Deputy

Assistamt  Sceretary  for policy, -
planning, and cvaluation,
Republican lawmakers had

complaincd thal culling the rate at
which students refinance their loans in
the government's dircct-foan program
would give that program an edge over
the guaranteed-student-loan program,
by offering terms that banks cannot

match.

Some legislators also fear that the
Education Department will be unabie 1o
handle the flood of borrowers wishing
to refinance their loans, given the
cvents of a year ago. Last August.
Tacing a backlog, of 80,000 barrowers
secking to refinance their loans, the
depaniment was forced 1o suspend its
consolidation program for four months.

Ms. McLaughlin said the department
and its contractors were “working hard”
10 insure that they could handle the new
loar volume. =

P.13-18
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June 29, 1998

Education Department Will Cut Interest Rates for Some
Refinanced Student Loans

By STEPHEN BURD

WASHINGTON

The Clinon Administration is planning
to offer borrowers who want to refinanc
their student loans in the direct-lom
program a great deal — but perhaps for 2
limited time only.

In a letter to Congressional leaders i

Junc, Marshall S. Sraith, the department’s
Acting Deputy Director, announced thag
beginning July 1, the Administratin
would slash for three months the intcreg
rate that the govemment chargs
borrowerswho consolidate their loans into
direct lending,

The mave, the Education Department
said, is meant to allow borrowers who wish

to refinancc their loans the chance o
benefit from the same reduced intered
rates that Congress has granted nov
borrowers.

But the announcement angeral
Republican lawmnskers, who saw the move
as an cffort to give the direct-loan program
dominance inthe market for consolidated
student loans by offering terms that banks

24

cannot match. They also questioncd
whether the direct-loan program was rcady
to handle a new flood of borrowes
wishing to consolidate their student loans.

[t doesn't make sense tome why they
would want to owerfoad a program that has
had such problems,” said Rep. Howard P.
(Buck) McKeon, the Califomia
Republican who heads the House

- subcammittee in charge of rencwing te
Higher Education Act.
~ Inaclased-dor meeting last week, Mr.
‘McKeon urped department officials ©
reconsider their decision, waming the
proceeding could force lawmakers to shut
them out of the fina! negotiations on a bilt
to renew the Higher Education Act. As of
presstime, the department had not backed
down, but a spokeswoman thes
acknowledged that it was in “discussions”
with Republican lawmakers over the
matter.

In May, lawmakers atached to a
transportation bill a provision that woul
lower the interest ratc on new studert
loans in the guarantced-loan program ty
eight-tenths of a percentage point fara
three-month period starting July 1. Tre
legistation, which was meamt ©
temporarily avert an inmpending crisis in the
program, was overwhelmingly approvd
by Congress and sgned by the President in
June.

Attaching the temporary provision @
interest rates was meant to buy lawmakers
more time g_& complete work on legislation

-t

torenew the Higher Education Act, which
contzins a longer-term version of the
interest-rate pravision that was included in
the transpartation bil (The Chronicle, June
5),

The vransportation measuredid not sct
the interest rate for borrowers who wish to
refinance their loans during the thres
months. Consolidation allows student
who have loans frommore than one lender
to combine theirdebts into one loan, with
one monthly payment

College lobbykts and student advocates
haveurged the Education Department and
lawmakersto lower the rate for individuals
consolidating their debts in the lom
programs. They have argued that thoe
who seek to case their debt burden by
rcfinancing their loans should not have to
pay higher interest rates than those wit
new loans.

Mr. Smith wrote to lawmnakers that the
department would like the twmporay
reductionin the interest rates for bofrowers
who consolidate loans in the direct-lom
pogramio be extended to those who do so
in the guaranteed-loan program, as well as
to be made permanent in the Highe
Education Act legislation, But he noted
that the department lacked the authority 10
reduce rates, even lemporarily, for thos
who wished to consolidate their loans
the guaranteed program.

*We know you share our dcsire to
reduce costs as much as passible fa
bomowersin both programs, and we would

.

like to work with you 10 enact legistation to
improve the terms of the guarantecd-lo
program's Consolidution Louns w ntaidt
the terms of Direct Consolidation Loans as
saon as possible,” Mr. Smith wrole,

But Republicans said they did not
believe that lenders would be sbic
consolidate loans under those terms. Lag
year, when Congress approved a bil
requiring lenders to reduce their intered
rates on consolidated loans by as much as
a percentage point, Sallic Mac stoppd
consolidating loans, saying that doing so
was no longer profitae. Before that, Sallie
Mae was the top privale consofidator o
loans. :

Republican lawmakers also wondera
whether the Education Department wii
setting up iself — and loan borrowers —
for disaster. Last August, the department
citing a backlog of more than 80,00
bomawers secking to refinance their loans
into direct lending, was forced to suspend
its consolidation program for faur months.

Despite assurances by department
officials that the program is now runnirg
well, Republican Bwmakers were skeptical
that it could handic a flood of nav
applicants altracted by the reduced rates

“If the interest raie on gunsoldali
loans is 100 fow. banks will Nee. und U
only one lefl in the program will be
government,” said Mr. McKeon. “If the
department then is not able to handle tie
increased load, and the program collapscs,
1 don't see how that will heip srudents. W

P.14/18
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Education Daily
June 25, 1998 Category: Trade

ED To Lower Rates On
Consolidated Direct Loans

by Eli J. Lake

The Education Department is lowering interest rates on loans
consolidated through the direct student loan (DSL) program, a
move Senate Republicans fear will overload ED's fragile loan
management system.

Last week, the department announced that the interest rate on
loans consolidated through the DSL program would be pegged to
the interest rates for Family Education Loans (FELs), which will
drop 0.8 percent July 1 (ED, May 26).

Senate Labor and Human Resources Com-mittee spokesman Joe
Karpinski said this decision likely could cause backlogs for ED.

" We are concerned that the new interest rate will create an
increase in volume for a system that the department is having
difficulty man-aging," Karpinski said.

But ED officials deny the lower interest rate will slow down the
process, under which ED combines separate loans borrowed by
one student into a single account.

"As a result of significant improvements made last year, we are
now consolidating more than 6,000 applications a month," an ED
spokes-woman said.

ED temporarily halted its loan combination op-eration last
August afier congressional in-vestigations turned up some
serious manage~-ment weaknesses (ED, Aug. 29, 1997).

ED's woes prompted Congress to pass H.R. 2535, which allowed
FEL providers to combine DSLs for one year (ED, Oct. 2, 1997).

H.R. 25335 set the interest rate on FEL con-soli-dated loans as a

weighted average be-tween the loans the borrower would merge
together,

The House adopted this formula in H.R. 6, its Higher Education

Act (HEA) reauthorization plan, for both the FEL and DSL
programs.

= The Senate kept the weighted average for FEL consolida-tions
' but allow-ed ED to establ-ish the consol-id-ated loan inter-est
rate for DSL loans through regulation.

hutp://web02/denarc.nsf/fc2¢8d4b7b008ba3852565f50069126d/45a3a1 64656948e8525662e0057/1 1/98)penDo
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University and student groups favor a prop-osal to peg combined
loan interest rates to the in-terest rate for guaranteed loans taking
effect July 1.

Last week ED took matters into its own hands, setting the
interest rate for loans consolidated through DSL at the 91-day
Treasury bill rate, plus 2.3 percentage points. The formula that
will take effect for FEL loans next month.

In a June 19 letter to leaders of the House and Senate committees
authorizing HEA, ED Act-ing Deputy Secretary Marshall Smith
wrote, "We regret that the law does not en-sure bor-rowers in
FEL receive this same benefit as borrowers consolidating Direct
loans."

While student groups were thrilled with ED's decision, lenders
were concerned the move would give the DSL program an unfair
ad-vantage over the FEL program.

After Congress passed H.R. 2535, the nation's largest student
loan lender, the Student Loan Marketing Association,
discont-in-ued all such loan groupings (ED, Nov. 18, 1997).

Mark Brenner, the Education Finance Coun-cil's general counsel,
said that FEL providers are at a distinct disadvantage in the loan
merger market because FEL lenders must pay ED a 1.05
percentage point fee on every loan they combine.

"I'm encouraged ED wants to lower the consoli-da-tion rate for
FEL, Brenner said. "The way to do this is to do away with the
tax on FEL providers."

The Senate is not expected to take up HEA legislation until next
month.

http://web02/denarc.nsf/fc2e8d4b7b008ba3852565f50069126d/45a3a1646156948e8525662e0057/11/98dpenDo
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16. Chronicle of Higher Education-- Academe Today

June 23, 1698

White House Grants Temporary Cut inn Interest Rate on
Refinanced Student Loans

By STEPHEN BURD

WASHINGTON

The Cliston Admingtration anmounced
on Friday that it would slash for thra:
months the intcrest rawe that e federd
governmentcharges borrowers who want
to refinance their student loans into Ut
dircci-lending program.

The move, theEducatdon Department
said, is meant 1o give borrowers who wish
1o consolidate their student-loan debt te
chance lo take advantage of the sam:
reduced intcrest rates that Congress hs
granted new borrowers. But Republica
lawmakers and lenders said they saw (e
department's move as an cffort 1o gan
dominance over the
student-loan-consolidation market by
offering tems that banks could not match.
They eiso questioned whether e
department's dircci-loan  program  was
ready to handle & new flood of borrowes
wishing to consolidate their student loans.

In May, fawmakers attached w0 a
transportation bill a provision that would
lower the interest ratc on new student
loans by 0.8 of a percentage point fora
three-month period starting July 1. Tic
legislation, which was meant %
temporarily avert an impending crisis in the
guaranteed-student-loan program, was
overwhelmingly approved by Congres
and signed into law by the President ths
month.

The decision to attach the temporay
provision on inlerest rales was meant ©
buy lawmakers morc time to complet
work on legislation 10 rencw the Highe
Education Act which contains a
longer-term version of the compromisc on

student-loon  interest rates  that  was
included n the transponation bill. (For
backgraund, sce a story that appcared i
The Chronicle on June 5.)

The legislation did not sct the inlcres
rate for borrowers who consolidated thet
loans during that interim  period
Consolidation allows students who hae
loans from more than one lender
combine their debts ino one loan, with one
monthly payment.

Student advocates and college fobbyists
have urged the Education Department to
lower the rate for people consolidatig
their debts. They have argued that thos
wha seek to case their debt burdens by
refinancing their loans shouldnot have 1o
pay higher intcrest rates than those wio
take out new loans.

In a letter to Republican Congressional
leaders announcing the dcpartments
decision, Marshall S, Smith, the
depariment's Acting Deputy Director, said
that the department would like Ue
short-term reduction in intcrest rates for
loan consolidators in the direct-lom
progam (0 be cxiended o dr
guaranteed-loan program and to be mad:
permanent in the legislation rencwing te
Higher Education Act But he noted tha
the department lacked the authority to
reducc rates, even tcmporarily, for thos
who wished 1o consolidate their loans n
the guaranteed program,

"We regret hat the faw does not ensure
borrowers  consolidating  in  the
guaranteed-loanprogram receive this same
benefit as bomowers consolidating in
Direct Loans,” Mr. Smith wrote. "W
know you share our desire (0 reduce costs

as much as possible for borrowers in both
programs, and we would like o work with
you to cnact legislation to improve tle

terms of the guaranteed-loan programys

Consolidaticn 1oans to match the wrms of
Dircat Conselidation Loans as soon &

possible.”

But Republican lawmakers sid they
did not believe tigt kenders wualdbe ably
ta consolidate loans undcr those terms
Last year, when Congress approved a bil
requiring lenders w reduce their interes
ratcs on ¢onsalidited loans by a percentage
point, Sallic Mac stopped consolidatirg
loans, stating that it could no longer make
a profit on such Joans. At the time, Sallis
Mae was the top private consolidator d
loans.

Republican lawmakers also questioned
whether the depanment was setling itself
— and borrowers — up for disuster Las
August, the departrent, citing @ buchlog ol
more than 80,000 bomowers sceking U
consolidate multiple swudent loans inp
single direct loans, was ferced 1o susperd
its consolidation program for four months.

Despite department assurances that the
program was running fine now, aides b
Republican lawmakers were skeptical that
it could handlc a flood of new applicants
excited by the reduced rates.

This is a bit like a car dealer dropping
interest rales on bans for emons.” said Jay
Diskey. a spokesman for the House o
Representatives Commiltee on Education
and the Workforce. "Bomowers shoull
beware: This is the same depanment tha
lcft students hanging for months las
ycar."Hl

P.17/18



JUL-18-1998 16:4

OFC OF THE DEP SECY

7. Money Magazine
June 1998 Page 134

Beyond The Consolidation Haze

By Kelly Smith Time Inc.

If you're looking for a way to cut
student-loan costs and the buzz about loan
consolidation has left you conjused, thar's
understandable. Over the past ninc
months, the business of consolidating
several stdent loans into one has changed
more times than a recenl grad's carea
plans,

. To begin with, thc Department of
Education (DOE) tcmporarily stoppad
taking new consolidationapplications last
fall aftcr a backlog of 84,000 built up
Then in November, Sdlie Mae also suid no
to new petitions. To avert further backlogs,
Congress kt private lenders consolidate all
govemmentbacked loans, including dircct
loans, through next September am
lowered the typical intcrest rate from about
9% t0 no more than 8.25%. The upshot is

4

marc convenience and lower paymens
now. “Consolidation isa better dea! today
than it was a year ago,” says David
Longanecker, the DOE's assistant
secretary for post-sccondary education.

Maybe so. but you should not let thi
hubbub obscure a drawback. When ya
consolidale student loans, you cut yoir
payments by 10% to 40% becauxe yau
stretch oul your debt. However, extending
your loan from the standard 10 years to as
long as 30 ycars could more than double
the total interest you'll pay for an education
you've long forgotten.

So consider mother way to relieve your
student-loan burden. Most
lenders—including Sallie Mae

£800-524-9100)—offer repayment options

pside from consolidation that lower you

202 401 9827

payments without substantially dragging
out your loan. For exanple, you can opt for
a “graduated repayment” schedule, unde
which you make low payments now and
progressively higher payments over I
ycars as your income presumably rises.
You can also try less formal wethods
Some lenders will i vout ratle vt
percentage pointy oive yuu ntithe b
consecutive timely puyments wnd wil
shave another quarter-point if you make
automatic electronic transfers from a bank
account, If your lender doesn't offer ary
consolidation options, call the DOE
(800-557-7392), the nonprofit lende
Nellic Mae (800-634-9308) or a privat
lender who docs, such as Citibark
(800-934-1900) or PNC Bank
(800-762-1001)m :

TOTAL P.18
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SALLIE MAE, INC.
11600 SaALLIE MAE DRIVE
RESTON, VIRGINIA 20193

July 7, 1998

The Honorable Richard W. Riley
U S. Department of Education
600 Independence Avenue, S.W.
Washington, D.C. 20202

Dear Mr. Secretary:

This letter is being sent to advise you of our serious concemns regarding the
proposed action of the Department of Education with respect to interest rates on Direct
Consolidation Loans. For the reasons outlined below, there are substantial grounds to
conclude that the Department’s action would be unlawful on both procedural and
substantive grounds. Moreover, the Department’s proposed action would entail an
upnauthorized expenditure of over $2.5 billion in federal funds, reducing retroactively the
loan obligations of college and professional school graduates at the expense of future
beneficiaries of government programs. The proposed action also would destabilize the
student loan markets, rupture the cooperative public/private partnership that has helped to
make the American educational system available to millions, and violate the level playing
field principle that the Congress and the Administration have promoted.

As stated by the Department, Congress included provisions in the Transportation
Equity Act for the 21* Century (“TEA”) that set a temporary interest rate applicable to
new student loans that are disbursed between July 1 and October 1, 1998. However,
Congress chose not to apply this new rate to consolidation loans that are disbursed during
that period. In doing so, Congress was aware that, under the Department’s regulations,
the interest rate for Direct Consolidation Loans “is equal to the bond equivalent rate of
91-day Treasury bills auctioned at the final auction held prior to ... June 1 plus 3.1
percentage points, but does not exceed 8.25 percent.” Congress clearly expected that, if
the Department of Education wished to change its regulations, it would follow the
rulemaking procedures required under Section 457(a)(2) of the Higher Education Act
(“HEA”™) and the Administrative Procedures Act (“APA™). Thus, the direct consolidation
loan interest rate regulations initially were subject to negotiated rulemaking, and then were
promulgated pursuant to the notice and comment provisions of the APA. See 59
Fed Reg.61664 (December 1, 1994). There is no justification for a departure from such
procedures here.

