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Changes to financial aid rides would spur savings, too

A fairer way to pay for college
Martin and Kathleen Feldstein

T
I HE CLINTON ADMINISTRATION IS
< considering an important change in federal 

college financial idd rules that would make 
the system fairer, simpler, and more honest 
It would also eliminate the strong bias 

against saving that exists under current rules, and make 
4 easier for families to provide for future college costs. 
|\yhile we often disagree with Clinton administration 
{Voposals,thi8isonetimewfaenweareenthusiasticsup- 
iJntara. Tbe White House should resist the opposition 
(^ming from defenders of the status quo. 
f Most families with college-bound duldren are eligi­

ble for ftutnriiil assistance in the Ibrm of scholarships or 
low-interest loans. Hie amount of assistance now d^ 
pends on the family’a assets as well as its income, with 
finiiiviiil aiA dApKning rapidly as income and assets rise. 
Certainasaetsaieexcludedfinmthecalculatiomspe- 

I cffically, the fiunily’s house and retirement savings in 
«>mpanypaisionidans,401(k)aooount^andIRAs.Col- 
teges and univerBities genenQjr Mow the federal rules.

Althou^ these exdusions may at first seem reason­
able, they actually make the systm grossly unfair in 
practioe. And thatTs what the Clinton 
administration would remedy by 
basing financial aid on income rather 
than the combination of income and 
assets.

To see how this un&irness arises, 
consider the Smiths and the Joneses, 
eadi with two coDege-bound chil­
dren, who are alike in every way 
exc^ that the Smiths own thdr 
home while the Joneses are renters.
Jhe Smiths have a $200,000 house 
-with a $120,000 mortgage, implying 
a net value of $80,000. The Joneses 
are equally wealtfay with $80,000 in 
the b^ but do not own thdr home. Under the curroit 
sdwlars^ rules, the Jones family could receive about 

Iona in tlnanrial aid OVCT right years than the Smiths, evoi though both were origin^ equally wen 
off. The asset part of the scholarship rules would thus 
cause the Joneses to use up more than half of their ini- 
tialassets.

A similar unfairness arises if one family has $80,000 
saved in a company-sponsored 401(k) plan while another 
has savings of $80,000 in an ordinary mutual ftmd. The 
scholarship rules ignore the 401(k) savings, but could 
take away more thmi half of the mutual fund assets.

I Some people are tempted to “game” the system to 
'avoid the heavy penalties that the scholarship rules now 
impose on those who have accumulated ordinaiy finan­
cial assets. Because of the rule that excludes house 
values, a homeowner could increase his child’s financial 
aid simply by temporarily paying down the outstanding 
mortgage. If the home-owning Smiths had $60,000 in a 
bank account in addition to the value ottheir home, they 
could “hide” those dollars in a perfectly legal way by re­
ducing their mortgage from $120,000 to $70,000 before 
their children start college. While the renting Joneses

would not have that option, a well-advised renter might 
use his financial assets to buy a “retirement annuity,” 
knowing that the annuity can actually be cashed in after 
his children have graduated.

Because not everyone understands the rules or the 
opportunities to “game” the system, the scholarship 
rules hit some families much harder than others. There 
are also families who rebel against the rules by simply 
lying about their assets. While tax returns are used to 
verify reported income, there is no similar way to verify t 
assets. As a result, the honest families get less in finan- tf 
dal aid than those who cheat

T>«> PIT?!*”*' pKiininatpassets in the^kuhtton nf^olM^pa.BDuld.s^Ltte 
niTTpnt unfair advantage eqjoyed by homeowners and 
by families with their assets in retirement accounts. It 
would also take away the advantage eiyoyed by those' 
who learn how to game the system and by thoM who are 
wmingtodieat

Ahhou(^ it^s tempting to think that the problmns of 
the current system c^d be solved by taking all assets 
into account, including the fEunily house and retirement 
savings accounts, that wouldn’t work. A house’s value is 

hard to esfimate or verify, let alone 
turn into ready cash for tuition bills. 
And including 401(k) or similar de­
fined contribution plans would drive 
employers to subs^te traditional 
defined benefit pensions, whidi are 
virtually impos^Ie to value before 
retirment occurs. ’That’s why the 
Clinton plan to focus on income is 
the best alternative.

The new rules would also en­
courage parents to save for their 
children’s coDege education, know- 
ing that every dollar would be 
available for coDege bins. Thatis a 

great improvment over the current system, in which
saving in advance actually increases the amount a fam­
ily is expected to pay out of pocket The new rules would 
make it easier fiw familieB to meet coUege obligations 
without going into debt or drasticaUy cutting their other 
spending.

As economists we would also welcome the proposa^ 
favorable effect on the incentive to save. Statistical re- 1 
search has shown that the current asset rule \
substantially reduces saving among families that expect I 
to be subject to the so-called “scholarship tax.” The pro-J 
posed reform would no longer deter families from 
saving, since they would no longer fear losing a lai^ 
part of those savings in the form of reduced financial 
aid. The extra national saving would result in faster eco­
nomic growth and a hi^er standard of living.

Let’s hope that this good idea for reform doesn’t get 
sabotaged by those who are trying to protect the status 
quo.
Martin Feldstein, the former chairman of the Council of 
Economic Advisers, and his wife, Kathleen, also an 
economist, write frequently together on economics.____

The new rules would 
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families to meet coll^ 
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Saving for College Gets More Complex, 

But ’97 Law Offers Intriguing Choices
By Jonathan Clements

sta ff Repnrlt’r of TiiK Wai.i, .Stukkt Jouhnai,
Child's play, it isn’t.
The 1997 tax law makes saving for college a lot more 

complicated. But with the complexity also come some in­
triguing investment opportunities.

Here are three suggestions from experts on how college 
savers can take advantage of the new tax law;
■ Make the most of the education IRA.

Starting in 1998, you can put .8500 a year into a new ed­
ucation individual retirement account for any child 
under age 18, providing you are single with adjusted 
gross income of 895,000 and less or filing jointly 
with income of $1,50,000 and below. Eligibility 
phases out above these income thresholds.

“Even if the parents aren't eligible to con­
tribute, the grandparents may be,” notes 
Minneapolis financial planner Ross Levin.

Some people sneer at these tax-shel­
tered savings accounts because of 
the low contribution cap. But 
after socking away $500 a year 
for, say, 15 years with an 
annual return of 10%, ^
your kid's education 
IRA would be worth '' 
some $15,900, which 
you could then with­
draw tax-free to pay col­
lege expenses.

Giora Carmi

That's a nice chunk of change. But the accounts don’t make 
sense for everyone. In particular, there are three drawbacks.

First, in any year that you fund an education IRA for a kid, 
neither you nor anybody else can put money into a prepaid-tu- 
ition plan for the same child. Under the 1997 tax law, prepaid- 
tuition plans have been expanded, so now they can be used to 
pay for room and board, as well as tuition. But Mr. Levin says 
he would still favor the education IRA over a tuition plan.

Second, if you expect financial aid, you may want to pass 
on the education IRA, because these accounts will probably

crimp your aid eligibility. “I wouldn't put any money into an 
education IRA until the middle of next year, when we should 
know how the Department of Education will assess these ac­
counts for financial-aid purposes,” says Kalman Chany, au­
thor of “Paying for College Without Going Broke.”