-’
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The Honorable Richard W. Riley
July 7, 1998
Page 2

As you know, pending legislation that passed the House by a vote of 414 to 4
would set the interest rate on direct consolidation loans at the weighted average rates for
the loans being consolidated, which is the same level as for FFEL consolidation loans.
The general premise of the HEA is the maintenance of comparable terms between the
FFEL and Direct Loan Programs. The pending legislation affirms that policy; whereas the
Department’s proposed action would contradict it. Moreover, the loan consolidation
program was never intended to be a refinancing program, which it would become under
the Department’s proposed action. Essentially, loans disbursed prior to July 1, 1998 at the
prescribed statutory rate equal to the Treasury Bill rate plus 3.10 percent would be
refinanced at the Treasury Bill rate plus 2.30 percent, in violation of the statutory scheme.
If Congress had intended this result, TEA would have simply revised the rate on such pre-
July 1, 1998 loans retroactively, rather than establishing the lower rate prospectively only
for loans made on or after July 1, 1998.

Thus, in addition to representing a substantive change in regulation without
adhering to required rulemaking procedures, we believe the proposed plan is arbitrary and
capricious, an abuse of discretion, and in excess of statutory authority in violation of
Section 706 of the APA in that it would (i) undermine the statutory framework established
for interest rates on student loans, (ii) spend valuable government assets without
benefiting the vast majority of taxpayers, (iii) improperly use the Department’s regulatory
powers to engage in predatory conduct as a competitor in the market for student loans,

-(iv) subvert the FFEL Program, and (v) undermine the legitimate financial expectations of
the participants in the FFEL Program, including major financial institutions and public
investors.

The Department’s plan would result in a huge unauthorized expenditure of
taxpayer funds at the expense of future student loan borrowers. We estimate that the
federal budget cost attributable to applications submitted over the next three months
exceeds $2.5 billion. Clearly, it is up to Congress, not the Department, to determine how
to spend limited federal funds.

Finally, we note that the Department’s actions could disrupt the stability of the
student loan marketplace. Lenders choose to participate in the FFEL Program based in
part on reasonable expectations regarding the expected life of loans. The cost to lenders
to generate the money used to fund student oans is based on similar expectations.
Lenders and investors have developed those expectations based upon the historically
cooperative public/private partnership that has existed in the student loan marketplace, and
because of Congress’ (and the Administration’s) oft-stated intention to maintain two
strong student loan programs. However, the Department’s plan would erode all such
expectations. The disruptive effect of this rate change, with no notice and opportunity to
comment, would affect the confidence of the markets for years to come. This would
impede-the flow of fresh capital into the student loan markets, affecting the availability of

~ loans to future students and raising the cost of the student loan program to taxpayers.
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The Honorable Richard W. Riley
July 7, 1998
Page 3

We therefore reiterate our strong opposition to the Department’s proposed action,

We would hope that the Department will reconsider and let the issue be resolved by the
Congress. Should you go forward with the proposed action, we would be forced to
consider challenging the legality of such action and taking other appropriate steps. In
order to avoid a potential conflict, we would appreciate the opportunity to talk with you
directly, and will contact your office to arrange such a meeting.

Sincerely,

Coalition for Student Loan Reform

Consumer Bankers Association

Education Finance Council

National Council of Higher Education Loan Programs, Inc.
SLM Holding Corporation

CC.

The Honorable William F. Goodling
Chairman
House Committee on Education and the Workforce

The Honorable William Clay
Ranking Member
House Committee on Education and the Workforce

The Honorable Howard “Buck™ McKeon
Chairman

House Postsecondary Education, Training and Life-Long Learmning Subcommittee

The Honorable Dale E. Kildee
Ranking Member

House Postsecondary Education, Training and Life-Long Learning Subcommittee

The Honorable Jim M. Jeffords
Chairman
Senate Committee on Labor and Human Resources

The Honorable Edward M. Kennedy
Ranking Member
Senate Committee on Labor and Human Resources

-t

P.B4/85
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The Honorable Richard W. Riley
July 7, 1998
Page 4

The Honorable Dan Coats
Chairman
Senate Subcommittee on Children and Families

The Honorable Christopher J. Dodd
Ranking Member
Senate Subcommittee on Children and Families

The Honorable Jacob J. Lew

Acting Director
Office of Management and Budget

TOTAL P.@S
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American Council on Educadon

Ottice of the President

July 6, 1998

The Honorable William F. Goodling
U.S. House of Representatives

2181 Rayburn House Office Building
Washington, DC 20515

Dcar Chairman Goodling:

I write on behalf of the undersigned associations to eXPress our support
for reducing the interest rate of direct consolidation loans to the level
established by the bipartisan congressional interest rate agreement. We are
pleascd that the Administration has adopted this rate for direct consolidation
loans effective July 1, 1998.

In the last decade, student botrowing to finance higher education has
increased dramatically. Because of this trend, it has been a central goal of all
higher education associations to ensure that borrowers have ready access to
federal student loans with the best terms and conditions. We believe that the
congressional decision to lower the borrower interest rate to 7.43 percent in
the student loan program creates an unprecedented opportunity to reduce the
cost of student loans for those students with the greatest levels of cducational
debt. The cxtension of this rate to borrowers in repayment removes a
statutory barrier that has prevented these individuals from enjoying the
benefits of a thriving economy that has afforded other consumers a chance (o
lower their debt payments.

The impact of such a sharp reduction in the interest rate during
repayment can be profound. For example, 2 borrower who owes $40,000 will
save over $2,000 on a ten-year repayment schedule by consolidating her loans
at the lower rate. If she elects to repay on a twenty-year schedule, the savings
would amount to nearly $5,000.

While we support the decision to lower the interest rate for
consolidated loans, we are acutely aware that this change may produce a surge
in consolidation applications that could overwhelm the capacity of the
Department of Education's contractor to service the loans. Indeed, just such a
servicing failure caused massive disruption last year. We have urged the
Department to take proactive steps to avoid repcating a similar failure, such
as contracting with the student loan industry to bring private sector cxpertise

Chne Dupont Ciecle NW. Suite 800, Washingron, DG 20036-1193
Telephone; (2027 939 G310 - Fax: (202) 659-2212
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July 6, 1998
Page 2

to the task, and increasing the resources available at the federal servicing
center to encourage smooth and effective administration.

Despite our concerns about servicing, we believe that the decision to
offer student borrowers the lowest possible interest rate is commendable and
will help a large number of recent college graduates reduce the cost of
repaying their loans.

We recognize that this lemporary solution will be subject to review as
part of the reauthorization process. We will continue to work with you and
the Administration to make certain that the best terms and conditions are
available to borrowers in both the FFELP and direct loan programs.

Thank you again for your leadership which has made this benefit
possible.

Sincerely,
in gly

L
~

(3]

Stanley O. Ikenberry
President

On behalf of:

American Association of Community Colleges

American Association of State Colleges and Universities
American Counci] on Education

Association of American Universities

Association of Governing Boards of Universities and Colleges
Association of Jesuit Colleges and Universities

The College Fund/UNCF

Council of Graduate Schools

Council of Independent Colleges

National Association for Equal Opportunity in Higher Education
National Association of College and University Business Officers
National Association of Graduate-Professional Students
National Association of Independent Colleges and Universities
National Associalion of State Universities and Land-Grant Colleges
National Association of Student Financial Aid Administrators
United States Student Association

US. PIRG



SECRETARY RILEY’S MEETING WITH HIGHER EDUCATION
ORGANIZATIONS REGARDING LOAN CONSOLIDATION

WEDNESDAY, JULY 1
5:30 PM

ATTENDEES

CONFIRMED:

Terry Hartle
American Council on Education (ACE)

Barmak Nissirian
American Association of State Colleges and Umversmes (AASCU)

Jamie Pueschel and Sarita Gupta
United States Student Association (USSA)

Ivan Frishberg
United States Public Interest Research Group (U.S. PIRG)

David Pierce and David Baime
American Association of Community Colleges (AACC)

TENTATIVE:

American Association of Universities (AAU) John Vaughan
National Association of Graduate-Professional Students (NAGPS) Michael
Augusta
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Congress of the Enited Stateg
Bouse of Representatives

Rashington, BE 20515
June 25, 1998 -
. [==]
. =)
The Honorable Richard Riley R
Secretary of Education £
U.S. Department of Education >3
400 Maryland Ave., SW a7
Room 4181 ' .
Washington, DC 20202
Dear Secretary Riley:

We write to urge you to reconsider the interest rate change the Department of Education
recently announced for Direct Consolidation Loans issued after June 30. 1998.

We are deeply concerned that this decision wil
overloading the center that processes Direct Consolidation loan requests. Unfortunately. ten
months ago the Education Department was forced to suspend the acceptance of new Direct

Consolidation loan applications for three months. As a result, tens of thousands of student loan
. borrowers suffered unnecessary delays, inconvenience, and cost.

1 create a flood of applications, once again

This backlog of some 80,000 Direct Consolidation loan requests was cleared only
because the majority of the affected borrowers gave up on their attempts to consolidate their
loans through the Federal Direct Loan Program. The incident prompted Congress to enact

emergency legislation to allow the affected borrowers to consolidate their loans with private
_lenders,

Though we are sure the Department does not wish to repeat this unfortunate episode, we
fear that many of the factors that led 1o last year’s Direct Consolidation loan processing
difficulties remain in place. Reports persist of operational problems at the origination center. [n
fact, just this past April, the GAO issued a report identifying several serious recurring problems
with the Direct Loan Consolidation Program such as charging one borrower for a second

borrower’s loan, flawed transfer data, and inaccurate payments to lenders. We are concerned that
another processing backlog will develop from any interest rate change.”

As you know, after more than a year of work, Congress was able to develop a bipartisan
solution to the 1998 interest rate problem. We believe any changes to the consolidation program
would be inconsistent the with compromise which passed the House by a vote of 414-4. This
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most recent adjustment would force three changes in a few months,-creating significant borrower.
confusion,

We know that, like us, you are concerned about the interests of current and former college
students. We believe those interests would be better served if you reconsidered the Direct
Consolidation loan interest rate. Thank you for your careful consideration of these concemns.

Sincerely,

éart Gordon - Charles Stenholm _

Member of Congress Member of Congress

Vic Fazio
ess Member of Congress

Earl Pomeroy
Member of Co

[ The Honorable Bili Goodling
The Honorable Bill Clay
The Honorable Howard “Buck™ McKeon
The Honorable Dale Kildee

TOTAL P.B3
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Beyond The Consolidation Haze

By Kelly Smith Time Inc.

If you're looking for 2 way to cut
student-loan costs and the buzz about loan
consolidation has lcft you confused, that's
understandsble. Over the past nire
months, the business of consolidating
several sudent Joans into one hag changed
more times than a recent grad's career
plans,

To begin with, the Department of
Education (DOE) temporarily stoppai
taking new consolidationapplications last
fall after a backlog of 84,000 built up
Then in November, Sdlie Mae also said no
& new petitions. To avert further backlogs,
Congress ket private lenders consolidate all
govemnmentbacked loans, including direct
loans, through next September an
lowered the typical intercst rate from about
9% 1o no more than 8.25%, The upshot is

TYAT AN edmn s g, - At - g e v wa,

T ALY A

more convenience and lower paymens
now. “Consolidation isa better deal today
than it was a year ago," says David
Longanecker, the DOE's assistart
secretary for post-secondary education,
Maybe so, but you should not Jet thi
hubbub obscure a drawback. When yal
consolidate student loans, you cut you
payments by 10% to 40% because y

stretch out your debt. However, extending
yourloan from the standard 10 years to as
long as 30 years could more than double
the total intcrest you'll pay for an education

you've long fargotten,

So consider another way to relicve your
student-loan burden, Most
lenders—including Sallie Mae

ide from consolidation that lower you

nta ol e S U

(800-524-9100)—offer repayment options

— ol 2

payments without substantially dragging
out your loan. For exanple, you can opt for
a "graduated repayment” schedule, unde
which you make low payments now and
progressivcly higher paymenis over 1
years as your income presumably riges,
You can also try less formal methods
Some lenders will trim sour ruw by e
perceniage poinls once suu muhe N
consecutive timely paymens und wil
shave another quartcr-point if you make
automatic elccrronic transfers from a bank
account. If your lender doesn't offer ary
consolidation options, call the DOE
(800-557-7392), the nonprofit lende
Nellic Mac (800-634-9308) or a privat
lIender who docs, such as Citibark
(800-934-1900) or PNC Bank
(800-762-1001)m Co

TOTAL P.@2
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UNITED STATES DEPARTMENT OF EDUCATION

NN -

THE DEPUTY SECRETARY

June 19, 1998

Honorable James M. Jeffords

Chairman '

Committee on Labor and Human Resources
United States Senate

Washington, DC 20510

Dear Senator Jeffords:

I'am writing to share with you the Department of Education’s plans relating to student
loan consolidation interest rates. [ am sending identical letters to Senator Kennedy and
Representatives McKeon, Kildee, Goodling and Clay as well.

As you know, the temporary student loan interest rate provisions contained in the
Transportation Equity Act for the 21st Century recently signed into law apply to new Stafford
student loans made under the Direct Loan and Federal F amily Education Loan (FFEL) programs
between July 1 and October 1, 1998, but not to Consolidation Loans made under either program.
Thus, the new law does not alter the loan consolidation terms established under the Emergency
Student Loan Consolidation Act of 1997 and the Higher Education Act, under which Direct
Consolidation Loan interest rates are established by regulation and FFEL Consolidation Loan
interest rates are set in statute. At present, the Department’s regulations set the Direct
Consolidation Loan interest rate at the interest rate for Stafford Loans. The Emergency Student
Loan Consolidation Act of 1997 improved the statutory terms of FFEL Consolidation Loans to
match the terms of Direct Consolidation Loans through July 1, 1998, but did not provide for the
maximum FFEL Consolidation Loan rate to decline on J uly 1 with the new Stafford Loan interest
rate.

Thus, the 1997 Act provided for a differential between Direct and FFEL Consolidation
Loan interest rates during the last quarter of this fiscal year. Both the Administration’s and
CBO’s baselines reflect this differential. In both, the Direct Consolidation Loan interest rate
drops on July 1 to match the new Stafford Loan rate while the FFEL Consolidation Loan interest
rate remains by law at the 91-day Treasury Bill rate plus 3.1 percentage points for the remainder
of the fiscal year, after which the FFEL Consolidation Loan rate reverts by law to the weighted
average of the underlying loans, rounded up to the nearest whole percentage point.

Accordingly, consistent with these budget baselines and current policy, the interest rate
on new Direct Consolidation Loans will drop on July 1 when the Stafford Loan rate drops to the
91-day Treasury Bill rate plus 2.3 percentage points, providing borrowers with an opportunity to
consolidate their outstanding loans at the new lower student loan rate. We regret that the law

600 INDEPENDENCE AVE.. S.W. WASHINGTON. D.C. 20202-0500
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does not ensure borrowers consolidating in FFEL receive this same benefit as borrowers
consolidating in Direct Loans, which is why the Administration proposed that the reauthorization
of the Higher Education Act level the playing field by also setting the maximum FFEL
consolidation rate at the new Stafford loan rate. We know you share our desire to reduce costs as
much as possible for borrowers in both programs, and we would like to work with you to enact
legislation to improve the terms of FFEL Consolidation Loans to match the terms of Direct
Consolidation Loans as soon as possible. We would be pleased to meet with you to discuss this
important issue.

Sincerely,

Mlr 2.3

Marshall S. Smith
Acting Deputy Secretary
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The internal Q& As will be distributed to:
. Administration officials (WH, OS, ODS, OPE, OPA, OLCA, etc.)

The one-page fact sheet will be distributed to:
. Administration officials (WH, OS, ODS, OPE, OPA, OLCA, etc.)

¢ Media as appropriate
. Hill as appropriate
. Higher Education groups as appropriate

The borrower Q&As will be distributed to:
. Administration officials (WH, OS, ODS, OPE, OPA, OLCA, etc.)