Finally, once your child is in college, you can’t claim the new 
Hope Scholarship or Lifetime Learning credit in any year you 
withdraw money tax-free from an education IRA. These credits

are fully available to joint 
filers with adjusted gross 

income of $80,000 and less. 
The Hope Scholarship 

can be used in your child’s 
first two years of college and is 

worth a maximum $1,500 in an­
nual tax savings. The Lifetime 

Learning credit, which can be used 
in subsequent years, is worth as 

much as $1,000 a year through 2002 and 
$2,000 a year thereafter. If you qualify, 

“the credits will be more valuable than 
the education IRA,” Mr. Chany reckons.

■ Cash in on lower capital-gains rates. 
Experts have long warned against investing 

in a child’s name. A kid’s savings count against a 
family’s aid eligibility far more heavily than money 

held in the parents’ names. Moreover, children usu­
ally get control of their custodial accounts at age 18 or 

21, depending on state law.
Despite these problems, plunking money into a custodial ac­

count for a child suddenly looks much more attractive, thanks to 
the cut in the capital-gains tax rate. For instance, if your chil­
dren are in the 15% income-tax bracket and they hold an invest­
ment for more than 18 months, any capital gain is taxed at 10%.

But if you really want to skimp on taxes, possibly the most 
intriguing opportunity lies in the rock-bottom capital-gains 
rate on assets owned five years or more. If you are in the 28% 
income-tax bracket or above, the five-year capital-gains rate 
of 18% doesn’t kick in until 2006 for investments held since 
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2001^ But for those in the 15% bracket, the 
new five-year rate makes an eariier debut. 
Starting in 2001, those in the 15% bracket 
can sell investments held for at least five, 
years and pay taxes at Just 8%.

How cahyou take advantage of this? If 
you Invest in a child's name and the kid is 
under age 14. the first $650 of investment 
earnings is tax-free and the next $650 is 
taxed at a maximum 15%. Above $1,300, all, 
gains are taxed at the parents’ rate.

But the real tax break comes once your 
youngsters turn 14. Your children can then 
earn far more than $1,300 and still be in the 
15% income-tax bracket Consider hanging 
onto your children's stocks and mutual 
funds until 2001. If, at that point, your 
children are at least age 14 and have 
held their Investments for five years, 
you can sell the securities and pay taxes at 
8%.

What if you want to keep control of the 
money? Mr. Levin suggests holding invest­
ments in your own name until your chil­
dren turn 14. At that Juncture, if your 
children seem responsible and you are 
confident you won’t be eligible for finan­
cial aid, you and your spouse can each gift 
as much as $10,000 of mutual funds or 
Stocks to each of your children every year 
am( have them sell the Investments at their 
8% or 10% capital-gains tax rate.

“An 8% tax rate is pretty dam attrac­
tive,’’ says David Foster, a financial plan­
ner in anclnnatl. "That seems to me like a 
slam-dunk.”
, The 1997 tax law also makes home sales 
far less toxlng. For Instance, if you file 
Jointly and your gain from selling your 
home is $500,000 or less, you now avoid all 
capitol-gains taxes. That opens up the 
possibility of tapping your home’s value to 
pay for college.
( "You could trade down and take equity 
but of your home tax-free,” Mr. Levin 
$ays. "That especially works for older 
parenU,” who might be looking to buy a 
smaller home once their children head off 
to college.
! • Stuff coUege savings into your IRA.

Starting next year, you can use your 
retirement IRA to pay a child or grand­
child’s mllege expenses and avoid the 
usual 10% tax penalty on withdrawals 
before age 59%. But the costs involved 
can still be hefty.

"If you withdraw from your IRA, you 
will raise your income and reduce your aid 
eligibility,” Mr. Chany notes. "For people 
who are in the 28% tax bracket, every $1 
they puli out of a regular IRA might cost 
them 58 cents in Uxes and reduced aid 
eligibility.”

Nonetheless, If you are unsure whether 
you will be eligible for aid, putting college 
money in a retirement IRA may make 
more sense than stashing money in a 
child’s name or funding an education 
IRA.

Under the federal financial-aid for­
mula, your retirement IRA won’t hurt your 
aid eligibility, providing you don’t dip into 
the account. Thus, if you turn out to be 
eligible for aid, you can either leave your 
IRA untapped or use the account to pay for 
your child’s senior year, at which point you 
should have finished applying for aid.

To pay for college, you can also make 
penalty-free withdrawals from the new 
Roth IRA. But tapping the Roth is a little 
trickier.

When you put money in a Roth, you 
don’t get an upfront tax deduction. But 
everything pulled out of the account is 
tax-free, providing the account has been 
open for five years and you are at 
least age 59%.

The problem is, you may be younger 
than 59% when your child enters college, 
which means that - while you may avoid 
tax penalties-you will have to pay income 
taxes on your Roth’s investment earnings. 
To get around this problem, consider 
withdrawing Just your Roth contributions, 
which you can pull out tax-free at any time. 
Meanwhile, leave your Roth’s Investment 
earnings to continue growing until retire^ 
ment.
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By all accounts, Catherine B. Dunlevy helped 
turn a small, nonprofit company into a national 
leader in the booming business of providing 
college students with tuition money. From her 
Washington and Herndon offices, Dunlevy over­
sees a firm that has lent $1.5 billion to 250,000 
students since it was founded 11 years ago.

The company has been profitable for Dun­
levy. As chairman and chief executive of Edu-
Cap Inc., she makes almost $600,000 annually, 
drives a company-leased Mercedes, rents a 
company-owned luxurious town house and 
racked up nearly $100,000 in business expenses 

1^ in one year recently.
4^5 Six-figure salaries and executive perks were 
Q nonexistent when EduCap—known until re­
ft cently as University Support Services—was 

founded by a local Catholic priest to make loans 
rH to struggling students. Exempted from federal 

axes, its avowed charitable purpose was—and 
still is—to help “make education affordable for 
Wericm families,” according to the firm’s 
sromotional materials.

1I
1“

But over the years, the company has fallen out 
of favor with some college financial aid officers 
who assert that its mission now seems to be not 
just making loans but also making money to 
support extravagant salaries and administrative 
costs. In 1992, it plunked down $462,000 to buy 
the town house that Dunlevy now rents. Its top 
officers also hold stock in a for-profit company 
that draws almost all its business from EduCap 
without competitive bidding 

Experts ask the same question of EduCap 
hat surrounds the multilayered federally guar- 

See LOANS, AS, Col, 1 
^LOANS, FFomAl

anteed student loan programs: If costs were 
kept down, couldn’t interest rates for stu-

^ dents be lower? They also question whefter,
given the growing number of for-profit com- 

. ft pames offering akemative loans, EduCap 
4^ should still enjoy tax-exempt
ft EduCap’s evolution reflects changes in the
W college loan industry during a time when
^ waring ^tions have families scrambling for

sources of financial aid beyond the 
federal giant and guaranteed loan programs ’ 
estabUshed three decades ago. EduCap 
makes so-called akemative loans, a type of 
s^dent financing that has grown into a $1,2 
bilhon-a-year business. It is still a «maii 
wgment of the more than $100 billion stu­
dents will need this year to pay for their 
educations. Unlike federally backed student 
loans, alternative loans are not guaranteed by 
the government if the borrower fails to repay. 
Interest rates are substantially higher to 
cover the risks of lending to students with no 
credit history. Alternative loans are sought 
mostly by families who need more cash than 
they can secure from federal programs.