. Media as appropriate

. Hill as appropriate

. Higher Education groups as appropriate
. EDS

. PIC (800-4-FED-AID)

. CDSI

. CAMs

. Department’s Direct Loan Web Page



DRAFT

June 30, 8:30 AM
Meeting Demand for Direct Loan Consolidations

The Department of Education is preparing to meet a possible increase in demand for direct loan
consolidations after July 1.

The direct loan consolidation program has been greatly improved. The Department has
taken strong actions to re-design the direct loan consolidation process. The most important
improvements to the loan consolidation process include:

. Adding contractual, performance-based incentives;

. Re-engineering the process to verify loan balances by improving the speed and
accuracy of the process by which the loan holder certifies the loan balances and
encouraging the electronic transfer of information;

. Improving data accuracy by contacting the borrower more frequently. manually
entering the data on each application twice and manually resolving any discrepancies. and
using the National Student Loan Data System to verify loan information earlier in the
application process;

. Creating new managerial controls and monitoring mechanisms such as improved
tracking of applicant information and new management reports; and
. Hiring new staff and adding expertise in financial services and student loan operations.

The loan consolidation program has put last fall’s problems behind it and is now running
smoothly. Our loan consolidation contractor:

. Has completed processing all applications that were received prior to December 1997;

. Is promptly processing the applications it has received this year and has met its
performance targets; and

. Is now processing consolidations well within the industry standard of 60 to 90 days.

EDS is prepared to handle some additional volume.
. This year, EDS has processed roughly 8,000 consolidations each month.

. EDS has some excess capacity now and, in preparation for a possible increase in volume,
it expanded its capacity further to 12,000 consolidations each month.
. By October 1, this capacity could be expanded to 16,000 consolidations each month.

The Department is exploring other means of obtaining additional capacity to process direct

loan consolidations, should the need arise.

. We are looking closely at commercial organizations with closely-related experience and a
proven track record of performance.

- Q‘w:.(mtf\c{



DRAFT

June 30, 8:30 AM
Questions and Answers for Students

Student Loan Consolidation Interest Rates
July 1, 1998

Note: These draft Q& As are based on the assumption that the interest rate for direct
consolidation loans is reduced to 91-day T-Bill plus 2.3 on July 1. If the rate is not reduced,
these Q& As will need to be substantially revised.

What will be the interest rate on new consolidation loans through the Direct Loan program
between July 1* and October 1*?

All new consolidation loans for students made on or after July 1 and before October 1. 1998,
through the Direct Loan program will have an interest rate of 7.46 percent.

All new consolidation loans for parents (PLUS loans) made on or after July 1 and betore October
1. 1998. through the Direct Loan program will have an interest rate of 8.26 percent.

This interest rate for student loans is equal to the 91-day Treasury bond plus 2.3 percentage
points, with a maximum rate of 8.25 percent. The interest rate formula for PLUS loans is equal
to the 91-day Treasury bond plus 3.1 percentage points, with a maximum rate of 9 percent. The
interest rate is re-computed annually based upon this formula. However, the formula will not
change over the life of the loan. :

If I have a pending application for a loan consolidation through the Direct Loan program,
do I need to re-apply to get the new, lower interest rate?

and October-], you will receive this new, low interest raté. If you have already applied for a
consolidation loan but the consolidation has not yet been completed, you do not need to re-apply
in order to receive this interest rate. (What if borrower applies 6/30 and gets consolidated 10/2?)

Al (g a0 , S —
If the Direct Loan program pays off your first loan or@pﬁcaﬁoﬁ between July 1

What will the interest rate be on new consolidation loans made on or after October 1
under the Direct Loan program? )

The Clinton Administration strongly supports making this new rate permanent and available
under both the Direct Loan and the FFEL programs. Congress is expected to pass legislation
before October 1, 1998. As a result, you should check back with us for further updates.

If I have already received a loan consolidation through the Direct Loan program, do I need
to re-apply to get the new, lower interest rate?



Yes. This interest rate change applies only to new consolidation loans and does not affect
existing consolidation loans. If you have previously received a loan consolidation, you must
apply to re-consolidate in order to receive this new. lower interest rate.

How do I re-consolidate my direct consolidation loan?

The Department has established special procedures to process re-consolidation requests. If you
already hold a consolidation loan from the Direct Loan program, do not wish to add any non-
direct loans (such as a FFEL loan) to the consolidation loan. and are not applying for a joint or
spousal consolidation, you may call 1-800-XXX-XXXX. (Servicing/Utica number) If you are
not sure whether or not your student loan is a direct loan. an operator at this number can tell you.

If you do not meet all of these conditions, please call 1-800-XXX-XXXX. (LOC/Montgomery
number) An application will be mailed to you. Loan consolidation applications will also be
available for download on the Department’s web site, www.ed.gov, soon.

What will be the interest rate on new consolidation loans made under the Federal Family
Education Loan (FFEL) program between July 1* and October 1*?

All new consolidation loans for students made before October 1, 1998, through the FFEL
program will have a maximum interest rate of 8.25 percent.

Are PLUS loans different??

This interest rate is based upon a formula equal to the 91-day Treasury bond plus 3.1 percentage
points, with a maximum rate of 8.25 percent. The interest rate is re-computed annually based
upon this formula.

These loan terms were set in law by Congress in the Emergency Consolidation Act last fall. The
provisions of this act expire on September 30, 1998.

What will the interest rate be on new consolidation loans made on or after Qctober 1*
under the FFEL program?

The Clinton Administration strongly supports making the new interest rate formula permanent
and available under both the Direct Loan and the FFEL programs. Congress is expected to pass
legsilation before October 1, 1998. As a result, you should check back with us for further
updates.

Why is the interest rate on direct consolidation loans dropping?

By regulation, the interest rate on new consolidation loans through the Direct Loan program is
the same as the interest rate on first-time Direct Loans. Therefore, the interest rate reduction on
new students beginning on July 1, 1998 -- passed by Congress in 1993 and amended this year --
applies to direct loan consolidations as well.



Why isn’t the interest rate on FFEL consolidation loans dropping?

How much money will I save as a result of the new interest rate?

Who should I contact to receive the new consolidation interest rate? Where can I get an
application?

To apply for a loan consolidation through the Direct Loan program, please call 1-800-XXX-
XXXX. (Montgomery number) An application will be mailed to you. Loan consolidation
applications will also be available for download on the Department’s web site, www.ed.gov,
soon.

If you already hold a consolidation loan from the Direct Loan program and do not wish to add
any loans to the consolidation loan, you are eligible for the newly-established, special loan
consolidation process. Please call 1-800-XXX-XXXX. (Utica number)

How long will it take to process my consolidation application?

Loan consolidation is a lengthy process, largely because we must verify your loan balance with
each of your lenders. The industry standard is 60 to 90 days.

The lower interest rates for new direct consolidation loans may result in increased interest for
loan consolidations. We have expanded processing capacity to handle the increased volume of
requests. However, if the demand for consolidations exceeds our expectations, it may
temporarily take longer than usual to process applications. However, as long as we receive your
application between July 1 and September 30, 1998, you will receive the new, low interest rate.



DRAFT

June 30, 8:30 AM

FOR INTERNAL USE ONLY
Questions and Answers

Student Loan Consolidation Interest Rates
July 1, 1998

Note: These draft Q&As are based on the assumption that the interest rate for direct
consolidation loans is reduced to 91-day T-Bill plus 2.3 on July 1. If the rate is not reduced,
these Q& As will need to be substantially revised.

What volume of loan applications do you expect to receive if the interest rate on new direct
consolidation loans is reduced after July 1?

After July 1, there may be increased interest in direct consolidation loans, but it is hard to predict
how much.

There is a precedent for this situation: in 1997, direct loan consolidation loans were cheaper than
federally-guaranteed consolidations loans (their interest rate was 0.80 percentage points lower,
on average.) In 1997, we received about 12,000 applications each month. So far this year, under
equal interest rates for both programs, we have received about 10,000 applications each month
(including applications that were later withdrawn or deactivated).

We are preparing to handle additional volume, although we do not know if it will materialize.

How will the Department handle the increased demand for consolidation loans?

It is possible that we will receive more applications for direct consolidation loans, but it is hard
to predict how many more.

Our loan consolidation contractor, EDS, has some excess capacity now and is hiring additional
staff to expand its capacity further. We are also exploring other means of obtaining additional
capacity, should the need arise.

How many consolidation applications does the Department process each week?

The Department’s loan consolidation contractor has processed about 2,000 applications each
week.

How much additional loan volume can the Department handle without causing a backlog?

EDS is capable of processing 3,000 consolidations each week. By October 1, EDS could be



capable of processing 4,000 consolidations each week.

Is the backlog from last fall gone now?

Yes. The Department has materially strengthened the direct loan consolidation program and
completed processing all applications that were a part of the backlog. The loan consolidation

program is now running smoothly.

The Department and EDS have made many improvements, including:

. Adding performance-based incentives to EDS’s contract;

. Re-engineering the process to verify loan balances;

. Improving data accuracy;

. Creating new managerial controls and monitoring mechanisms; and
. Hiring new staff and adding expertise.

EDS has met its performance targets and is now processing consolidations well within the
industry standard of 60 to 90 days.

Why did the Department decide to drop the rate on direct consolidation loans? Why on
July 1*?

By regulation, the interest rate on new consolidation loans through the Direct Loan program is
the same as the interest rate on new direct loans. The July 1% interest rate reduction on new
student loans -- originally passed by Congress in 1993 and amended in June -- applies to direct
loan consolidations, as well.

Both the Administration’s and the Congressional Budget Office’s budget assumptions included
this new, lower interest rate.

Therefore, the reduction in direct loan consolidation interest rates was simply in accordance with -
current policy and budget assumptions.

Why did the Department make this unilateral decision without consulting Congress?

First, this was not a discretionary decision made by the Department. By regulation, the interest
rate on new direct consolidation loans must be the same as that on first-time direct loans. The
reduction in the loan consolidation interest rate is simply in accordance with this longstanding
policy as well as Administration and CBO budget assumptions. Congress could have changed
this regulation while setting the interest rate last month, but chose not to.

Second, the Department did consult with Congress, as reported recently in The Chronicle of
Higher Education. We also discussed this issue in detail with student groups, higher education

groups, and OMB.

Does anyone else agree with your decision? (Students, Higher Ed groups, Congress?)
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I cannot speak on behalf of those individuals or organizations and would refer you to them for
comment. [ could provide you with a letter signed by the U.S. Students Association, U.S. PIRG,
and the National Association of Graduate and Professional Students supporting the lower interest
rate.

Is this an attempt to steal loan volume from the FFEL program and convert it to the Direct
Loan program?

Absolutely not. Again, this reduction is simply in accordance with current policy and budget
assumptions.

We regret that the law does not ensure borrowers consolidating in FFEL receive this same
benefit as borrowers consolidating in Direct Loans, which is why the Administration proposed
that the reauthorization of the Higher Education Act level the playing field by also setting the
maximum FFEL consolidation rate at the new Stafford loan rate. We are anxious to work with
Congress to lower interest rates in both programs.

How much money does it cost the Department to process each consolidation loan?

On average, it costs the Department $96 for each consolidation loan. However, this number
varies month-to-month and loan-to-loan since EDS is compensated based upon performance.
K

_~~"What part of the Department’s budget is used to pay for loan consolm
" EDS’s is compensated from the Department’s contract funds (not Section 458). w
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FAX NO. 2024010220 P. 01/01

ED OUS BUDGET SERVICE

JUN-20-98 MON 05:44 PM

Sample Payments for Borrowers Repaying in 1998-99 under Compromise Proposal and Pre-SLRA Interest
Rates

The Proposal Includes a .8% Reduction in Student Repayment Interest Rates

Tyoe of borrower Debt day+3.1% ' day+2.3%* Difference Difference
4 yr public $12,000 $18,088 $17.450 $635 - $468

4 yr private $16,000 $24,114 $23,267 $847 $620
Mesters $20,000 §30,143 $20,084 $1,059 $775
Professional . $€0,000 390.429 $87.252 3,177 $2,325
DL Consol (Average Lozn) $18,55° $27,959 $26,977 $982 $719
DL Consol (Average for Defaulters) $7,237 $10,908 $10,525 $383 3281
DL Consol (Average for Non-Defaulters) $26,004 $39,327 $37,345 $1.361 $1,012
DL Consol ($° 00,000 Professional Studsnt Debt)  $100,000 $150,714 $145420 $5,2¢4 $3,876

Assumes ten year repayment plan; debtequas amount upon enter ng repaymrent.

Borrowe-s taking unspbsldized nonconsolidated loans would have additional savings from lower in-school inte-est rates.

! Student interest rate under pre-SLRA tarms is projected to be 8.25%
? Sludent interest rate under compromisa proposal is projected to ke 7.46%

Bucget Service
6/29/98
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United States Student Association ¢ U.S. PIRG
National Association of Graduate and Professional Students

June 25, 1998

Dear President Clinton:

On behalf of the U.S. Student Association (USSA), the U.S. PIRG's Higher Education
Project, and the National Association of Graduate and Professional Students
(NAGPS) we want to express our strong appreciation for your decision to ensure
that students who consolidate their student loans into direct lending will have
available to them the same reduced interest rate already approved by both the House
and the Senate for new Stafford loans. We thank you for listening to student's
concerns regarding the interest rate on consolidation loans and acting to address our
needs.

As you well understand, students are currently overwhelmed by ever increasing
debt load. Students seeking consolidation are most often those with the greatest
debt, and, therefore those struggling the hardest to make interest payments upon
graduation. As we have stated repeatedly over the last two years, reducing the
interest rates on all student loans, including consolidation loans, has been a top
priority for students. Your decision to use regulatory authority to guarantee to
students the ability to consolidate their loans and still take advantage of the 0.8%
interest rate reduction approved by Congress reflects your prioritization of students
on this issue and represents sound public policy. We understand that guaranteeing
the reduced rate for direct lending consolidation may potentially bring about
servicing problems or create a backlog in processing new direct consolidation loans.
However, as we have expressed to your Administration, we believe it would be
wrong to let the possibility of disruptions in servicing outweigh the significant
benefits to be realized for students so desperately in need of lower interest payments.
It is also our hope that with this decision will come concerted efforts to improve
servicing in direct loans and to prevent such potential problems from arising.

Again, we thank you for your continuing efforts on behalf of students.
Sincerely,

Sarita Gupta, President, U.S. Student Association
Ivan Frishberg, U.S. PIRG's Higher Education Project
Michael Agusta, National Association of Graduate and Professional Students

B2
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Status of Loan Consolidation Applications

Received by EDS
Since December 1, 1997
Number of Cumulative Change Since Last
. . . g- Through Bi-Weekly Report
Consolidation Applications* 06/12/98 (05/29/98)
61,677 +4,276 gl f| g8 %
s|o M &
Bl endls | » ¢
2| v xX 3.
17,751 +302 de [0 o
Step 1: Obtaining lender AN o ; ?:
information 6,683 191 Sl Bz 8
2o
Step 2: In underwriting o[ > |2
process 1,533 2,131 g S
Step 3: Obtaining signed ' ) o = o ;
promissory note from borrower 6,595 +2,468 o £ :2: g r
I
Step 4: In ICR Process** 2,940 +156 E G
g bo 3 [
Q \ ) ]
Deactivated 6,238 209 SR
s MR
: NED
« . . N \n
neligible/Withdrawn 1,839 +47 § ;t
Completed (Consolidated) 35,849

The Department’s contractor, EDS, resumed accepting new consolidation applications on December 1,
1997. |

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

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

*»

* %k

U.

The figures include only applications that have been reviewed and accepted as complete.

These are applications for botrowers 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.

S. Department of Education

June 26, 1998
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Honorable Richard Rilay
Secretary

U.S. Department OF Education
400 Maryland Ave 3aw
Washington, D.C. 20202-0001

Dear Secretary Riley:

1 am writing to offer my opinion about the possible interest
rate change for coneclidation leans in the Dixect Loan Program and
to urge you to choose the action which gives the lowest possible
interest rate.

On July 1, the Department will have the authority to drop thig rate
to 7.46%. BSuch a change would provide students and their families
substantial savings, effectively reducing the sost of higher
education. For example, if a student has a $20,000 loan at 8.25%,
he or she will pay $2,952 a year for ten YeA’rs. In contrast, a rate
of 7.46% would require payments of $2,832 a year, or a yearly
savings of $120. Aand since consolidations in the Direct Loan
program are available to everyone, this change would represent an
important savings for a great number of families.

This reduction in borrowing costs is dependent on the
Department making a technical change in the requlations outlining
the Direct Loan consolidation program. I believe you should take

advantage of thisg opportunity to lowexr the college costs for all
students.

Thank you for your consideration of thig matter and your
leadership in a1}l higher education issuea.

Sincerely,

L]
ROBERT E. ANDREWS
Member of Congress

REA:en
REPLY TO;
0O 2423 RAYBURAN BUILDING O Bas A WHITE HoagEe PIxE O &I N. BACAD STREET
WASHINGTON, DC 20815-300) MADDON HEIGHTS. NJ 08025 WOODALRY, N.J 080864802

12021 2256501 1008] 546-8v00 {609) B45-3900

a-mail ar: randrews@hr,house.gov
THI5 STATYONERY PRINTED ON PAPER MADE OF RECYCLED FiaEng

TOTAL P.B2
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GOVERNMENT & POLITICS
July 3, 1998

Education Department Will Cut Interest Rates Search The Chronicle
for Some Refinanced Student Loans

The current Chronicle

By STEPHEN BURD Copyright & reprints

WASHINGTON Feedback

The Clinton Administration is planning to offer borrowers
who want to refinance their student loans in the direct-loan
program a great deal -- but perhaps for a limited time only.

In a letter to Congressional leaders in June, Marshall S.
Smith, the department's Acting Deputy Director, announced
that, beginning July 1, the Administration would slash for
three months the interest rate that the government charges
borrowers who consolidate their loans into direct lending.

The move, the Education Department said, is meant to
allow borrowers who wish to refinance their loans the
chance to benefit from the same reduced interest rates that
Congress has granted new borrowers.

But the announcement angered Republican lawmakers, who
saw the move as an effort to give the direct-loan program
dominance in the market for consolidated student loans by
offering terms that banks cannot match. They also
questioned whether the direct-loan program was ready to
handle a new flood of borrowers wishing to consolidate
their student loans.

"It doesn't make sense to me why they would want to
overload a program that has had such problems," said Rep.
Howard P. (Buck) McKeon, the California Republican who
heads the House subcommittee in charge of renewing the
Higher Education Act.

In a closed-door meeting last week, Mr. McKeon urged
department officials to reconsider their decision, warning
that proceeding could force lawmakers to shut them out of
the final negotiations on a bill to renew the Higher
Education Act. As of press time, the department had not
backed down, but a spokeswoman there acknowledged that
it was in "discussions" with Republican lawmakers over the
matter.

In May, lawmakers attached to a transportation bill a
provision that would lower the interest rate on new student

1of3 06/29/98 13:03:17
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loans in the guaranteed-loan program by eight-tenths of a
percentage point for a three-month period starting July 1.
The legislation, which was meant to temporarily avert an
impending crisis in the program, was overwhelmingly
approved by Congress and signed by the President in June.

Attaching the temporary provision on interest rates was
meant to buy lawmakers more time to complete work on
legislation to renew the Higher Education Act, which
contains a longer-term version of the interest-rate provision
that was included in the transportation bill (The Chronicle,
June 5).

The transportation measure did not set the interest rate for
borrowers who wish to refinance their loans during the
three months. Consolidation allows students who have
loans from more than one lender to combine their debts into
one loan, with one monthly payment.

College lobbyists and student advocates have urged the
Education Department and lawmakers to lower the rate for
individuals consolidating their debts in the loan programs.
They have argued that those who seek to ease their debt
burden by refinancing their loans should not have to pay
higher interest rates than those with new loans.

Mr. Smith wrote to lawmakers that the department would
like the temporary reduction in the interest rates for
borrowers who consolidate loans in the direct-loan program
to be extended to those who do so in the guaranteed-loan
program, as well as to be made permanent in the Higher
Education Act legislation. But he noted that the department
lacked the authority to reduce rates, even temporarily, for
those who wished to consolidate their loans in the
guaranteed program.

"We know you share our desire to reduce costs as much as
possible for borrowers in both programs, and we would like
to work with you to enact legislation to improve the terms
of the guaranteed-loan program's Consolidation Loans to
match the terms of Direct Consolidation Loans as soon as
possible,” Mr. Smith wrote.

But Republicans said they did not believe that lenders
would be able to consolidate loans under those terms. Last
year, when Congress approved a bill requiring lenders to
reduce their interest rates on consolidated loans by as much
as a percentage point, Sallie Mae stopped consolidating
loans, saying that doing so was no longer profitable. Before
that, Sallie Mae was the top private consolidator of loans.

Republican lawmakers also wondered whether the
Education Department was setting up itself -- and loan
borrowers -- for disaster. Last August, the department,
citing a backlog of more than 80,000 borrowers seeking to
refinance their loans into direct lending, was forced to
suspend its consolidation program for four months.
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Despite assurances by department officials that the program
is now running well, Republican lawmakers were skeptical
that it could handle a flood of new applicants attracted by
the reduced rates.

"If the interest rate on consolidation loans is too low, banks
will flee, and the only one left in the program will be the
government," said Mr. McKeon. "If the department then is
not able to handle the increased load, and the program
collapses, I don't see how that will help students.”
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Consolidation Loan Interest Rates

Direct Loans

FFEL

FY 1998-03 Cost
(OMB)

Before the Emergency
Consolidation Act.

Interest rates set in
regulation. T-bill +
3.1%, set annually,
capped at 8.25%. A
typical borrower paid
8.25%.

Weighted average of
underlying loans
rounded up to the
nearest whole
percent. A typical
borrower paid 9.0%.

Today. (Under the
Emergency
Consolidation Act.)

Interest rates set in
regulation. T-bill +
3.1%, set annually,
capped at 8.25%.
Borrowers pay
8.25%.

T-bill + 3.1% set
annually, capped at
8.25%. Borrowers
pay 8.25%.

n/a (in baseline}

July 1-October 1.
{Under the 3-month
provision in ISTEA.)

Interest rates set in
regulation. Estimate
assumes T-bill +
2.3%. Borrowers
would pay 7.46%.

T-bill + 3.1% set

annually, capped at
8.25%. Borrowers
would pay 8.25%.

-$3 million

{(due to the difference
between 10-20-year
+ 1, which was
assumed in the
baseline for Direct
Loans, and T-bill +
2.3%.)

October 1. (If no
change in law -
Emergency
Consolidation Act
would expire.)

Interest rates set in
regulation. Estimate
assumes the
10-20-year bond +
1%. Borrowers
would pay 7.11%

Weighted average of
underlying loans,
rounded up to nearest
whole percentage. A
typical borrower
would pay 9.0%

n/a (in baseline)

House bill. (Manager’s

Weighted average of

Weighted average of

No cost. (CBO

amendment.) underlying loans underlying loans estimates that the
rounded up to the rounded up to the cost will be $100
nearest 1/8th of 1 nearest 1/8th of 1 million.)
percent, capped at percent, capped at
8.25%. A typical 8.25%. Annual
borrower would pay special allowance set
8.25%. at T-bill + 3.1%. A
typical borrower
would pay 8.25%.
Senate bill. Interest rates set in Weighted average of -$34 million

regulation. Estimate
assumes T-bill +
2.3%. Borrowers
would pay 7.46%.

underlying loans,
rounded up to nearest
whole percentage. A
typical borrower
would pay 9.0%

{due to the difference
between 10-20-year
+ 1, which was
assumed in the
baseline for Direct
Loans, and T-bill +
2.3%.)

~ Page 1} ‘
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Administration HEA
proposal.

T-Bill + 2.3%, set
annually, capped at
8.25%. Borrowers
would pay 7.46%.

T-Bill + 2.3%, set
annually, capped at
8.25%. Borrowers
would pay 7.46%.

-$34 million

(due to the difference
between 10-20-year
+ 1, which was
assumed in the
baseline for Direct
Loans, and T-bill +
2.3%.}

June 8, 1998
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Draft - June 1, 1998

DOL Staff Analysis of the Ashcroft Amendment

Senator Ashcroft’s amendment prohibits the use of funds provided under S.1186 to carry out
activities authorized under the School-to-Work Act. This prohibition could have several
harmful effects:

First, since there is significant overlap between the activities authorized under S.1186
and under the School-to-Work Act, (e.g. job training, mentoring, and linking academic
and occupational learning), read literally, the amendment could prohibit such
overlapping activities from being carried out under S.1186 even if there is no
connection to the School-to-Work Act programs. While the Departments of Education
and Labor would not construe the amendment so broadly, the language would allow
legal challenges to such activities.

This also raises a question regarding the operation of School-to-Work programs after
the School-to-Work Act terminates on September 30, 2001. By prohibiting the carrying
out of activities “authorized” under the School-to-Work Act, the amendment casts
doubts over whether S. 1186 funds could be used to continue to carry out many of the
functions of the School-to-Work Act programs after termination of that Act. While the
Departments would not construe the prohibition to apply so broadly, and would argue
that any prohibition terminates with the School-to-Work Act, the amendment could give
rise to legal challenges to efforts to carry out such activities.

Second, the amendment could eviscerate the operation of current programs under the
School-to-Work Opportunities Act. The Act specifically requires States and local
communities to coordinate and programs and services funded under other Federal
statutes, including JTPA. and Vocational Education. In fact, the law allows the
Secretaries to waive provisions of JTPA and Perkins to facilitate the use of those
resources in implementing School-to-Work programs. Therefore, the School-to-Work
Act clearly presumes that JTPA and Perkins resources will be available to provide
services within the School-to-Work framework. That is what is happening in the 40
States that currently receive School-to-Work implementation grants. By prohibiting the
use of funds under S. 1186 for these purposes, the amendment seriously undermines the
ability of the School-to-Work programs to provide the comprehensive assistance needed
to effectively serve students.

There is some ambiguity as to the scope of the prohibition — that is under what
circumstances would a S. 1186 activity be considered to be carried out under the
School-to-Work Act. For example, there is a question as to whether S. 1186 youth
activities could “coordinate” with School-to-Work Act programs or “supplement” such
programs without being determined to be carried out “under” these programs. These
questions would lead to a significant number of legalistic judgements. However, this

idioo4
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prohibition is likely to eliminate any formal linkages between School-to-Work programs
and S. 1186.

An example of this integration of funds is the San Diego, Califorma School-to-Work initiative
which is integrated with the JTPA summer youth employment and training programs. Forty-five
percent of the JTPA summer youth program funds are designated for the School-to-Work
initiative - which serves over 1200 young people a year. The School-to-Work summer program
places students in jobs within the career cluster in which the student has demonstrated interest
and aptitude. Service providers work directly with the school to identify students who are
interested in working during the summer. The career clusters in which the students are placed
are identified on the basis of labor market information and PIC analysis.

Another example is the Phipps School-to-Work Partnership in New York City. The Phipps
partnership is an in-school pathway to college which is operated in cooperation with the State
Universities of New York (SUNY) and New Media Industries. The program is funded by JTPA
summer youth funds, Department of Education title I funds, Technology Challenge Grants and
Pell grants. School-to-Work Urban/Rural Opportunity Grant funding is being used mainly to tie
in all other funding sources.

In terms of assessing actual impact, it should be noted that the School-to-Work Opportunities
Act is due to sunset on September 30, 2001. The School-to-Work Opportunities Act was
intended to provide seed money to States for a period of five years, with the amounts declining
in the final two years of the grant. When the prohibition would take effect — July 1, 1999 —
eight States would have completed their Implementation Grants and at least 32 would be in the
last two years of funding. (To date, eleven States and the District of Columbia have not yet
been awarded Implementation Grants.) ‘

The School-to-Work Act is a system-building effort designed to integrate a variety of resources,
including certain resources available under JTPA and Perkins. Over the past several years, we
have worked to integrate the tenets of School-to-Work into our other youth programs — summer

and year-round youth, Job Corps, and our out-of-school youth pilots which foxm the basis for the
Youth Opportunity Area Initiative. :

The attached list provides some examples of projects currently underway in States and local
communities nationwide which are jointly funded by School-to-Work and JTPA funds.

$:\OPR\DPLD\WFD\98CONF\ANALYSIS.STW
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Draft - June 3, 1998

Examples of Projects Jointly Funded by JTPA and STW

General Connections Between JTPA and STW Systems:

° In the State of Idaho, several Regional STW Facilitators are housed at Private Industry Councils (PIC)
which serve as fiscal agents for the STW funds. PIC members are also members of local STW
parterships, and visa versa. In addition, the local STW partnership is actually a subcommittee of the
PIC in some areas.

I D re

. In South Bend, Indiana, JTTPA and STW funds are combined with State funds to finance the “21st
Century Scholars” Program. This is a program that guarantees college funding for economically
disadvantaged youth who stay off drugs and maintain a “C” average.

Alterpative Secondary School Services:

. The State of Indiana recently issued a Request for Proposals to alternative education providers to develop

school-to-work for students in alternative education settings. These grants will be financed by a
combination of STW, Perkins and JTPA 8% funds.

. In Worcester County, Maryland, JTPA funds are used to provide an alternative classroom for at-risk
students. STW funds are utilized to develop the curriculurn used in the classroom.

. The State of New Jersey uses JTPA funds to pay stipends for students participating in work-based
learning through local STW programs in three communities.

. In Indjana, some Jocal schools use JTPA IIB and STW funds for summer programming.

. In Boise, Idaho, the local television station ~ KBCL/Channel 2 -- is utilizing JTPA and STW funds,
along with their own resources, to host a 8-week STW Academy this summer for in-school and out-of-

school youth.
Employment Skill Training:
. In Philadelphia, Pennsylvania, JTPA and STW funds jointly support employment skills training through
year-round work-based learning activities which include work-place readiness training and job matching.
Community Service and Leadership Development:
. In the State of New Jersey, JTPA and STW funds are used to finance Youth Corps Programs. These

programs target at-risk youth and enhance their value to society by providing a comprehensive program
of academic instruction and community service work experience.

e In Philadelphia, Pennsylvania, JTPA and STW funds jointly support year-round service learning
development opportunities including Youthworks’ Summer Youth Service Corps.



06/25/98 THU 16:26 FAX 202 219 8827 . OASETA

007
It Me;
. In the State of New Jersey, two local STW programs funded work-site mentors with JTPA funds.
. In Worcester County, Maryland, JTPA funds are used to provide case management services (including
mentoring) to disadvantaged youth who are participants in high school STW programs.
- IVic
. In Philadelphia, Pennsylvania, JTPA and STW funds jointly support summer programs for many
students after graduation as well as case management follow-up services for special education and
pregnant and parenting teens.
Preparation for Postsecopdary Education:
. In Philadelphia, Pennsylvania, JTPA and STW funds jointly support summer and school-year programs
that prepare at-risk youth for postsecondary education.
. In Kankakee Valley, Indiana, career planners paid for by JTPA 8% funds work with school counselors to

assist youth participating in STW programs apply to college and with financial aid planning.

. In Fort Wayne and Valparaiso, Indiana, Private Industry Councils use a combination of JTPA and STW
funds to provide student-focused career information.

o In Philadelphia, Pennsylvania, JTPA and STW funds jointly support connecting activities between
academic learning, including work-based learning, job development, placement services, and

Stakeholder Partnerships -- industry-based groups that work to align academic instruction with industry
standards.
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Handling the Demand for Direct Loan Consolidations

The Department of Education is considering three methods of ensuring that the Direct Loan program
has the capacity to process all the loan consolidation requests it receives.

1. Expanding EDS Capacity

Current excess capacity. EDS currently processes 2,400 (non-fast track) consolidations
each week, although it estimates that it is now able to process up to 4,000 each week.

Expanded capacity to mail applications. EDS has told us that it has doubled its capacity to
mail applications, to 10,000 per week. It has also arranged for contingency phone support.
The Department is in the process of making the consolidation application available for
download from its web page. EDS has not yet seen an increase in the number of application
requests.

Expanded pre-certification capacity. By June 29, EDS will have hired 53 additional
employees to process up to 5,000 applications per week through the first stages of the
consolidation process (application review, data entry, and request for lender certification).