Once virtually alone in the alternative loan 
mdustry, EduCap eventually faced compefr 
hon from dozens of other lenders. But hs 
interest rates and origination fees remained 
^ong the %hesL EduCap responded to 
the competition with aggressive marketing 
mcluding arrangements with the National 
^ Association and the U.S. Chamber of 
Commerce, which received fees from Edu­
Cap for promoting its loans to their mem­
bers.

EduCap’s attempts to hire potential bor­
rowers at times ^so has meant ignoring 
campus financial aid advisers.

“They go directly to the customer, who 
really doesn’t have the wherewithal always to 
evaluate,” said Ellen Frishberg, financial ser­
vices director at Johns Hopkins University, 
v^ch does not recommend EduCap's loans 
because of their high interest rates. “I actual­
ly came out to my car one day last month and 
found under my windshield wipers an ad for 
them. Under every car in the parking lot at 
Hopkins. ... I can understand there is a 
maricet imperative to do that, but coming to 
die school without stopping into the aid 
office?”

EduCap has also shown itself to be innova­
tive in the way the nonprofit’s loans are 
serviced. Dunlevy and some other EduCap 
officers partly own the profit-making affihate 
called Servus Corp., which now handles 
much of the paperwork for EduCap. Servus 
last year made a profit of nearly $3 million, 
according to company documents.

“The motivation of people going into the 
student loan industry is to make money,” said 
Marie Kantrowkz, a well-known financial aid 
analyst in New York. “When you talk about 
for-profit or nonprofit, it is pretty much the 
same motivation. ’The difference is whether 
the company that issues the loans is using 
their nonprofit status to fool people into 
thinking they are not getting rich off this.” 

EduCap officials concede their rates are 
higher than some competitors but say that is 
the price for features they offer, such as 
allowing students to take out loans to pay old 
tuition bills and a spee^ system that lets 
customers know in as little as five minutes 
whether they qualify. Furthermore, EduCap 
says it offers philanthropic programs, includ­
ing scholarsl^ to disadvantaged students.

Dunlevy said she is proud of her accom- 
pbshments and believes EduCap performs a 
vital service. She said she does not want to 
discuss details of her salary, which is set by 
the board of directors, or her financial inter- 
estinServus.

EduCap’s growth benefits students, Dun­
levy added. “It’s a story about addressing the 
ne^s of die public for funding education, 
having confidence that they will pay the 
money back and utilizing state-ofthe-art 
technology and world-class customer service 
standards,” she said.

Booming Loan Demand
Paying for education has never been ea^, 

but climbing college costs, which have in­
creased at more than twice the inflation rate 
since the early 1980s, created a boom market 
for banks and other lenders. The demand for 
financing b^nd what students could secure 
in federally guaranteed programs had to be 
met with home-equity and personal bank 
loans or credit card financing.

Then, in the mid-1980s, the Rev. John 
Whelan, who headed the Washington area 
consortium of universities, hit on a novel

concept for helping local students: have the 
District issue municipal bonds on behalf of 
area colleges and use the proceeds to make 
low-cost loans.

After winning D.C. CouncU ^proval, the 
initial $50 million bond offering provided 
low-interest loan money for several thousand 
students. Whelan soon created University 
Support Services, a nonprofit firm, to offer 
the concept nationally. USS sold bonds to 
Wall Street investors. The revenue was used 
to make student loans. Students repaid their 
loans with interest, which provided USS with 
enough money to pay off the bond buyers. 
The nonprofit status granted to USS by the 
Internal Revenue Service offered a substan­
tial benefit, since the company did not have to 
pay federal income taxes.

“The program began growing exponential­
ly from Day One,” said Dunlevy, who was 
hired in 1988, along with Pierre Escandar, 
EduCap’s executive vice president and chief 
operating officer.

EduCap now calls itself the nation's “larg­
est provider of affordable, credit-based edu­
cation financing.* It will issue $300 million in 
loans fliis year, up from $225 million in 1996, 
officials said. E^ntially, EduCap follows 
Whdan’s original formula: sell bonds; use 
the pnx^s for loans; use the interest paid 
on the student loans to repay the Imnd 
investors and underwrite EduCap's opera­
tions.

EduCap’s annual default rate—which Dun­
levy cited as an indicator of sound lending 
practices—is less than 1 percent The rate for 
federal student loans is about 11 percent.

As loan volume grew, so did executives' 
salaries. 'Whelan initially ran USS without 
compensation, tax filings show, but by 1993. 
the year before he retired, he was paid 
$237,500 as board chairman.

Whelan said he was never interested in 
personal financial rewards but took a salary 
that was set by the board without his input 

Dunlevy, a 'Vanderbilt University graduate 
and former controller of a 'Virginia entertain­
ment company, made $375,000 in 1993. To­
day, she makes $597,968 a year, she said. 
Federal tax returns for 1995 show that she 
received $94,113 in business expense reim­
bursements.

She lives in a Falls Church town house that 
the nonprofit purdiased in 1992 to try to 
entKK a top job prospect, Dunlevy and Escan­
dar said. Dunlevy moved in shortly after the 
purchase and pays $2,000 a month in rent 

Escandar makes $482,505 a year. He was 
reimbursed $44,060 for expenses in 1995, the 
last year for which company tax returns are 
available. Both Escandar and Dunlevy said 
they reimburse EduCap for any personal use 
of their leased Mercedes sedans.

A1995 survey by the Chronicle of Philan­
thropy, a Washington-based journal, showed 
that the median salary for chief executives of 
major U.S. nonprofit organizations was 
$188,686.

Donald Kummerfeld, who sits on Edu­
Cap’s board and is president of the New 
York-based Magazine Publishers of America, 
said the board sets executive salaries after 
examining what corporate and nonprofit ex­
ecutives make.

“If we did not pay what the market requires 
in order to get competent management, 
would that serve the nonprofit corporation?” 
Kummerfeld asked.

After several years of growth, EduCap “got 
so large, that it was taking just about every 
resource that this small nonprofit corpora­
tion had simply to originate and service die 
loans,” Whelm said.

L
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Whelan, Dunlevy and Escandar created 
the for-profit company Servus in 1993 to 
handle much of the paperwork involved in 
tracking loans—sending bills to borrowers, 
collecting payments and other tasks. EduCap 
bought 49 percent of Servus’s stock, tax 
records show. The three executives bought 
equal shares of the rest and sit on Servus’s 
board of directors, according to Dunlevy and 
financial documents. Whelan said he still 
holds Servus stock but does not know its 
value or attend board meetings.

Their part ownership of Servus is not 
widely advertised. Documents circulated on 
Wall Street last year to sell $204 million in 
bonds for more ElduCap loans do not mention 
the financial interests the EduCap officers 
have in Servus. Officials at Smith Barney 
Inc., which handled the bond offering, said 
the investment firm’s legal adviser did not 
consider it necessary to disclose that infor­
mation.

After Servus was formed, virtually over­
night about 85 of EduCap’s 100 employees

went to Servus, Dunlevy said. EduCap’s 
Herndon offices and equipment were taken 
over by the for-profit company.

EduCap now has 17 employees in a small 
downtown Washington office, while Servus 
has about 180 employees who mainly do the 
computer work that is at the heart of the 
firm’s loan servicing.

Last year, EduCap paid Servus $15.4 mil­
lion. Servus’s profit last year was $2.9 million, 
according to financial documents.

Cost of BoiTOWing___________
Footing the bill for EduCap’s administra­

tive costs have been student borrowers, vrtip 
have absorbed higher-than-average interest 
rates and fees, according to mi.rrierous school 
financial aid directors.

When EduCap dominated the ahemative 
market in the late 1980s, it charged 10.45 
percent annual interest on a loan that was 
paid back over 12 years, Whelan said. That 
interest rate exceeded government-backed 
loans, which charged 8 percent to 10 percent, 
but it was cheaper than unsecured consumer 
loans offered by banks. As j(¥>llege costs rose 
and more students needed cash, oAer lend­
ers jumped into the alternative loan business.

"We were hearing more and more from 
schools that a growing percentage of then- 
students needed funding beyond what the 
federal [loan] programs could offer," said 
Barbara Faculjak, director of private credit 
products and operations at Sallie Mae Inc., a 
government-sponsored student loan agency 
that was recently privatized.

EduCap’s competitors offer rates tiiat 
many financial aid directors prefer. For exam­
ple, a $5,000 EduCap PLATO loan would cost 
$10,843 to repay in 15 years, given toe 
current annual interest rate of 12.21 percent 
that sum includes an 8 percent mpplemental 
fee charged by EduCap. Another Amative 
loan, toe Sallie Mae Sgnature loan, for toe 
same amount and under toe same conditions 
as toe PLATO loan, can be had for 9.17 
percent annual percentage rate, which in­
cludes a 6 percent origination fee. That loan

would cost $9310 over 15 years—a savings of 
more than $1,500 on the ^,000 loan.

"We certainly wouldn’t put this (EduCap 
loans] at the top of our Kst because generally 
spealiig, their product has been outcom- 
peted in recent years,” said Nancy Coolidge, 
a financial aid expert for the University of 
California system, which indudes a^ut 
166.000 students on nine campuses.

One factor contributing to loan costs is a 
"processing fee" often added to toe loan’s 
total. EduCap’s charges are among toe indus­
try’s highest, according to finandal aid offi­
cers, sometimes more than 8 percent With 
each new loan, a new fee is tacked on.

Officials at many area schools said they do 
not recommend EduCap products. Two that do 
are American University and Howard Universi­
ty. Howard’s finandal aid director, Avon Dennis, 
described PLATO loans as the “loan of choice." 
Dennis said he was not aware of ahemative 
loans available at lower interest rates.

“Students seemed to get a fair shake from 
PLATO processing," Dennis added.

EduCap’s continued success in the face of 
cut-rate competition is pardy a consequence 
of dealing directly with businesses and per­
suading them to distribute information about 
toe loans through personnel offices. Edu­
Cap, for example, paid toe NRA nearly 
$10,000 in fees last year to promote loan 
programs to its members, according to IRS 
documents. EduC^’s biggest alliance was 
with toe y .S. Chamber of Commerce, which 
helped toe company expand its operations 
nationally after Wh^ persuaded toe Cham­
ber to paiUdpate in 1988. The chamber sort 
of feh it was part of our mission,” said Frank 
Coleman, a chamber spokesman.

Employers who belonged to toe chamber 
promoted EduCap’s “ConSem” student loans 
to employees, at interest rates identical to 
those available on toe open market More 
than 30,000 companies eventually signed up, 
each paying EduCap a service fee. The 
chamber, in turn, got 10 percent of each fee

paid—a total of $2.4 million in eight years, ! 
according to IRS documents.

The arrangement was discontinued last 
year after chamber executives concluded, 
toat interest among members had waned., 
But many companies continue to promote 
EduCap’s loans.

Many borrowers praise EduCap's easy 
loan processing and swift customer servic^ 
as reasons to use the company, regardless op 
interest rates.

Ridiard Curtin, a tdecommunications 
worker fiom Sterling, took out five EduCap' 
loans totaling $30,000 to send his two sons to 
area universities. “1 don’t even want to look at-'' 
how much interest ni pay,” Curtin said. '

Carri Ann Angrisani, of Northern Virginia, '^ 
who returned to school at George Masod^ 
University last year after woridng for 10' 
years, said she was drawn to EduCap’s . 
ConSem loan by its 7.9 percent introductory'' 
interest rate. Angrisani said she does not" 
know what toe rate will be in future years. "

EduCap officials said interest on toat par-" 
ticular loan will jump 3 percentage pointe; 
after toe first year. ' -

ABOUT THIS SERIES
□ MONDAY — College costs over 
the past 15years have risen 10 times 
faster than median family income in 
the United States.fimcing millions of 
students to borrow tuition money— 
and giving the loan industry an 
opportunity to earn billions.

10^ TODKf—Alocalnonpn^t 
company and its officers thrive on the 
demand for “alternative" loans.

□ WEDNESDAY—//ow some 
colleges and trade schools find a 
lucrative windfall in federal student 
aid.
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Draft of 5/15/98

Pilot Program for Auction of FFELP Loans

I. Principal Objective

To test whether the sale by auction of loans made under the 
Federal Family Education Loan Program (FFELP) would minimize 
the cost of those loans to the Government

A portfolio of existing loans should theoretically have 
a greater value to a lender than the right to originate 
a portfolio in the expectation that it will have the 
same characteristics as the actual portfolio. The 
loan-auction pilot, in conjunction with a 
contemporaneous rights-auction pilot, would be designed 
to test and quantify that theory.

II. Subsidiary Objectives

A. To test whether auctions of balanced 
parcels would be cost-effective

(heterogeneous)

B. To test whether facilitation of separate loan management 
and loan ownership would be cost-effective

C. To test whether changes in the current allocation of 
risk (interest rates and/or nonpayment) between lenders 
and the Department of Education (ED) would be cost- 
effective

III. Pilot Design

ED would be authorized to make voluntary agreements 
with eligible lenders for up to 10 percent of total new 
FFELP volume, under which the lenders would sell at public 
auction FFELP loans owned by them, with price guarantees 
from ED. Auctions would be subject to minimum acceptable 
bids (reserves) set by ED. Loans that failed to attract 
bids at least equal to the reserves would continue to be 
serviced by the sellers until they could be re-auctioned.
It might be necessary to provide Federal funding to hold the 
loans in the meantime. Other auction terms would be 
determined by ED. The distribution of any premiums over the 
guaranteed prices would be subject to agreements between the 
seller and ED.

Loans would be auctioned in balanced (heterogenous) 
parcels.
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Loans would be auctioned servicing-retained, but ED 
would only establish such relationships with lenders with 
quality servicing operations. Sellers would establish 
trustee-lender facilities to broaden the universe of 
potential bidders.

The loans auctioned would have standard FFELP borrower 
terms, which could not be changed. ED would be authorized 
to experiment with changes in lender terms, such as lender 
interest rate, special allowance and scope of guaranty. At 
the very least, ED would experiment with the auction of 
non-guaranteed loans that the holder was entitled to resell 
to ED if the borrower elected income-contingent repayment 
(ICR) and provided the same information about his/her income 
that is required under DL. Since the lender would assume 
all risk of nonpayment by a borrower with sufficient income, 
due diligence regulations for lenders could be 
relaxed/removed.