EDS will hire and train additional staff to expand capacity for these first stages if, based upon
application requests, it believes that it will receive more than 5,000 applications each week.
EDS has already contacted local temp agencies and believes that these low-skill positions can
be filled and trained in the four weeks that borrowers need 1o return their applications.

Typically, only 45 percent of borrowers return their consolidation applications in an average
of six weeks. EDS is basing its plans on the assumptions that, in the coming months, 75
percent of borrowers will return their applications in an average of four weeks.

Plans to expand post-certification capacity. Lenders certify loan balances in an average of
21 days. Therefore, as application requests and receipts increase, EDS will have time to hire
and train staff for the late stages of the consolidation process (certification review,
promissory note processing, funding and booking, and customer service).

EDS has developed a human resources calender describing the employee hires needed to
increase processing capacity to 5,000 applications per week. As described, they have already
begun hiring staff for the early stages in the consolidation process. They will hire 56
additional employees by July 13 and 40 more by July 20. In total, they will add 149
employees to their staff of 295.

Office of Student Financial Assistance DRAFT

June 23, 1998



. Capacity ceiling. EDS estimates that it cannot expand its capacity beyond processing
10,000 applications each week without substantial capital investments.

2. Consolidating Direct Loans through Direct Loan Servicing

. The Department has begun discussions with CDSI regarding whether it could process
consolidation applications from borrower who hold only direct loans (including consolidated
direct loans). The Department estimates that about 1.2 million borrowers in grace or
repayment hold only direct loans. CDSI already manages direct loan servicing and the
Central Data System, which holds borrower data.

. Because of budget rules, borrowers must request a new loan in order to receive the new,
lower interest rate (in order for the increased budget costs not to be scored). However, OGC
is examining whether we must receive a new promissory note and disburse a new loan.

3. Alternate Consolidators

. The Department could hire one or more additional contractors to complete some Direct Loan
consolidations, performing both loan origination and loan servicing operations. These
contractors could include FFEL lenders, guaranty agencies, and financial services firms.

. Agreement with Guaranty Agencies. The guaranty agencies may agree to make direct
consolidation loans under the emergency condition clause as soon as October 1. These loans
would be owned by the government and would share the characteristics of Direct Loans.
Guarant: agencies have established financial and data transfer link s with the Department.

. CDSI Subcontractors. The Department’s contract with CDSI to administer the Pell
program can be expanded to process any applications related to the Title [V programs.
Therefore, we have begun discussion with CDSI about processing new consolidation
applications under the Pell contract, most likely through subcontractors.

. GSA Schedule. The Department is examining the feasibility of purchasing loan
consolidation services off the GSA schedule for providing federal financial services.

. Traditional contracting. \Wc cannot obtain assistance through a contract awarded through
competitive bidding, a process that requires at least nine to 12 months. However, we are
exploring how this step might address our long-term needs.

Office of Student Financial Assistance DRAFT

June 23, 1998




Next Steps

. By July 1, Department staff will have developed:

A communications plan for disseminating whatever decision is reached to borrowers
and other stakeholders;

A draft letter to direct loan borrowers regarding the lower interest rate available
through re-consolidation; ‘

Operational requirements and performance standards for CDSI to consolidate the
loans of borrowers who hold only direct loans;

Operational requirements and performance standards for alternative consolidation
contractors, including options to require them to transmit data for CDSI loan
servicing and to require them to service the loans themselves; and

An understanding of the issues regarding using CSDI subcontractors through the Pell
contract and guaranty agencies under emergency conditions.

Office of Student Financial Assistance DRAFT

June 23, 1998
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Loan Consolidation Interest Rates
Draft
L Something for everyone
. House LC proposal (weighted average for students, 3.1 SAP, no change in 105 bp fee)
. Consolidation incentive/origination rebates OR origination fee cuts on new loans

. Reduce McKeon-Kildee subsidy from 5 years to 3-4 years and use the savings for the
consolidation incentive rebates

Savings if 3-year subsidy Savings if 4-year subsidy
OMB ¥ |.05] @i billion ¥ l}i@ $683 million
CBO #3798 #STmillion $ 15 2. 9996 million

. Modified Kennedy Market Mechanism amendment

. Senate commitment to take up the HEA bill the week after July 4th recess

« DL interest rate stays at 3.1 until October 1 after which it declines unless HEA is enacted

2. New low rate in both consolidation programs paid for by using some of the
McKeon-Kildee subsidy for FFEL loan consolidation

. Consolidation rates at 2.3 in both program for students

. Consolidators get 3.1 SAP; no change in 105 bp fee

. Consolidator SAP is paid for by:

a. using half of the McKeon-Kildee subsidy (reduces subsidy on new loans from 50
bps to 33 bps -- just above the top of the Treasury range of reasonable retums)

b. Shortening the duration of McKeon-Kildee subsidy (but this would lead to a
higher total level of lender subsidy if it were extended)

. DL interest rate stays at 3.1 until October 1 after which it declines' unless HEA is enacted
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shared goals with respect to the student foan programs:
i e
IR

. ProvideTurrent bo the opportunity to consolidate their loans at t

same low
. Equalize benefits in Direct Loans and FFEL by providing for:
--the same fees to be paid by students in both programs;

-income-contingent repayment to be made available in FFEL, and to ensure that
any amount forgiven (in DL or FFEL) is not subject to taxation.

. Allow for the testing of market-based approaches to setting lender subsidies,
consistent with modermization of student aid systems generally. Include a trigger

to encourage a future Congress to consider the results.

. Impose no new costs on taxpayers.
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Draft Talking Points for McKeon Meeting
June 23, 1998

(Send the Consolidation Chart and a fact sheet, based on our draft letter, before the meeting so
McKeon is knowledgeable about consolidation rates and the background of the decision.)
Administration wants low rate in both programs

. Our HEA proposal had level playing field rates
. No Administration plan to have DL consolidation lower than FFEL consolidation

The current situation is the result of Congress not setting interest rates on FFEL :
consolidation loans to match the lower interest rate on individual FFEL and Direct loans.

Differentials aside, the dropping of the rate for DL consolidation gives students the benefit

they have long expected (at least in one of the programs) and is consistent with
Administration Policy

. DL consolidations historically have mirrored the interest rate for individual student
loans.

. The dropping of the rate is already reflected in both the CBO and OMB baselines.

. The students are counting on this drop in the interest rate, and we’ve been saying
all along that we support lower interest rate for students.

. In light of all these factors, why should we do something different now that raises

interest rates for students?

The Administration has a plan for implementing increased DL consolidation applications
and not hurting FFEL during the three month period (if that is the period of the

differential)
. We do not intend to try to take away business from FFELP lenders.
J We won't promote DL consolidation; no press releases
. We will say we want to work with Congress for the benefit of everyone.

We are expanding capacity -~ contractors

Our objective is to achieve a long-term solution on this issue that provides lower interest
rates for students, reasonable returns for lenders, and a fair break for the taxpayers.

. We’ve been trying to achieve this objective for months through our reauthorization
proposal and our discussions with the Hill,

. We are still willing to try, although time is now short.

. We would like nothing better than to work with you and other key members. But

we must do it quickly -- over the next couple of days.
. If you are unwilling to do that, then you are making a conscious decision to
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2
charge higher interest rates on FFELP consolidation loans, and we have no control
over that decision.
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Today S News
Tuesday, June 23, 1998

White House Grants Temporary Cut in Interest
Rate on Refinanced Student Loans

By STEPHEN BURD

WASHINGTON

The Clinton Administration announced on Friday that it will
slash for three months the interest rate that the federal
government charges borrowers who want to refinance their
student loans into the direct-lending program.

The move, the Education Department said, is meant to allow
borrowers who wish to consolidate their student-loan debt the
chance to take advantage of the same reduced interest rates
that Congress has granted new loan borrowers. But
Republican lawmakers and lenders said they see the
department's move as an effort to gain dominance over the
student-loan-consolidation market by offering terms that
banks cannot match. They also question whether the
department's direct-loan program is ready to handle a new
flood of borrowers wishing to consolidate their student loans.

In May, lawmakers attached to a transportation bill a
provision that would lower the interest rate on new student
loans, borrowed for three months, starting July 1, by O.8 of a
percentage point. The legislation, which was meant to
temporarily avert an impending crisis in the
guaranteed-student-loan program, was overwhelmingly
approved by Congress and signed into law by the President
earlier this month.

The decision to attach the temporary provision on interest
rates was meant to buy lawmakers more time to complete
work on legislation to renew the Higher Education Act, which
contains a longer-term version of the compromise on the
student-loan interest rate that was included in the
transportation bill. (For background, see a story that appeared
in The Chronicle of Higher Education on June 5.)

The legislation did not set the interest rate for borrowers
consolidating their loans during this period of time.
Consolidation allows students who have loans from more than
one lender to combine their debts into one loan, with one
monthly payment.

Students advocates and college lobbyists have urged the
Education Department to lower the rate for those
consolidating their debts. They have argued that those who
seek to ease their debt burden by refinancing their loans
should not have to pay higher interest rates than those who

http://chronicle.com/daily/98/06/98062302n.shtml
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take out new loans.

In a letter to Republican Congressional leaders announcing
the department's decision, Marshall S. Smith, the department's
Acting Deputy Director, said that the department would like
the short-term reduction in the interest rates for loan
consolidators in the direct-loan program to be extended to the
guaranteed-loan program and to be made permanent in the
legislation renewing the Higher Education Act. But he noted
that the department lacked the authority to reduce rates, even
temporarily, for those who wished to consolidate their loans
in the guaranteed program.

"We regret that the law does not ensure borrowers
consolidating in the guaranteed-loan program receive this
same benefit as borrowers consolidating in Direct Loans," Mr.
Smith wrote. "We know you share our desire to reduce costs
as much as possible for borrowers in both programs, and we
would like to work with you to enact legislation to improve
the terms of the guaranteed-loan program's Consolidation
Loans to match the terms of Direct Consolidation Loans as
soon as possible."”

But Republican lawmakers said they did not believe that
lenders would be able to consolidate loans under these terms.
Last year, when Congress approved a bill requiring lenders to
reduce their interest rates on consolidated loans by a
percentage point, Sallie Mae stopped consolidating loans,
stating that they were no longer profitable to make. Before
that, Sallie Mae was the top private consolidator.

Republican lawmakers also questioned whether the
department wasn't setting itself -- and loan borrowers -- up for
disaster. Last August, the department, citing a backlog of
more than 80,000 borrowers seeking to consolidate multiple
student loans into single direct loans, was forced to suspend
its consolidation program for four months.

Despite department assurances that the program is running
fine now, aides to Republican lawmakers were skeptical that
it could handle a flood of new applicants, excited by the
reduced rates.

"This is a bit like a car dealer dropping interest rates on loans
for lemons," said Jay Diskey, a spokesman for the House
Committee on Education and the Workforce. "Borrowers
should beware: This is the same department that left students
hanging for months last year."

Background stories from The Chronicle:

r1 "Congress Votes to Delay Change in
Formula Used to Calculate Interest Rate on
Student Loans," 5/26/98

i "House Votes Down Proposal to Bar
Racial Preferences in Admissions," 5/15/98

0 "Many Colleges Are Angry at Sallie Mae
for Stopping Loan Consolidations,"

06/23/98 10:08:59
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1 "Education Dept. Resumes Accepting
Loan-Consolidation Applications,"
12/12/97

1 "Lenders Thwarted in Effort to Block
Change in Interest Rates on Student
Loans," 9/26/97

1 "U.S. Stops Program to Refinance Student
Loans," 9/12/97
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Draft Talking Points for McKeon Meeting
June 18, 1998

(Send the Consolidation Chart and a fact sheet, based on our draft letter, before the
meeting so McKeon is knowledgeable about consolidation rates and the background
of the decision.) :

Administration wants low rate in both programs

. Our HEA proposal had level playing field rates
. No Administration plan to have DL consolidation lower than FFEL
consolidation

The current situation is the result of Congress not stopping the establishment of a
differential in ISTEA

Differentials aside, the dropping of the rate for DL consolidation gives students the
benefit they have long expected, at least in one of the programs

. Of course we are not going to try to reverse that reduction, that ,
decisionhas-beenmade— JL crogal. it cr[U[B wesvsrol; bt se[ivs rl R [t ol
J The dropping of the rate is already re¢flected in both the CBO and OMB cew vy
baselines and reversing it would beltaking away a benefit

peed ag
The Administration has a plan for implementing increased DL consolidation =
applications and not hurting FFEL during the three month period (if that is the period - {

of the differential) /<( j
* we won't promote DL consolidation; no press releases \\j

. we won't say DL only is available for limited time which would drain T
loans from  FFEL

. we will say we want to work with Congress for the benefit of
everyone

° we are expanding capacity -- contractors

% do e wpod 5 ff’u{/kze do ape M FFEC
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- 4  Robert M. Shireman
S 06/17/98 07:11:15 PM

Record Type: Record

To: pauline_abernathy @ ed.gov @ inet, Barbara Chow/OMB/EOP

cc:
Subject: McKeon message

I would suggest a briefing as follows:

--We want the same low rate for consolidations in both programs.

--But given that Congress didn’t address consolidations in the ISTEA bill, the rate in DL is
going to be lower starting July 1. (If questioned: That is because the policy in DL has always
been to offer the same rate for DL consolidations as for new loans, and the CBO and OMB
baselines assume that rate. The higher education groups have made it clear they expect us not
to change that policy.)

--This creates a temporary differential with FFEL. That may lead to significant demand and
FFEL lenders may feel threatened. In order to keep demand down:

--We will not promote the reduced rate. We will do only the minimal Federal Register
notice.

--We will ask Congress to work with us to ensure that the same low rate will be
provided in both programs. [f there is an impression that this rate will be generally
available for the long term, then there shouldn’t be a rush into DL. So it would be
helpful for you to join in that goal (which is different from the House-passed bill).

--At the same time, we will be preparing for some increased demand, and are taking steps to
be prepared for that.

--Contractor capacity, short and longer term

--Efforts to inform students who have applied, or are interested in applying, with
information about possible delays, etc.

--Other efforts to meet possible demand.
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Jon_Oberg @ ed.gov (Jon Oberg)
06/22/98 05:58:55 PM

Record Type: Record

To: See the distribution list at the bottom of this message

cc: See the distribution list at the bottom of this message
Subject: Rel4]: McKeon DL Consolidation Rate Meeting

Glad to play the role. If | were Mr. McKeon, here are some different ) /}Y(
arguments | might consider using... - A

1. Congress's not totally foreclosing a July 1 drop in DL cons rates in
ISTEA is the result of conviction that the Administration would not try to
take the issue out of Congress's hands. The House has already acted. |'ve
spoken to Sen Jeffords. He is in agreement that you should not reduce the
rate until Congress has a chance to act. You will get a letter from us
tomorrow advising you in the strongest terms not to drop the rates.

2. Not foreclosing a July 1 drop in DL cons rates was an oversight. You
will get a letter of intent tomorrow, which we expect you to follow. You
should not try to take advantage of such an oversight.

{ .

3. | have a letter here from FFE% iiﬁdamrs_st g\ft\hat there will be M (AR ”r',{m;, r’*M
no FFEL consolidation industry/if you drop the rate) | have another letter PG W(V o »
signed by X__ lenders that such & fisolidation rate would make their CM\Q(”‘U( _ /
future participation unlikely. You are playing with the future of 70% of w M o
the Stafford loan program. How can you even consider dropping the rate? e /_#_ﬁ_-. e

— iy B0 Lo prt i
4. You are doing students and borrowers a huge disfavor. Nothing but i
chaos can result from such a decision to drop the rate. Did you learn /0’3(/ =l f .
nothing from the backlog hearings tast fall? You will get a letter 4,,(\20/\0 ﬁ (/dW x
tomorrow from me asking on behalf of students and borrowers not to put them

through this again! . F(/h )iu_a\_{@\\ b _ \{,;{:4/074,

Wt
5. By holding out a long range solution rather than taking the right /0 W V\f é///uj
i 77

action now, you are trying to play a foolish game of blackmail. You know

there are no funds available to provide level playing field in both (et WH /M/”’
consolidation programs, therefore this is a cheap political move which will

threaten the bipartisan HEA.