IV. Issues To Be Addressed for Pilot

A. Administrative resources

B. Funding of pilot expenses and interim holding of
auctioned loans that failed to meet the reserve
prices

C. Effect of changes in lender terms on competition between 
pilot and other lenders

D. Mechanism for administration of ICR loans 

F, Auction procedures

V. Additional Issues To Be Addressed for Full-Scale Program

A. Loan Origination

Because of time constraints, the pilot would solely 
utilize on a voluntary basis the existing system for loan 
origination in FFELP: private lenders selected by
schools/borrowers. A full-scale program could also be devised on 
that system: The current FFELP origination system could remain
in place, but a mechanism could be established by which private 
originating lenders would be required to subject their loans to 
public auction on an individual or combined basis at some point 
after origination. Although FFELP lenders have made great 
strides since the advent of Direct Lending (DL) in reducing the 
complexities for schools in dealing with multiple lenders, they 
have not yet achieved the single (at any one time) point of 
contact for schools offered by DL. In formulating a full scale 
program, consideration should be given to mandating the creation 
of a virtual single originator through systems such as Project
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ELM or Project EASI or the creation of a single governmental or 
non-governmental originator.

B. Loan Management
DL also offers borrowers a single point of contact, 

subject to the possibility of the same change of servicer for all 
loans of that borrower. Such combined loan management also 
affords substantial economies in servicing costs to lenders.
Again because of time constraints, the pilot would designate the 
selling lender as the manager for all loans that were auctioned, 
thereby achieving these advantages for loans made in the pilot.
If the current origination system is maintained for the 
full-scale program, that arrangement could also be maintained.
Not all originating lenders manage their own loans for their full 
lives, however; and such an arrangement would make it unlikely 
that all loans to a student attending multiple schools would come 
under common management. The situation would be substantially 
complicated further if it was decided to have a single loan 
originator and multiple servicers. In that case it would be 
necessary to devise a procedure to accumulate under common 
management loans to a single borrower that were under multiple 
ownership. In addition, although a mechanism under which the 
owners of all loans by a single borrower may change the single 
servicer for that borrower is too complex for pilot testing, it 
is probably necessary for a full-scale program.

C. Role of guaranty agencies
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5/15/98 2:30 p.m.
Technical drafting assistance [auction mechanisms alternative] 
[page and line numbers refer to the reported version of S. 1882]

Page 458, insert immediately after line 2 the following (and renumber accordingly);

“MARKET-BASED DETERMINATIONS OF LENDER RETURNS 

“SEC. 425. Part B of title IV is further amended by inserting immediately after section 

427A the following new section:

“‘MARKET-BASED DETERMINATIONS OF LENDER RETURNS 

“‘SEC. 427B. (a) FINDINGS.-The Congress finds that-

“‘(1) Federal subsidies to lenders making, or holding, loans made, insured, or 

guaranteed under this part should not exceed the level necessary to ensure that all eligible 

borrowers have access to loans under this part;

“‘(2) setting the level of lender returns necessary to achieve the objective 

described in paragraph (1) in statute is inexact and insufficiently flexible to respond to market 

forces, and therefore lender returns should be determined through the use of market-based 

mechanisms;

“‘(3) alternative market-based mechanisms must be tested before a final selection 

is made as to the particular mechanism to be used for all loans made, insured, or guaranteed under 

this part;,

“‘(4) the results of testing of alternative market-based mechanisms should be 

evaluated independently; and

“‘(5) if the independent evaluation concludes that the testing of alternative 

market-based mechanism has been successful, a market-based mechanism to determine lender 

returns on all loans made, insured, or guaranteed under this part should be implemented as 

expeditiously as possible.

“‘(b) JOINT PLANNING STUDY TO SELECT AUCTION-BASED MECHANISMS 

FOR TESTING.-(l) The Secretary of Education and the Secretary of the Treasury shall jointly
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conduct a planning study, in consultation with the Office of Management and Budget, the 

Congressional Budget Office, the Congressional Research Service, and the General Accounting 

Office, tO“

‘“(A) select for testing two or more auction-based mechanisms to 

determine lender returns on loans made, insured, or guaranteed under this part; and

‘“(B) determine what related administrative and other changes would be 

required in order to ensure a successful implementation of auction-based determinations of lender 

returns for all loans made, insured, or guaranteed under this part.

“‘(2) Any auction-based mechanism selected for testing in the planning study 

required by this subsection shall be designed to minimize Federal cost when fiilly phased in. Any 

such mechanism shall also be designed to-

“‘(A) ensure loan availability under this part to all eligible students at all 

participating institutions;

“‘(B) minimize administrative complexity for borrowers, institutions, 

lenders, and the Federal Government;

“‘(C) maintain the participation of a broad spectrum of lenders and ensure 

healthy long-term competition in the program under this part.

“‘(3) In carrying out the planning study, the Secretary of Education and the 

Secretary of the Treasury shall, to the extent they determine practicable within the time allotted 

for the study, consult with experts on auction-based mechanisms and current and potential 

program participants whose participation may be affected by the use of an auction-based 

mechanism.

“‘(4) A report on the results of the planning study, together with a plan for 

implementing two or more pilot programs using promising auction-based approaches for 

determining lender returns, shall be transmitted to Congress not later December 31, 1998.

“‘(b) PILOT PROGRAMS.- (1)(A) Notwithstanding any other provision of this part.
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beginning not less than 60 days after the study report described in subsection (a) has been 

transmitted to Congress, the Secretary is authorized, in consultation with the Secretary of the 

Treasury, to carry out pilot programs meeting the requirements of this subsection in accordance 

with the implementation plan included in the study report.

‘“(B) The Secretary shall commence the implementation of the pilot 

programs under this subsection not earlier than the first full academic year beginning after the date 

of enactment of the Higher Education Amendments of 1998, and not later than the second full 

academic year beginning after such date.

“‘(C) The pilot programs under this subsection shall be not more than two 

academic years in duration, and the Secretary may use the pilot programs to determine the lender 

returns for not more than exceed 20 percent of the annual loan volume under this part during such 

period.

“‘(2) In carrying out pilot programs under this subsection, the Secretary-

“‘(A) shall use auction-based approaches, in which lenders bid 

competitively for such loans under this part, or rights to originate such loans, as the Secretary 

shall determine;

“‘(B) shall examine—

“‘(i) whether it is most appropriate to auction existing loans under 

this part, the right to originate such loans, or a combination thereof;

“‘(ii) whether it is preferable to auction parcels of such loans, or 

rights, that are similar or diverse in terms of loan or borrower characteristics;

“‘(iii) whether it would be appropriate to facilitate separate 

management and ownership of such loans, and what administrative and other procedures would 

best do so; and

“‘(iv) what is the appropriate reallocation of risk between the 

Federal Government and the owners of such loans with respect to interest rates and nonpayment
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of loans;

‘“(C) shall determine which of the auction-based approaches tested in the 

pilot programs best meets the purposes described in subparagraphs (A), (B), and (C) of 

subsection (a)(2);

‘“(D) may determine the stated interest rate for lenders, other payments to 

lenders, and the terms, applicable to lenders, of the rights or loans, as the case may be, for which 

the lenders bid; and

“‘(E) shall include loans of different amounts and loans made to different 

categories of borrowers, but a representative sample of loans or borrowers shall not be required 

for each auction of rights or loans under a pilot program.

“‘(3) Participation in a pilot program under this subsection shall be voluntary for 

eligible institutions, eligible lenders, and States.

“‘(4) The Secretary shall-

“(A) obtain an independent evaluation of the pilot programs that shall be 

completed, and the results of the evaluation submitted to the Secretary, the Secretary of the 

Treasury, and Congress, by no later than 120 days after the end of the pilot programs under this 

subsection; and

“(B) consult with a broad range of program participants, pilot program 

participants, and other interested parties concerning their views on the success of the pilot 

programs, and their suggestions for improvements.