6. You are obviously trying to favor DL over FFEL, despite your -
protestations to the contrary. This is an attempt to ruin FFEL completely. (é\ ,M f)‘ I
Although we have tried to be bipartisan and let both programs compete, you / )
have not cooperated. If you do not keep the DL rate at 3.1, we will act to T¢
set it there legislatively, and will have support from the higher education
groups, students, and the public. Your own statements have indicated that
DL cannot handle 100% of the loan volume.

Reply Separator
Subject: Re[3]: McKeon DL Consolidation Rate Meeting
Author: Pauline Abernathy at WDCBO1




Date: 6/22/98 3:25 PM

| actually will not be able to be on tonight's 6 pm conference call

for more than 5 minutes but the participants of tomorrow's meeting can
all make this time. In particular, the conference call is a chance

for OLCA to throw out some of the possible hostile questions that

could be asked tomorrow as well as for OGC to provide guidance on what
to say about the regs and July 1.

Attached are the latest tps Jon prepared. OGC, pls take another look
at them. Thanks.
Reply Separator

Subject: Re[2]: McKeon DL Consolidation Rate Meeting
Author: Kristi Kimball at WDCBO1
Date: 6/22/98 2:10 PM

Pauline would like to hold a short conference call later today with
Bob Shireman, Barbara Chow and ED staff to prepare for the Tues.
meeting with McKeon.

For those interested, the call will take place from 6:00 to 6:30pm
today. To connect, call 456-6799 (then code 6705). If that line is
busy, call 456-6777 (then code 6705). Each line can handle seven
calls.

Message Sent To:

David_Longanecker @ ed.gov {David Longanecker)
Phyllis_Jean_Sanders @ ed.gov (Phyllis Jean Sanders)
Scott_Fleming @ ed.gov (Scott Fleming)
Thomas_Kelley @ ed.gov {Thomas Kelley)

Maureen MclLaughlin @ ed.gov (Maureen McLaughlin)
Susan_Frost @ ed.gov {Susan Frost)

Diane_Rogers @ ed.gov {Diane Rogers)

Jean Veta @ ed.gov (Jean Veta)

Robert M. Shireman/OPD/EOP

Kristi_Kimball @ ed.gov (Kristi Kimball)
Pauline_Abernathy @ ed.gov {Pauline Abernathy)

Message Copied To:

Vicky Stroud @ ed.gov (Vicky Stroud)
Mike_Smith @ ed.gov {Mike Smith)
Tia_Cosey @ ed.gov (Tia Cosey)
Linda_Anderson @ ed.gov {Linda Anderson)
Taronda Wallace @ ed.gov (Taronda Wallace)
Patricia_Dorn @ ed.gov (Patricia Dorn)



June 16, 1998 p.m.
Pre-decisional staff draft for deliberative purposes; protected by OGC attorney-client privilege

Dear

I am writing to share with you the Department of Education’s plans relating to student
loan consolidation interest rates.

As you know, the temporary student loan interest rate provisions contained in the
Transportation Equity Act for the 21st Century recently signed into law apply to new Stafford
student loans made under the Direct Loan and Federal Family Education Loan (FFEL) programs
between July 1 and October 1, 1998, but not to Consolidation Loans made under either program.
Thus, the new law does not alter the loan consolidation terms established under the Emergency
Student Loan Consolidation Act of 1997 and the Higher Education Act, under which Direct
Consolidation Loan interest rates are established by regulation and FFEL Consolidation Loan
interest rates are set in statute. At present, the Department’s regulations set the Direct
Consolidation Loan interest rate at the interest rate for Stafford Loans. The Emergency Student
Loan Consolidation Act of 1997 improved the statutory terms of FFEL Consolidation Loans to
match the terms of Direct Consolidation Loans through July 1, 1998, but did not provide for the
maximum FFEL Consolidation Loan rate to decline on July 1 with the new Stafford Loan interest
rate.

Thus, the 1997 Act provided for a differential between Direct and FFEL Consolidation
Loan interest rates during the last quarter of this fiscal year. Both the Administration’s and
CBOQO’s baselines reflect this differential. In both, the Direct Consolidation Loan interest rate
drops on July 1 to match the new Stafford Loan rate while the FFEL Consolidation Loan interest
rate remains by law at the 91-day Treasury Bill rate plus 3.1 percentage points for the remainder
of the fiscal year, after which the FFEL Consolidation Loan rate reverts by law to the weighted
average of the underlying loans, rounded up to the nearest whole percentage point.

Accordingly, consistent with these budget baselines and current policy, the interest rate on
new Direct Consolidation Loans will drop on July 1 when the Stafford Loan rate drops to the 91-
day Treasury Bill rate plus 2.3 percentage points, providing borrowers with an opportunity to
consolidate their outstanding loans at the new lower student loan rate. We regret that the law
does not ensure borrowers consolidating in FFEL receive this same benefit as borrowers
consolidating in Direct Loans, which is why the Administration proposed that the reauthorization
of the Higher Education Act level the playing field by also setting the maximum FFEL
consolidation rate at the new Stafford loan rate. We know you share our desire to reduce
costs as much as possible for borrowers in both programs and would like to work with you to
enact legislation to improve the terms of FFEL Consolidation Loans to match the terms of Direct
Consolidation Loans as soon as possible, and would be pleased to meet with you to discuss this
important issue.

Sincerely,
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Draft Talking Points on Loan Consolidation
June 17, 1998

Goal: Determine whether the Congressman will support us in lowering the Direct consolidation
rate on July 1 -- and will support the Department if demand temporarily exceeds capacity -
- m which case we will immediately send the draft letter to the Committee chairs and
ranking members. Ask who he thinks should sign the letter. Encourage him to discuss -
this with Congressman McKeon. —_— ‘

We are prepared to formally send this letter to the Education Committee and lower the

Direct consolidation rate on July 1 as planned but we will not do it unless we have your
support, .

. The highway bill was silent on loan consolidation rates.

. Our plan, reflected in the both OMB and CBO baselines, has always been for
direct loan consolidation rates to drop with the new loan rate on July 1.

. We are prepared to follow through with this plan and give former students the
opportunity to consolidate at the new low rate but will not do it unless we have
Wwwmm&m@,im@g _as-we haveunified ™

ic support. :
o spdelt Covls wali) ik
We know that Republicans' will not support this step because:

Direct consolidation will be significantly more attractive than FFEL-
consolidation because FFEL consolidators will not be willing to lower their rates
to match Direct consolidation and will be concerned that the loans they currently
hold will be consolidated into Direct Loans. Thus, they will claim in will
jeopardize their current portfolios (although there was an 80 bp difference between
Direct and FFEL prior to the two-way bill).

Mda
It ,wﬂf be difficult for Congress to change the Direct consolidation rate in
HEA after it has been lowered.

Lenders will want a level playing field and will ask for additional taxpayer
subsidy to match direct lending without reducing their profits.

The student groups and higher education community are urging us to lower the rate now
because they believe if the rate is not lowered now, the HEA will not lower the rates.

. That is why opponents of dropping the rate on July 1 will argue the Department
should wait for HEA to pass before acting.

2@ - et e U F e
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Senate Democratic staff say their bosses will support lowering the rate now since it is
consistent with the Senate HEA bill. Under the Senate HEA bill, the Direct Loan rate could
drop while the FFEL maximum rate would actually nse.

Because students see acting now as the only way to win a lower rate in the HEA, students
are willing to risk that demand for Direct consolidation will temporarily exceed processing
capacity this summer while the two loan programs are different and while we are further
expanding capacity. :

. We do not expect a backlog, but it is impossible to predict demand and capacity
while expanded is finite in the short-term. We could at least do 50% more over ]
the summer and we believe we could at least double capacity in the fall. We have’ o7 «cu o/
dfid{t_zgeci/a\plag to inform students of any delay and of their options if they need a ~

“consolidation loan more quickly.

. Any backlog that developed would be a;’)pgli_cg induced backlog ‘:"- not a
management-induced backlog such as experienced last year.

. Students (and the higher education community) have said they would stand behind
the Department if a backlog were to temporarily develop.

. We would need to be sure Democrats would stand with us as well if it were
necessary.

We support lowering the rate in both programs in HEA -- that is what we proposed -- and
would be willing to delay lowering the rate on July 1 if before July 1 we could reach an
acceptable bi,ﬁ)artisan agreement with the Committee that would be enacted for October 1,
Budget Implications: Lowering the rate now does not have a scorable cost because itis . C
already in the baseline. _ac

o
: lowering} rate would-not lead more - (J/,e.( ,(//
-€ ! ent it doeg lead-to more consolidations, it 7 _

%

. Furthermore, if the FFEL maximum rate were also lowered in the HEA,E@_eLs__\
would demand additional taxpayer subsidy which would have budget costs unless

\

ﬂ?{ ( ﬂ‘(/f

e

™

“they were required to use some of the 50 bp subsidy they receive under the ™~
MecKeon-Kildee to subsidize loan consolidation. This would have the effect of
shifting subsidy from lenders to students at no additional cost 1o taxpayers.

—

For the rate to drop on July 1, we will need to publish a clarification of our regulations by
Wednesday July 1 so we will need move on Friday, June 26.
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Pauline Abernathy
Office of the Deputy Secretary
U.S. Department of Education
600 Independence Avenue, SW
Washington, DC 20202-0500
Phone (202) 401-1000

Fax (202) 401-9027
TO: @Olﬂ‘"

FAX: L L2222
PAGES (including cover page): 3
. FROM: Pauline Abernathy

RE:
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We regret that the law does not ensure borrowers consolidating in FFEL
receive this same benefit as borrowers consolidating in Direct Loans, which is why
the Administration proposed that the reauthorization of the Higher Education Act
level the playing field by also setting the maximum FFEL consolidation rate at the 9 rﬁf‘ﬂ““e
new Stafford loan rate. We know you share our desire i teld and ‘/-WW
would like to work with you to enact legislation to improve the terms of FFEL s 1%
Consolidation Loans to match the terms of Direct Consolidation Loans as soon as 5
possible, and would be pleased to meet with you to discuss this important issue. W'”{?w 0
[ et

Sincerely, /\,vrjm Mg
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June 15, 1998 p.m. - Wﬁ{ \(V' - Y‘i\ '
Pre-decisional staff draft for deliberative p#itpeses; ‘p/otected by OGC > &
attorney-client privilege , . 7@8 o
y ‘i,rr V’( Q \J?\»?K@V ‘
Dear SHN

| am writing to share with you the Department of Education’s plans relating
to student loan consolidation interest rates.

As you know, the temporary student loan interest rate provisions contained
in the Transportation Equity Act for the 21st Century recently signed into law apply
to new Stafford student loans made under the Direct Loan and Federal Family
Education Loan (FFEL) programs between July 1 and October 1, 1998, but not to
Consolidation Loans made under either program. Thus, the new law does not alter
the loan consolidation terms established under the Emergency Student Loan
Consolidation Act of 1997 and the Higher Education Act, under which Direct
Consolidation Loan interest rates are established by regulation and FFEL
Consolidation Loan interest rates are set in statute. At present, the Department’s
regulations set the Direct Consolidation Loan interest rate at the interest rate for
Stafford Loans. The Emergency Student Loan Consolidation Act of 1997 improved
the statutory terms of FFEL Consolidation Loans to match the terms of Direct
Consolidation Loans through July 1, 1998, but did not provide for the maximum
FFEL Consolidation Loan rate to decline on July 1 with the new Stafford Loan
interest rate.

Thus, the 1997 Act provided for a differential between Direct and FFEL
Consolidation Loan interest rates during the last quarter of this fiscal year. Both the
Administration’s and CBO’s baselines reflect this differential. In both, the Direct
Consolidation Loan interest rate drops on July 1 to match the new Stafford Loan
rate while the FFEL Consolidation Loan interest rate remains by law at the 91-day
Treasury Bill rate plus 3.1%, for the remainder of the fiscal year, after which the
FFEL Consolidation Loan rate reverts by law to the weighted average of the
underlying loans, rounded up to the nearest whole percentage point.

rocel fegpe rﬂf—:"‘f‘?-i"g

Accordingly, consistent with these budget baselines and current policy, the
interest rate on new Direct Consolidation Loans will drop on July 1 when the
Stafford Loan rate drops to the 91-day Treasury Bill rate plus 2.3%, providing
borrowers with an opportunity to consolidate their outstanding loans at the new

lower student loan rate. Wﬂhi@;wemge—studerﬁ-gcaduaﬂng.mﬁhieé%studenﬁ

loans fro

interest-rate o col n%‘dﬁdéTTUns—loans—afweH—as—new—leans—ts_aneMWe can

further-thisgoak-



Principles:

Strategy:

Option A:

Loan Consolidation Interest Rates
staff draft June 11, 1998

Students should have an incentive to consolidate and lenders should receive a
reasonable return

The higher education community is strongly urging ED to lower DL consolidation
rates to the new loan rate beginning July 1, as assumed in our and CBO's budgets
and in our regs. This would put the DL consolidation rate 80 bps below the
maximum FFEL consolidation rate, placing DL at an advantage and likely leading to
a significant increase in demand for DL consolidation. Hill Democrats may be
willing to approach Republicans and negotiate for a better deal for students in both
programs beginning October 1 in exchange for ED not lowering the DL rate
unilaterally on July 1. What we say we will do July 1 if no agreement is reached will
significantly affect the chances of reaching an agreement. We have said publicly that
we think the terms of FFEL loans should be improved to match the terms of DL
consolidation loans.

If the Hill will not agree to our HEA policy of applying the new loan rate to both
DL and FFEL loan consolidation beginning October 1 (which has no cost), then we
should at least get Option 1b -- weighted average for loan consolidation plus a
significant reduction in origination fees plus pay guaranty agencies a fee from the
reserves to encourage consolidation of multi-lender accounts. Rationale: this would
give students a significant benefit and increase access (benefits current and future
students rather than former students), level the playing field between DL and FFEL
since some GAs are currently waiving the 1% origination fee, provide a targeted
incentive to consolidate multi-lender accounts, and it has a fixed, lower cost.

1b.  Same as 1a plus origination fees are reduced/eliminated plus pay guaranty
agencies fee from reserves to encourage consolidation of muiti-lender
accounts

Pros:

. Current students benefit more and former students benefit less.

. Over time the consolidation rate will drop as more new loans are outstanding

. Origination fee changes save students $2.4 billion over 5 years if origination

fees are eliminated as in our HEA proposal, $1.7 billion if the first 1% (incl.
GA insurance premium) is eliminated for all borrowers, and $880 million if
the Harkin amendment were adopted

. Encourages consolidation of loans where the benefits to borrowers and
lenders are greatest

. Same as for la, but also costs the budget $1.4 billion over 5 years if
origination fees are eliminated as in our HEA proposal, $700 million if the
first 1% is eliminated for all borrowers, and the Harkin amendment costs
$880 million and SAVES $100 million with Harkin’s offset (CBO scores it
as costing $200 million).



Overview of Options:

1. Lower the DL consolidate rate to T-bill +2.3% on July I ~ ($54 m savings scored)
Plan to manage demand for direct loan consolidation

Options where borrowers pay weighted average:

la. Borrowers pay weighted average (similar to House bill) ($269 m savings scored)

1b.  Borrowers pay weighted average plus origination fees are reduced/eliminated plus pay
guaranty agencies fee from reserves to encourage consolidation of multi-lender accounts
(Depending on the origination fee provision, could have net savings of $369 million, or net
cost of $400 m, or net cost of $1.1 billion)

Options where borrowers pay new loan rate:

2. Lenders get new loan rate and continue to pay the fee ($50 m savings scored,;
maximum real cost of $1.2 b)
3a. Lenders get the McKeon-Kildee rate SAP ($725 m cost scored,

maximum real cost of $4.3 b)
3b.  Lenders get the same rate for consolidations as for new loans but still pay a fee
(3a plus cut the 105 basis point fee by 30 basis points) ($1.0 b cost scored;
maximum real cost of $4.9 b)

3c. Lenders take only a 30 bp cut on outstanding loans that are consolidated
(3a plus gliminate the 105 basis point fee) ($1.7 b cost scored,;

maximum real cost of $5.7 b)
3d.  Protect lenders’ current excessive returns on outstanding loans (provide a T-Bill+3.1% SAP
(80 bp SAP), and eliminate the 105 basis point fee) ($2.2 b cost scored,;
. maximum real cost of $7.6 b)



la.