“‘(5) Notwithstanding any other provision of law, the Secretary may waive the 

application of any procurement statute or regulation to the pilot programs under this subsection if 

the Secretary determines that such waiver is necessary for the successful implementation of the 

pilot programs.

“‘(c) IMPLEMENTATION OF MARKET-BASED SYSTEM.-Notwithstanding any 

other provision of this part, for the first full academic year beginning not less than 120 days after
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the independent evaluation described in subsection (b)(4)(A) has been transmitted to Congress, 

and succeeding academic years, the Secretary is authorized to implement for all loans made under 

this part (other than loans made under section 428C), a program-wide, auction-based system to 

determine returns to all lenders as the Secretary determines appropriate, provided that—

‘“(1) the Secretary of the Treasury, in consultation with the Secretary of 

Education, has certified that the auction-based system that the Secretary of Education intends to 

implement on a program-wide basis will ensure loan availability under this part to all eligible 

students at all participating institutions;

‘“(2) the Secretary has promulgated regulations establishing the structure of the 

auction-based system; and

“(3) the Secretary has notified the Congress of the Secretary’s intent to implement 

a program-wide auction-based system, and provided a description of the structure of the 

auction-based system, at least 120 days before implementing such system.

“(d) Ifundingl ’ ’.

Page 456, lines 6-7, strike out “clauses (ii), (iii) and (iv) of this subparagraph,” and insert 

in lieu thereof “clauses (ii), (iii), (iv) and (v),”.

Page 456, line 17, strike out “2.8 percent” and insert in lieu thereof “2.5 percent”.

Page 457, lines 2-3, strike out “‘2.2 percent’” and insert in lieu thereof‘“1.9 percent’”.

Page 457, insert immediately after line 22 the following (and redesignate accordingly); 

“(c) SMALL LENDER ORIGINATION SUBSIDY PA'mENT.-Part B of title IV is 

further amended by adding immediately after section 438 the following new section:

“‘SMALL LENDER ORIGINATION SUBSIDY PAYMENT
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“‘SEC. 438A. (a) In order to maintain the participation of a broad spectrum of lenders 

and long-term competition in the program under this part, the Secretary shall pay, to each eligible 

lender that meets the requirements of subsection (b), a one-time payment equal to 0.20 percent of 

the principal amount of each loan made under this part (other than loans made under section 

428C) by such lender. The Secretary shall make such a payment on each such loan that is made 

by such lender during the period beginning [October 1, 1998?] and ending when the Secretary 

implements a program-wide, auction-based system to determine returns to all lenders, as 

described in section 427B(c), except that such program-wide auction-based system shall include 

such other provisions as the Secretary determines appropriate to encourage the continued 

participation in the program of lenders meeting the requirement of subsection (b).

“‘(b) An eligible lender shall receive the payment described in subsection (a) if the eligible 

lender made [not more than $1,000,000 in new loans (other than loans made under section 

428C)in the preceding fiscal year/an average of not more than $1,000,000 in new loans 

(other than loans made under section 428C for each of the three preceding fiscal years].’.”.

Page 457, line 23, strike out “The” and insert in lieu thereof “Except as the Secretary may 

otherwise provide under section 427B, the”.

Page 505, strike out line 5 through page 506, line 16.



Don Feuerstein @ ed.gov (Don Feuerstein)
05/19/98 03:02:04 PM

Record Type: Record

To: Kathryn B. Stack/OMB/EOP, TStan77346 <TStan77346 @ aol.com >

cc: See the distribution list at the bottom of this message
Subject: Re[2]: Auctions Technical Working Gropup

Perhaps I should take some comfort from the fact that Tom thinks that 
the proposed loan-auction pilot does too little, and Robin thinks that 
it does too much. I shall stake out my claim for the middle ground by 
trying to answer all three e-mails of yesterday here.

Tom's Credit-Management Auction:

Tom has done the Department a great service with his report analyzing 
the inefficiencies of relying upon uniform prescriptive rules in 
loan-servicing contracts, rather than economic incentives, to maximize 
service to students and minimize default and other costs to taxpayers. 
(Some {not 1} may argue that policy reasons for uniform treatment of 
borrowers override considerations of inefficiency. At the very least, 
we should not decide for overriding policy reasons to pay the cost of 
inefficiency without having some idea of its magnitude.) Whether 
performance-based servicing contracts are structured as partial equity 
sales or as penalty/bonus fee structures is largely a matter of form 
rather than substance. Once the arrangement is properly structured, 
it also probably does not make much difference whether it is arranged 
through procurement or auction. A competently crafted 
RFP/parcel-description is necessary for both, and I am unaware of the 
Department's being faulted for paying too much in its servicing 
procurements.

To the extent that the Department retains substantial nonpayment risk 
in an auction system for FFELP loans, Tom's analysis would be highly 
pertinent. Whether a pilot is necessary to test performance-based 
servicing, and whether any such pilot should be an add-on to auction 
pilots or run separately are questions that should be addressed for any 
program structure in which the Department bears such risk. Although it 
is not clear whether the Department currently has statutory authority 
to "auction servicing," I know of no reason why it could not write 
performance-based servicing contracts through the procurement process.

In the proposed loan-auction pilot, the only nonpayment risk borne by 
the Department would be the borrower's failure to achieve an income 
level that would preclude ICR. In such case, the loan would be 
repurchased by the Department and would need to be serviced. The FFELP 
servicing contract for repurchased loans could, and probably should, be 
performance-based. The remaining risk of nonpayment would be borne by



private lenders, and they can write their own performance-based 
servicing contracts in any final system. In the proposed loan-auction 
pilot, however, servicing would be retained by the selling lender.
Absent a costly up-front premium guarantee, it is hard to envision why 
lenders would voluntarily sell their loans in a pilot auction 
servicing-released. Since our agreements with sellers in the proposed 
pilot program would be on a servicing-released basis, we could 
negotiate performance-based servicing contracts on behalf of the 
ultimate purchasers. I believe that the proposed legislative language 
would allow us to do so.

In the current version of the proposed rights-auction pilot the loans 
would retain the current full Federal guarantee. That would be a 
more fertile testing ground for Tom's concept.

I am not sure of the rationale behind the new financial structure 
that Tom has suggested in his e-mail to Nabeel to implement the 
concept. If I understand it correctly, FFELP loans would be 
originated by private lenders, with the permanent servicers to be 
determined at later auctions run by the Department. Presumably the 
loans would fully be guaranteed by the Department, since the lenders 
would have no control over the management of the loans. Purchasers 
of servicing rights would make interest-bearing deposits with the 
Department, which would use them to fund the first level of 
nonpayment risk. Presumably the servicing rights would come with 
some stream of fee income to give them value above the right to get 
part of the deposits back. Any unused portions of the deposits would 
be returned to the servicers with interest. Why would an investor 
want to own a loan whose management is determined solely by fee level 
without regard to relative quality of service (other than presumably 
the presence of the servicer on some list of eligible entities)?
What incentive would the servicer have to maximize its performance 
once default claims are likely to exceed the deposit? If loan owners 
bear a substantial portion of nonpayment risk themselves, why cannot 
the Department rely on them to make their own performance-based 
servicing arrangements? If Tom believes that this financial 
structure is consistent with our two auction-pilot models, he needs 
to address questions such as these.