Lower the DL consolidate rate to T-bill +2.3% on July 1

Pros:
. Dramatically increases the chance that the rates will be lowered for both programs
" October 1 since Congress will be reluctant to raise rates for students

. No cost -- even produces small scorable savings although could lead to higher real
costs if many more students consolidate

. Will receive strong support from students and the higher education community

. Is consistent with our current policy and our HEA proposal.

Cons:

. May anger Republicans who will claim it tilts the playing field between the two
programs but we would have already given them a chance to negotiate a level
playing field before acting

. Will need to clarify our regulation to make clear this was always our intention

. Will likely create more demand for DL consolidation than can be processed during
the next three months

. May have a negative impact on the FFEL industry, although an 80 bp gap between
the two programs existed prior to enactment of the two-way consolidation act last
fall.

Plan to manage excess demand if rate is lowered on July 1:

Announce that we will guarantee the new low rate to all direct loan consolidation
applications pending or received after the date of announcement. Between July 1 and
October 1, we will increase capacity 50% and capacity will be doubled in the fall [precise-
numbers and plan to come from SFA]. If more applications are received than can be
processed promptly, borrowers will be notified of the delay and of their options to
consolidate with a FFEL consolidator if they need a consolidation loan more quickly.
Notifications to this effect would also be included in the application packets sent to
borrowers who request an application. The Department would not proactively take steps to
increase demand during this three-month period.

Borrowers pay Weighted avefage
(Lenders get new loan rate and continue to pay the 105 basis point fee)

Pros:

. Saves $269 million

. Over time the rate will drop as more new loans are outstanding

Cons:

. Does not give students with outstanding loans the benefit of the new low rate,
costing students $__ over 5 years compared to lowering the rate in both programs
based on our budget assumptions, and up to $§__ over 5 years based on an
assumption that all students would have consolidated or reconsolidated at the new

: loan rate.

. Is not consistent with our current policy or our HEA proposal.

. Weighted average is more difficult to implement from a systems perspective.

[U9)



1b.

3a.

Same as 1a plus origination fees are reduced/eliminated plus pay guaranty agencies
fee from reserves to encourage consolidation of muiti-lender accounts

Current students benefit more and former students benefit less.

Over time the consolidation rate will drop as more new loans are outstanding
Origination fee changes save students $2.4 billion over 5 years if origination fees are
eliminated as in our HEA proposal, $1.7 billion if the first 1% (incl. GA insurance
premium) is eliminated for all borrowers, and $880 million if the Harkin amendment
were adopted

. Encourages consolidation of loans where the benefits to borrowers and lenders are
greatest

g

. Same as for 1a, but also costs the budget $1.1 billion over S years if origination fees
are eliminated as in our HEA proposal, $400 million if the first 1% is eliminated for
all borrowers, and SAVES $400 million with Harkin’s offset (CBO currently scores
Harkin as costing $200 million).

Borrowers in both programs pay new loan rate beginning October 1

Pros: :

. Students win, saving students between $700 million-$5.6 billion over 5 years

compared to current law (depending on whether more consolidate) and $___ over 5

years compared to House HEA bill

. Scorable savings of $50 million over 5 years if decision to consolidate is left up to
borrowers and assuming no change in.behavior. Maximum real cost of $1.2 billion.

Cons:

FFEL consolidators would not find it profitable, leading to FFELs being
consolidated into DLs.

. DL would do most consolidation which would require a dramatic increase in DL
consolidation capacity.

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans.

Borrowers pay new loan rate plus FFEL consolidators get McKeon-Kildee rate SAP
(FFEL consolidators are provided the same 50 bp subsidy provided for new loans under the
McKeon-Kildee proposal but still pay the 105 basis point fee)

Pros:

. Students win, saving students between $700 million-$5.6 billion over 5 years
compared to current law (depending on whether more consolidate) and §___ over 5
years compared to House HEA bill

Cons

G

FFEL lenders still reluctant to consolidate because of 105 bp annual fee on
consolidations



3b.

3c.

Scorable cost of $725 million if the decision to consolidate is left up to the
borrower. Could have up to a $4.3 billion cost if all outstanding loans were
consolidated or reconsolidated at the lower rate (§__in FFEL and $__in DL). The
likely cost is MUCH less (Budget Service to develop a more likely estimate based
on years left in repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans.

Borrowers pay new loan rate and FFEL consolidators would get the same for
consolidations as for new loans but still pay a fee (3a plus cut the 105 basis point fee by
30 basis points)

Pros
Cons:
[ ]

Students win

FFEL consolidators will still protest since they may need to consolidate FFEL loans
and pay the fee in order to keep some borrowers from consolidating into DL
Scorable cost of $1 billion if the decision to consolidate is left up to the borrower.
Could have up to a $4.9 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate ($__in FFEL and $ _ in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left in
repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans

Borrowers pay new loan rate and lenders take a 30 bp cut on outstanding loans that
are consolidated (Same as 3a and also eliminate the 105 basis point fee)

Pros:

Students win
FFEL lenders less disadvantaged (only 30 bps) compared to current rate on
outstanding loans

Scorable cost of $1.7 billion if the decision to consolidate is left up to the borrower.
Could have up to a $5.7 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $__in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left in
repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans



3d.

Borrowers pay new loan rate and protect FFEL lenders’ current excessive returns on
outstanding loans (Borrowers pay new loan rate, and FFEL consolidators are provided a
T-Bill+3.1% SAP (80 bp SAP), and eliminate the 105 basis point fee)

Pros:

. Students win

. FFEL lenders would want to consolidate all multiple-lender loans (a minority of all
loans) because lenders would not get any lower interest rate or pay a fee and would
get the benefit of consolidation if they don’t currently hold all of a borrower’s loans
(higher return for the same fixed servicing cost)

Cons

Excessive benefit to FFEL lenders?

Scorable cost of $2.2 billion if the decision to consolidate is left up to the borrower.
Could have up to a $7.6 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $__ in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left in
repayment and loan balance).
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Loan Consolidation Interest Rates
staff draft June 11, 1998

Principles:  Students should have an incentive to consolidate and lenders should receive a

reasonable return

Strategy: The higher education community is strongly urging ED to lower DL consolidatic;) | Lefl @((““

rates to the new loan rate beginning July 1, as assumed in our and CBO's budget/s_x ‘1 It
and in our regs. This would put the DL consolidation rate 80 bps below the Qi
maximum FFEL consolidation rate, placing DL at an advantage and likely leading to

a significant increase in demand for DL consolidation. Hill Democrats may be

willing to approach Republicans and negotiate for a better deal for students in both

programs beginning October 1 in exchange for ED not lowering the DL rate

unilaterally on July 1, What we say we will do July 1 if no agreement is reached will
significantly affect the chances of reaching an agreement. We have said publicly that

we think the terms of FFEL loans should be improved to match the terms of DL

consolidation loans.

Option A:  If the Hill will not agree to our HEA policy of applying the new loan rate to both

DL and FFEL loan consolidation beginning October 1 (which has no cost), then we
should at least get weighted average for loan consolidation plus a significant
reduction in origination fees plus pay guaranty agencies a fee from the reserves to
encourage consolidation of multi-lender accounts. Rationale: this would give
students a significant benefit and increase access (benefits current and future
students rather than former students), level the playing field between DL and FFEL
since some GAs are currently waiving the 1% origination fee, provide a targeted
incentive to consolidate multi-lender accounts, and it has a fixed, lower cost.

Overview of Options: :

1.

Lower the DL consolidate rate to T-bill +2.3% onJuly I  ($54 m savings scored)
Plan to manage demand for direct loan consolidation

la.  Borrowers pay weighted average (similar to House bill) ($269 m savings scored)
1b.  Borrowers pay weighted average plus origination fees are reduced/eliminated plus pay
guaranty agencies fee from reserves to encourage consolidation of multi-lender accounts
(Net savings of $369 million, or net cost of $400 m, or net cost of $1.1 billion)
2. Lenders get new loan rate and continue to pay the fee ($50 m savings scored,
maximum real cost of $1.2 b)
3a.  Lenders get the McKeon-Kildee rate SAP (8725 m cost scored,
maximum real cost of $4.3 b)
3b.  Lenders get the same rate for consolidations as for new loans but still pay a fee .
(3a plus cut the 105 basis point fee by 30 basis points) ($1.0 b cost scored;
maximum real cost of $4.9 b) J
3c.  Lenders take only a 30 bp cut on outstanding loans that are consolidated
(3a plus eliminate the 105 basis point fee) (31.7 b cost scored;
. maximum real cost of $5.7 b)
3d.  Protect lenders’ current excessive returns on outstanding loans (provide a T-Bill+3,1% SAP

(80 bp SAP), and eliminate the 105 basis point fee) ($2.2 b cost scored,
maximumn real cost of $7.6 b)
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la.

Lower the DL consolidate rate to T-bill +2.3% on July 1

Pros: :

. Dramatically increases the chance that the rates will be lowered for both programs
Octaber 1 since Congress will be reluctant to raise rates for students

. No cost - even produces small scorable savings although could lead to higher real
costs if many more students consolidate

. Will receive strang support from students and the higher education community

. Is consistent with our current policy and our HEA proposal.

Cons:

. May anger Republicans who will claim it tilts the playing field between the two
programs but we would have already given them a chance to negotiate a level

playing field before acting

. Will need to clarify our regulation to make clear this was always our intention

’ Will likely create more demand for DL consolidation than can be processed during
the next three months

. May have a negative impact on the FFEL industry, although an 80 bp gap between
the two programs existed prior to enactment of the two-way consolidation act last
fall.

Plan to manage excess demand if rate is lowered on July 1:

Announce that we will guarantee the new low rate to all direct loan consolidation
applications pending or received after the date of announcement. Between July 1 and
October 1, we will increase capacity 50% and capacity will be doubled in the fall /precise
numbers and plan to come fram SFA]. If more applications are received than can be
processed promptly, barrowers will be notified of the delay and of their options to
consolidate with a FFEL consolidator if they need a consolidation loan more quickly.
Notifications to this effect would also be included in the application packets sent to
borrowers who request an application. The Department would not proactively take steps to
increase demand during this three-month period.

Borrowers pay weighted average
(Lenders get new loan rate and continue to pay the 105 basis point fee)

Pros:

. Saves $269 million '

. Over time the rate will drop as more new loans are outstanding

Cons:

. Does not give students with outstanding loans the benefit of the new low rate,
costing students $__ over 5 years compared to lowering the rate in both programs
based on our budget assumptions, and up to $__ over 5 years based on an
assumption that all students would have consolidated or reconsolidated at the new
loan rate.

. Is not consistent with our current policy or our HEA proposal.

. Weighted average is more difficult to implement from a systems perspective.

2
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Same as 1a plus origination fees are reduced/eliminated plus pay guaranty agencies
fee from reserves to encourage consolidation of multi-lender accounts

Pros:

Current students benefit more and former students benefit less.

Over time the consalidation rate will drop as more new loans are outstanding
Origination fee changes save students $2.4 billion over § years if origination fees are
eliminated as in our HEA proposal, $1.7 billion if the first 1% (incl. GA. insurance
premium) is eliminated for all borrowers, and $880 million if the Harkin amendment
were adopted

Encourages consolidation of loans where the benefits to borrowers and lenders are
greatest

Same as for 1a, but also costs the budget $1.4 billion over 5 years if origination fees
are eliminated as in our HEA proposal, $700 million if the first 1% is eliminated for
all borrowers, and the Harkin amendment costs $880 million and SAVES $100
million with Harkin’s offset (CBO scores it as costing $200 million).

Borrowers in both programs pay new loan rate beginning October 1

Pros:

Students win, saving students between $700 million-$5.6 billion over 5 years
conpared to current law (depending on whether more consolidate) and $___ over §
years compared to House HEA bill

Scorable savings of $50 million over 5 years if decision to consolidate is left up to
borrowers and assuming no change in behavior. Maximum real cost of $1.2 billion.

FFEL consolidators would not find it profitable, leading to FFELs being
consolidated into DLs.

DL would do most consolidation which would require a dramatic increase in DL
consolidation capacity.

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans.

Borrowers pay new loan rate plus FFEL consolidators get McKeon-Kildee rate SAP
(FFEL consolidators are provided the same 50 bp subsidy provided for new loans under the
McKeon-Kildee proposal but still pay the 105 basis point fee)

Pros:

Students win, saving students between $700 million-$5.6 billion over 5 years
compared to current law (depending on whether more consolidate) and § __ over 5
years compared to House HEA bill

FFEL lenders still reluctant to consolidate because of 105 bp annual fee on
consalidations
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Scorable cost of $725 million if the decision to consolidate is left up to the
borrower., Could have up to a $4,3 billion cost if all outstanding loans were
consolidated or reconsolidated at the lower rate (3__in FFEL and $§__in DL). The
likely cost is MUCH less (Budget Service to develop a more likely estimate based
on years left in repayment and loan balance)

Possible long-range increase in costs if market percelves the government as willing
to make direct or indirect changes to the economics of outstanding loans.

Borrowers pay new loan rate and FFEL consolidators would get the same for
consalidations as for new loans but still pay a fee (3a plus cut the 105 basis point fee by
30 basis points)

Pros:

Cons:

Students win

FFEL consclidators will still protest since they may need to consolidate FFEL loans
and pay the fee in order to keep some borrowers from consolidating into DL
Scorable cost of $1 billion if the decision to consolidate is left up to the borrower.
Could have up to a $4.9 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $__in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left in
repayment and loan balance)

Possible long-range increase in costs if market perceives the gavernment as willing
to make direct or indirect changes to the economics of outstanding loans

Borrowers pay new loan rate and lenders take a 30 bp cut en outstanding loans that
are consolidated (Same as 3a and also elimijpate the 105 basis point fee)

Pros;

Students win
FFEL lenders less disadvantaged (only 30 bps) compared to current rate on
outstanding loans

Scorable cost of $1.7 billion if the decision to consolidate is left up to the borrower,
Could have up to a $5.7 billion cost if all outstanding loans were consolidated or
recansolidated at the lower rate ($__in FFEL and $__in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left in
repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of autstanding loans
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3d.  Borrowers pay new loan rate and protect FFEL lenders’ current excessive returus on
outstanding loans (Borrowers pay new loan rate, and FFEL consolidators are provided a
T-Bill+3.1% SAP (80 bp SAP), and eliminate the 105 basis point fee)

Pros:
. Students win
. FFEL lenders would want to consolidate all multiple-lender loans (a minority of all

loans) because lenders would not get any lower interest rate or pay a fee and would
get the benefit of consolidation if they don’t currently hold all of a borrower’s loans
(higher return for the same fixed servicing cost)

Cons:
. Excessive benefit to FFEL lenders?
. Scorable cost of $2.2 billion if the decision to consolidate is left up to the borrower.

Could have up to a $7.6 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $§__in DL) The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left in
repayment and loan balance).
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Consolidation Loan Options
(In millions of dollars)

Baseline:
FFEL — Weighted averzge rounded up to the whole percant.
Dircet Longs ~ 10-20 Year Band plus ] pereent.