Robin's comments on the loan-auction pilot:

1. Serial loans. Selling an existing loan with the right and/or 
obligation to make future loans to the same borrower would be a 
hybrid, probably closer to the rights-auction model than the 
loans-auction model, particularly for students who attend school for 
more than two years. The relative advantages/disadvantages are those 
for the two models.

2. Servicing retained. Account fragmentation (lack of common 
management of all loans of a single borrower) inconveniences borrowers 
and increases the cost of servicing, thereby increasing the need for 
Government subsidy of lenders. A loans auction servicing-released would 
likely increase the current level of account fragmentation. A loans 
auction servicing-retained with a mechanism to choose a single manager



for all loans of a borrower would eliminate account fragmentation. If 
Sallie Mae or any other servicer offered superior performance, loan 
owners bearing substantial risk of nonpayment would presumably choose 
it. For reasons stated above in my response to Tom's e-mail, it is 
probably not feasible to displace the selling lender as servicer in the 
pilot. The proposed pilot does not recommend any procedure for choosing 
among potential multiple servicers in the final program. In the 
mortgage market there is a procedure for qualifying servicers. The 
rating agencies would be a good source of input for any list of 
qualified servicers in the student-loan market. See my response to Tom 
above with respect to auctions of loan servicing.

3. Although the proposed legislation would require the sale of all types 
of loans in the pilot programs, it expressly provides that each auction 
parcel does not have to be a "representative sample." Since it does not 
seem feasible to test the sale of balanced packages in a rights-auction 
pilot and still maintain the entitlement to obtain a loan, I propose that 
we do so in the loans-auction pilot. We have discussed extensively the 
advantages and disadvantages of the two approaches: They basically 
involve specialization, critical mass and "transparency."

4. There is an inconsistency between this and the second question, since 
"auctions of servicing" (performanced-based servicing) are a form of 
risk-sharing. Although it might be feasible to conduct auction pilots 
with no changes in risk-sharing, doing so would miss a real opportunity 
to develop new structures in as part of an auction that would reduce the 
cost to the Government without diminishing student benefits. Since we 
are already proposing to test two different auction characteristics
(rights vs. loans and homogeneous v. heterogeneous) in probably only two 
pilots, and uncertainty, informal boycotts, delays in attracting new 
entrants and the limited size and duration of the pilots will likely 
affect auction results, unambiguous information may prove an elusive goal 
anyway. Whatever change in lender terms were necessary to experiment 
with changes in risk-sharing could be made as part of the agreements with 
the selling lenders or as part of the auction terms.

5. The drafter of the loans-auction pilot may have a personal vision, 
but the pilot is designed to be as flexible as possible. Although 
fortuitously consistent with that vision, the origination and servicing 
structure proposed for the pilot is driven primarily by considerations of 
feasibility and the need at least not to increase the current school and 
account fragmentation in FFELP. As indicated by the attacks from 
lenders, the notion of moving the choice of loan originators from schools 
to auctions is hardly noncontroversial.

Reply Separator
Subject: Re: Auctions Technical Working Gropup



Author: TStan77346 <TStan77346@aol.com> at Internet 
Date: 05/18/98 4:11 PM

Here is another straw person to consider, in the form of an auction to manage 
credit risk. The attachment is in Word 97. The idea also follows in text:

Discussion Draft 
May 18, 1998

Credit Management: Another Type of Auction

As we develop our proposed auctions, it may be useful to include 
authority to
auction the rights to manage the government's credit risk exposure on 
outstanding FFEL (and ultimately FDLP) loans. Consider how such an auction 
might work for a portfolio of FFEL loans:

" The government would compile information about a specifiedT'pool of 
outstanding FFEL loans;

" The government would auction the function of managing credit risk on the 
government's guarantee of those loans;

" The government could, for example, structure the auction to be similar to 
sales of catastrophic event bonds by some insurance companies;

" The bidders would purchase government obligations at a rate of return fixed 
by the auction. The government would pay claims on its FFEL guarantee from the 
paid-in principal received from sale of the bonds;

" Upon maturity of the obligations, holders would receive their paid-in 
principal minus the aggregate cost of claims that the government paid for the 
FFEL loans in the portfolio. Note that this model could be adjusted to take 
account of the cost of delinquencies as well as defaults.

The benefit of this form of auction would be that it creates an incentive 
for the private bondholders to assure that a financially qualified private 
party capably manages the credit risk on FFEL loans. This sale of obligations 
could be used to supplement the other auctions (of loans and rights) that we 
are developing.

All comments are cordially invited.

This email message and attachments have been scanned and found 
to be free of all known viruses.
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Dear P.:

As you know, current law mandates a new interest rate formula for government-guaranteed and 
direct student loans after July 1,, 1998, that will eubstantiolly reduce studcnis' interest costs. 
Virtually everyone agress that this law must be changed to prevent many private lenders from 
lea^ong the guaranteed loan program, and I am encouraged by the recent bipartisan and 
productive discussions concerning how best to protect the intere<5t of students, lendere, and 
taxpayers.

Nevertheless, I am also concerned that some lenders have indicated that, unless resolved soon, 
the mandated changes may le0 their organizations to leave the guaranteed loan program. 
Therefore, I urge you and your Congressional colleague.«< to resolve the studeait loan interest rate 
issue soon enough to ensure that there is no reason for lenders to wididraw their support for this 
valuable; program.

As Secretary of Education, however, I have a statutory responsibility to ensure uninterrupted 
access to student loans. It is only prudent to prepare for the unlikely but possible cireumsiauce 
that some lenders might withdraw from the program. To avert any possible problem in access to 
student loans, Congress has given me tlic uuUiority to require the Student Loan Marketing 
Association (Sallie Mac) and the 36 guaranty agencies to serve as "lenders nf last resort."

I have attached a summaiy of the Department’s plan for implemcnling a Icnder-ol-last-resort 
program. In the unlikely event that such a program is necessary, the infonnation we have 
received fr om SalUe Mae and the guaranty agencies shows that, together, they could meet the 
entire nationwide demand for state loans in a co.st-flffective manner. Although I believe that 
our mutual efforts to resolve this issue will prevent any loan access problem from occurring, wc 
miKt begin implementing this plan now in order lu ensure that last-resort loans are available to 
students on July 1, if needed. Therefore, I have asked my staff to begin implementing a 
Icnder-of-lasi-resort program immediately.

Finally, although I remain optimistic that this law will be amended before July 1,1 am legally 
obligated to determine the new studeul loan Interest rate on June 1 and publish a notice of it soon 
thereafter. Unless the law is changed, I will have no choice but to base the calculation of the new
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interest rate upon the formula in cunent law. However, the student loan interest rate may still be 
changed by an act of Congress at any time before it becomes effective on July I. Our notice in 
the Efederal Register will reflect the possibility of such Congressional action.

I am cernin you can appreciate the need to take these steps. Again, I look forward to working 
with you to resolve this important issue as quickly as possible.

Yours sincerely,

Rieshard W, Riley

Enebsure
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The Clinton Administration’s Plan for 
Ensurea Access to Student Loans

Summary

In the unlikely event that some private lenders participating in the guaranteed student loan 
program substantially reduce their activity after July I, the Clinton Administration will use the 
tools that Congress has provided to ensure that all eligible students continue xo have 
uninterrupted and timely access to student loans through the guaranteed loan program.