Options: '
Budget Foreeast: Consolidation policy will not indnee
borrowers to consolidate. M

100% Consclidation: Al) consolidarors in the Budget Forecast
plus 100 % inducement of current congalidaters t recapsolidate,

100% Students: All comsolidators in the Budget Farecast plu:.
100% Inducement of all ourstanding student loans to consalldate.

dulv Option ]
Student rare: T+3.1 far 3 months, T+2.3 for § years
Lender rate: T+3.1 for 3 momhs, T+2.3 for § yean
Cansol. Holder fee: 105 bp
Amount of Budget  Student
Congolidation Cost  Savings
Budget forecagt -$76 5710
dnly Ontlori 2
Student rate: TH2.3 = 98-03
Lender rate: T+2.3 ~ 9303
Consol. Holder focr 105 bp
Amount of Budget  Student
Consalidation Cod  Savings
Budget forecast 54 =741
October Option 18
Student race: Weighted Avetage
Lender rate: Weighted Average
Consol. Holder fee: 105 bp
Amount of Budget  Student
Hudpot forecast -269 1 &(
a
IOO/, (0S| Ja 22000 Gomsoidations 241 . fSw'(‘l'
- 1009 Students -24]
QOctoher Option 1h
Student rate: Weighied Average
' Lender rale: Weighted Average
Consol. Flolder fos: 75bp
Ameount of Budget  Snudent
. Budget forepast <l
100% Consolidations 169

100% Stpdents 169

p.2/4
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Qctober Option1c
Student rate: Weighted Average
Lender rate; Weighted Average
Consol. Holder fee: 0 fee
Amount of Budger  Student
Consolidation Cost Savings
Budget forecast 752
100% Consolidations 1,193
100% Stadens 4,193
Qctober Optlon 1d
Student rate: Weighted Average - 20 bp
Lender me: Weightod Averape
Consol, Halder fee: 105tp
Awmoumnt of Budget  Siudent
Cost - Savings
Budget forocest an
10054 Congolidatipnz 568
100% Studenis 1,64
Octoher Option 1&
Student rate: Weighted Average - 20 bp
Lender rate: ‘Weighted Average
Conual. Holder fee: 0 fea
Ameunt of Budget  Student
Conaclislti Cont Savi
Budger forecast 1401
100% Consolidations 2,002
160% Students 3,058
October Onton 1f
Student rate: Weighted Average - 20 bp
Lender rage: T+3.1
Comsol. Holder fee: 0fec
Amount of Budget  Studeot
Conaolidation Cogt  Savings
Budget farecast 1,935
10034 Consolidations 2122
100% Students 3,178
October Option2
Studert rate: ™23
Lender rage: ™23
Cansol. Holdey fee: 105bp
Amount of Budget  Student
Budget forecast 5.0)) =704
100% Cousolidations ™ .1,65]
100% Students 1,206 5,609

NO. 441

P.374
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Octeber Option 33
Student rate: T+2.3
Lender rate: T+2.8
Consol. Holder fee: 105 bp
Amount of Budget  Stpdent Budpet Budgst
Budget foreenst 725 <704
100% Consolidations 1268  -1,651
100% Students 4,300 5,600 127 30R3
Qctober Optjan.3h
Student rate: T+2.3
Lendorrate: T8
‘Consol. Holder fee: 750p
Amaunt of Budget Swdent Budget Budget
Canzolidition Cox  Savings CostDIL CostFFEL
Budget forceast 1,017 =704
100% Consolidations 1,901  -1,651
100% Studants 4933  -5600 126) 3672
Qctaber Option 3¢
Student rate: T+2.3
Londsr rate: T+2.8
Comsol. Holder fee: Obp
Amount of Budget  Swmdent  Budget Bodge!
Budget forecast 1,747 <704
100% Conaolidations 2703 -1,651
100% Students 578 -5.609 1261 4474
October Option 3d
Student rate: T+2.3
Lender mte: T+3.1
: Consol. Holder fo: Obp
Amount of Budgst  Smdont Budget Budgot
Budget forecast 2210 99
100% Cousolidations 3,417 <363
100% Students 7,607 -363 1261 6346
Octaber Qpllon 4a
Student rate: Tr2J
Lender rate: T+31.}

C . Holder fee: Gbp

X Amount \
\ ndpet forecast
100% Cemaolidations
100% Sradents
The 100% Stoden! lﬂlblllllld§ ehide (neransed reclepts to fhe Consolidated

. Loan Holder {ee |¥ studenty were Fequired to consolidate to take advantage of the
' lower rate. :

Astumn exlsting lngns conselldate wpen entering repayment.

M /,Q/qg’

'
Budget Service
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Loan Consolidation Interest Rates
staff draft June 9, 1998

e 3

W

Principles:  Students s should have an incentive to consolldate 'and lenders should receive a

Goal:

reasonable return
€asonablie retu

Our HEA policy: apply the new loan rate to both DL and FFEL loan consolidation
beginning October 1 _ bt 5 (T ifl'M’"* 27

Strategy: The higher education community is strongly urging ED to lower DL consolidation

rates to the new loan rate beginning July 1, as assumed in our and CBO's budgets
and in our regs. This would put the DL consolidation rate 80 bps below the
maximum FFEL consolidation rate, placing DL at an advantage and likely leading
to a significant increase in demand for DL consolidation. Hill Democrats may be
willing to approach Republicans and negotiate for lower rates in both programs
beginning October 1 in exchange for ED not lowering the DL rate unilaterally on
July 1. What we say we will do July 1 if no agreement is reached will significantly
affect the chances of reachﬁ?gagreement We have said publicly that we think
the terms of FFEL loans should be improved to match the terms of DL
consolidation loans.

Overview of Options:

L

July 1 Options If No Agreement Is Reached to Lower the Rate in Both Programs on
Oct. 1:

1. Lower the DL consolidate rate to T-bill +2.3% on July 1
Plan to manage demand for direct loan consolidation
2. Keep the DL consolidation rate at T-bill +3.1% on July 1 and state our intention to

lower the rate as planned on October 1

Options for a Negotiated Agreement for Oct. 1 (assume the same rate in both
programs):

la. Borrowers pay weighted average (similar to House HEA bill)

1b.  Borrowers pay weighted average plus origination fees are reduced/eliminated

lc. 1a or 1b plus pay guaranty agencies fee from reserves to encourage consolidation
of multi-lender accounts
2. Borrowers pay new loan rate

3a.  Borrowers pay new loan rate plus FFEL consolidators get the McKeon-Kildee rate

3b.  Borrowers pay new loan rate and FFEL consolidators would get the same for
consolidations as for new loans and still pay a fee (3a plus cut the 105 basis point
fee by 30 basis points)

3c.  Borrowers pay new loan rate and lenders take a 30 bp cut on outstanding loans
that are consolidated (3a plus eliminate the 105 basis point fee)

3d.  Borrowers pay new loan rate and protect FFEL lenders’ current excessive returns
on outstanding loans: FFEL consolidators are provided a T-Bill+3.1% SAP (80 bp
SAP), and eliminate the 105 basis point fee



Oct. 1:

ions If ment Is Reach L he Rate in Both Program

Lower the DL consolidate rate to T-bill +2.3% on July 1

Pros:

Dramatically increases the chance that the rates will be lowered for both programs
October 1 since Congress will be reluctant to raise rates for students

No cost -- even produces small scorable savings although could lead to higher real
costs if many more students consolidate

Will receive strong support from students and the higher education commumty

Is consistent with our current policy and our HEA proposal.

May anger Republicans who will claim it tilts the playing field between the two
programs but we would have already given them a chance to negotiate a level
playing field before acting

Will need to clarify our regulation to make clear this was always our intention

Will likely create more demand for DL consolidation than can be processed during
the next three months

May have a negative impact on the FFEL industry, although an 80 bp gap between
the two programs existed prior to enactment of the two-way consolidation act last
fall.

Keep the DL consolidation rate at T-bill +3.1% on July 1 and state our intention to
lower the rate as planned on October 1.

Does not provoke a fight with Hill Republicans; keeps the playing field level
Does not lead to excess demand for DL consolidation services.

Saves $14 million if just for 3 months and saves $76 million if permanent
Requires manageable system changes

Dramatically reduces our leverage to do better than the weighted average rounded
up to the nearest 1/8 in both programs beginning October 1.

Would cost students $300 million over 5 years on new direct consolidation loans if
made permanent compared to lowering the DL rate.

Students and the higher education community will strongly oppose it; miss an
opportunity to help students.

Is not consistent with our current policy or our HEA proposal. Congress had a
chance to change our policy in ISTEA and chose not to change it.
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1a.

1b.

Plan to manage excess demand if rate is lowered on July 1:

Announce that we will guarantee the new low rate to all direct loan consolidation
applications pending or received after the date of announcement. Between July 1 and
October 1, we will increase capacity 50% and capacity will be doubled in the fall /precise
numbers and plan to come from SFA]. 1f more applications are received than can be
processed promptly, borrowers will be notified of the delay and of their options to
consolidate with a FFEL consolidator if they need a consolidation loan more quickly.
Notifications to this effect would also be included in the application packets sent to
borrowers who request an application. The Department would not proactively take steps
to increase demand during this three-month period.

Rejected options:

. CDSI consolidating previously consolidated DLs: requires systems changes that
would take more than 4 months
. Using FFEL consolidators: requires interfaces with the DL CDS that would take

months and a time consuming contract competition

Options for a Negotiated Agreement for October 1 (assume the same rate in both
programs):

Borrowers pay weighted average (similar to House HEA bill)

Pros:

. No or nearly no cost

. Over time the rate will drop as more new loans are outstanding

Cons:

. Does not give students with outstanding loans the benefit of the new low rate,
costing students $___ over 5 years compared to lowering the rate in both
programs based on our budget assumptions, and up to $__ over 5 years based on
an assumption that all students would have consolidated or reconsolidated at the
new loan rate.

. Is not consistent with our current policy or our HEA proposal.

. Weighted average is more difficult to implement from a systems perspective.

Same as 1a plus origination fees are reduced/eliminated.

Pros:

. Current students benefit more and former students benefit less.

. Over time the consolidation rate will drop as more new loans are outstanding _

. Saves students $2.4 billion over 5 years if origination fees are eliminated as in our

HEA proposal, $1.7 billion if the first 1% (incl. GA insurance premium) is
eliminated for all borrowers, and $880 million if the Harkin amendment were
adopted.



lc.

3a.

. Same as for 1a, but also costs the budget $1.4 billion over 5 years if origination
fees are eliminated as in our HEA proposal, $700 million if the first 1% is
eliminated for all borrowers, and the Harkin amendment costs $880 million and
SAVES $100 million with Harkin’s offset.

1a or 1b plus pay guaranty agencies fee from reserves to encourage consolidation of
multi-lender accounts

Pros:
. No additional cost and encourages consolidation of loans where the benefits to
borrowers and lenders are greatest

Borrowers in both programs pay new loan rate beginning October 1 -

Pros:

. Students win, saving students between $700 million-$5 billion over 5 years
compared to current law (depending on whether more consolidate) and $__ over
5 years compared to House HEA bill

. Scorable savings of $50 million over 5 years if decision to consolidate is left up to
borrowers and assuming

. FFEL consolidators would not find it profitable, leading to FFELs being
consolidated into DLs.

. DL would do most consolidation which would require a dramatic increase in DL
consolidation capacity.
. Possible long-range increase in costs if market perceives the government as willing

to make direct or indirect changes to the economics of outstanding loans.

Borrowers pay new loan rate plus FFEL consolidators get the McKeon-Kildee rate
(FFEL consolidators are provided the same 50 bp subsidy provided for new loans under
the McKeon-Kildee proposal or under the final law if different)

Pros:

. Students win, saving students between $700 million-$5 billion over 5 years
compared to current law (depending on whether more consolidate) and $  over
5 years compared to House HEA bill

Cons:

. FFEL lenders still reluctant to consolidate because of 105 bp annual fee on
consolidations '

. Scorable cost of $750 million if the decision to consolidate is left up to the

borrower. Could have up to a $4 billion cost if all outstanding loans were



3b.

3c.

consolidated or reconsolidated at the lower rate ($__in FFEL and $__ in DL). The

likely cost is MUCH less (Budget Service to develop a more likely estimate based
on years left in repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans.

Borrowers pay new loan rate and FFEL consolidators would get the same for
consolidations as for new loans but still pay a fee (3a plus cut the 105 basis point fee by
30 basis points)

Pros:

Cons:

Students win

FFEL consolidators will still protest since they may need to consolidate FFEL
loans and pay the fee in order to keep some borrowers from consolidating into DL
Scorable cost of $1 billion if the decision to consolidate is left up to the borrower.
Could have up to a $5 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $__ in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left
in repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans

Borrowers pay new loan rate and lenders take a 30 bp cut on outstanding loans that
are consolidated (Same as 3a and also eliminate the 105 basis point fee)

Students win
FFEL lenders less disadvantaged (only 30 bps) compared to current rate on
outstanding loans

Scorable cost of $2 billion if the decision to consolidate is left up to the borrower.
Could have up to a $6 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $__ in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left
in repayment and loan balance)

Possible long-range increase in costs if market perceives the government as willing
to make direct or indirect changes to the economics of outstanding loans
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3d.

Borrowers pay new loan rate and protect FFEL lenders’ current excessive returns
on outstanding loans (Borrowers pay new loan rate, and FFEL consolidators are
provided a T-Bill+3.1% SAP (80 bp SAP), and eliminate the 105 basis point fee)

Pros:
. Students win
. FFEL lenders would want to consolidate all multiple-lender loans (a minority of all

loans) because lenders would not get any lower interest rate or pay a fee and
would get the benefit of consolidation if they don’t currently hold all of a
borrower’s loans (higher return for the same fixed servicing cost)

Cons:
. Excessive benefit to FFEL lenders? '
. Scorable cost of $2 billion if the decision to consolidate is left up to the borrower.

Could have up to a $8 billion cost if all outstanding loans were consolidated or
reconsolidated at the lower rate (§__in FFEL and $§ _ in DL). The likely cost is
MUCH less (Budget Service to develop a more likely estimate based on years left
in repayment and loan balance).



Consolidation Loan Interest Rates

Direct Loans

FFEL

FY 1998-03 Cost

Before the
Emergency
Consolidation Act.

Interest rates set in
regulation. T-bill +
3.1%, set annually,
capped at 8.25%. A
typical borrower
paid 8.25%.

Weighted average of
underlying loans
rounded up to the
nearest whole
percent. A typical
borrower paid
9.0%.

(OMB)

Today. (Under the
Emergency Consolidation
Act.)

Interest rates set in
regulation. T-bill +
3.1%, set annually,
capped at 8.25%.
Borrowers pay
8.25%.

T-bill + 3.1% set
annually, capped at
8.25%. (Special
allowance set quarterly.)
Borrowers pay
8.25%.

n/a (in baseline)

July 1 -October 1.
(Under the 3-month
provision in ISTEA)

Interest rates set in
regulation. Estimate
assumes T-bill +
2.3%. Borrowers
would pay 7.46%.

T-bill + 3.1% set
annually, capped at
8.25%. (Special
allowance set quarterly.)
Borrowers would
pay 8.25%.

-$3 million

(due to the difference
between 10-20-year +1,
which was assumed in
the baseline for Direct
Loans, and T-bill +
2.3%.)

October 1. (If no
change in law -
Emergency Consolidation
Act would expire.)

Interest rates set in
regulation. Estimate
assumes the
10-20-year bond +
1%. Borrowers
would pay 7.11%

Weighted average of
underlying loans,
rounded up to nearest
whole percentage.
These would be fixed
rate loans; rates
would not be reset
annually. A typical
borrower would pay
9.0%

n/a (in baseline)

House bill. (Manager's
amendment.)

Weighted average of
underlying loans
rounded up to the
nearest 1/8th of 1
percent, capped at

8.25%. (It appears that
the House intends for the
rate to be recalculated

every year.) A typical
borrower would pay
8.25%.

Weighted average of
underlying loans
rounded up to the
nearest 1/8th of 1
percent, capped at
8.25%. (It appears that

the House intends for the
rate to be recalculated

every year.) Annual
special allowance set
at T-bill + 3.1%. No
quarterly special
allowance. A typical
borrower would pay
8.25%.

No cost. (CBO
estimates that the cost
will be $100 million.)




Senate bill.

Does not specifically
address consolidation
interest rates.
Interest rates set in
regulation. Estimate
assumes T-bill +
2.3%. Borrowers
would pay 7.46%.

Weighted average of
underlying loans,
rounded up to nearest
whole percentage.
These would be fixed
rate loans; rates
would not be reset
annually. A typical
borrower would pay
9.0%

-$34 million

(due to the difference
between 10-20-year +1,
which was assumed in
the baseline for Direct
Loans, and T-bill +
2.3%.)

Administration HEA
proposal.

T-Bill + 2.3%, set

annually, capped at
8.25%. Borrowers
would pay 7.46%.

T-Bill + 2.3%, set
annually, capped at
8.25%. (Special
allowance also set
annually.) Borrowers
would pay 7.46%.

Lost revenue to lenders
over 5 years would be
$730 million. Current
consolidated loan holder
fee payments over 5 years
would be $1.4 billion.
Reducing the
consolidated loan holder
fee by 50% would keep
lenders whole at a federal
cost of approximately
$700 million.

-$34 million

(due to the difference
between 10-20-year +1,
which was assumed in
the baseline for Direct
Loans, and T-bill +
2.3%.)

June 8, 1998