Tne Administration has requested the Student Loan Marketing Association (Sallie M«e) and each 
of the 36 guaranty agencies to meet their statutory obligation to act as “lenders of last resort" if 
eligible students cannot obtain loans through normal channels to attend eligible schools. 
According to their responses, Sallie Mae and the guaranty agencies could together provide many 
more loans than would be necessary under any scenario.

A lender-of'last-resort program would deal with any loan access problem within the 
government-guaranteed loan program in a cost-effective niauuer.

Background

Under the Higher Education Act of 1965, as amended (HEA), the interest rate on new student 
loans marie through the Federal Family Bducatiou Loan (FFEL) program the Direct Loan 
program is scheduled by law to be changed on July 1,1998, reducing student costs of borrowing 
for higher education by hxmdreds, in some cases even thousands, of dollars.

Under current law for both the FFEL and Direct Loan programs, the interest rate for 
student bane is 2.5 percentage points above the rate for 91-day Treasury bills while 
students are In school and 3.1 percentage points above the 91-day T-bill during 
Inpayment. As part of the 1993 student loan reform. Congress added subsections 
427(A) and 455(b)(3) to the HEA to change these rotes to a single rat© uf 1.0 
percentage point above the rate for "securities of a comparable maturity" - which is 
anticipated to be an index of 10- to 20-year government securities - for new loans 
disbursed after July 1,1998. This new Interest rate formula is projected to reduce the 
weighted interest rate from about 7.8 percent to about 7.0 percent - reducing students’ 
interest costs by roughly one-tenth.

The Clinton Adiimusimtion has proposed a reasonable solution that would enable the scheduled 
interest rate reduction to go into effect while changing the interest rate instnimant and making 
other improvements in the program to provide lenders with a profit sufficient to continue to 
participate in the program. The Adminiatration has also proposed a small subsidy to lenders as 
part of a move toward setting leader returns through a market-based mechanism, rather than by
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House and Senate committees have offered a proposal to preserve the savings for students

Nonetheless, some lenders have threatened to discontinue making at least some student loans 
unless they receive an interest rate that is still higher than specified by either proposal.

It is not yet dew how this issue will be resolved. Because some lead time is necessary to
lender-of-last-resort provisions for very large volumes, it is only prudent for the 

^partoent to prepare now for the unlikely possibility of substantial lender withdrawal from the
s^tu^t loM pro^. Regardless of lender participation, the Department will ensure students 
uninterrupted and tunely access to FFEL loans.

Demand for Loans

1996-97, there are many loms

a<«« ^ * V*”® “'’a<wy is more than sufficient to ensure loan
access under any likely scenario, but this volume could be expanded if that« oecessiuy.

Capacity Exists to Easiurt Loan Access

specific provision for the advance of fedeml fluids to Sallie Mae. ^

of the HBA to act as lendns of last«ioitorlo_aiTa^ to other enaues to act as leaders of tot resort on their behalf, Undw
and 428fl)(3) of the HhA, the Secretaiy has the authority toedlance federal funds re guarenty agendea. on appiopriafe toms and r^.na,« s. „sX
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aid a

SaMie Mae’s Participation

potMtWly «,«ing S=li M«, offi« fee to 1.0 percm,

o™ «. e*™ .0 p,ov^ „P ,» 350.000 Icaoe wift its

Mae's recaldtn®, conL^coiiWj^^^ 4^"**! ** aivaiKe preparations, Sallie

the nwessary sS^l! “ *““ P“*»'.«« «tablish

incra.se fe Sder^of-l^^T! Sdra^^^?' 'Y“^ ^ ® «»>“' ^ >o

action against Sallie Mae is aDDroBriate if it fst-i ♦ ‘sJ«i whatever
lender-of-laQt-nesort bans in exocw of $200 ^ ^
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We regret that although Sallie Mae is fully realizing the benefits resulting from its soecial status
as a goyemmorn-sponsored enterprise, it is rcftising to fuIfiU its roncomiLt atatuto^ 
oblifittuons, at ihe expense of the taxpayers. swuiory

Nationwide Network of “Backstop- Lenders

one or more of these organizations to each state to serve as the backTtop lenctes if the 

state 3 guaranty agency is unable to provide or anatj(ye for a lasi-resort loan.

ObteiBlng Last-R«surt Loans

®=> to provide

provide those loans itself, if necessary wilh federal advances
Ltlnce*^ afireement with a third-party lender, if necessary with federal

• ask the state's assigned backstop lender to provide tl,cm.

to '“‘P* "fto, complicating
guaranty agency for its s4e. la.'ft-resort loans by agreement with ihe

Fee Structure

Lendom of to r«on viU be compensated differently ftoa l«d.„ ^kfag FPEL loans-

' ISoZ >» PaKU fee set by fte
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. Same Ma« would not be requited tc pay the 0.30 percent ofeet fee on ]a«-tesort loans it

This plan would de;,l with any student loan access problem in a cost-effective manner.

^e Depamneni-s Accounting and Financial Management Service has begun de.signinfl and
reconciliation processes neccs4y to

The Direct Loan Program

P">«™n does not rely on private lenders end therefore does not W the
ira proBrem. However, we do not envision 

program. °*“’*“'““e“*ee‘fle“do«'ediKe4eu:p«ioipetionm4,cFFEL

*0 toeiMeining access to student loans thmugb the FFEL“ «‘“ob who cb^se to

TOTAL P.09
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Draft of 5/15/98

Pilot Program for Auction of FFELP Loans

I. Principal Objective

To test whether the sale by auction of loans made under the 
Federal Family Education Loan Program (FFELP) would minimize 
the cost of those loans to the Government

A portfolio of existing loans should theoretically have 
a greater value to a lender than the right to originate 
a portfolio in the expectation that it will have the 
same characteristics as the actual portfolio. The 
loan-auction pilot, in conjunction with a 
contemporaneous rights-auction pilot, would be designed 
to test and quantify that theory.

II. Subsidiary Objectives

A. To test whether auctions of 
parcels would be cost-effective

balanced (heterogeneous)

B. To test whether facilitation of separate loan management 
and loan ownership would be cost-effective

C. To test whether changes in the current allocation of 
risk (interest rates and/or nonpayment) between lenders 
and the Department of Education (ED) would be cost- 
effective

III. Pilot Design

ED would be authorized to make voluntary agreements 
with eligible lenders for up to 10 percent of total new 
FFELP volume, under which the lenders would sell at public 
auction FFELP loans owned by them, with price guarantees 
from ED. Auctions would be subject to minimum acceptable 
bids (reserves) set by ED. Loans that failed to attract bids at least equal to the reserves would Continue to be 
serviced by the sellers until they could be re-auctioned.
It might be necessary to provide Federal funding to hold the 
loans in the meantime. Other auction terms would be 
determined by ED. The distribution of any premiums over the 
guaranteed prices would be subject to agreements between the 
seller and ED.

Loans would be auctioned in balanced (heterogenous) 
parcels.
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Loans would be auctioned servicing-retained, but ED 
would only establish such relationshipfe with lenders with 
quality servicing operations. Sellers would establish 
trustee-lender facilities to broaden the universe of 
potential bidders.

The loans auctioned would have standard FFELP borrower 
terms, which could not be changed. ED would be authorized 
to experiment with changes in lender terms, such as lender 
interest rate, special allowance and scope of guaranty. At 
the very least, ED would experiment with the auction of 
non-guaranteed loans that the holder was entitled to resell 
to ED if the borrower elected income-contingent repayment 
(ICR) and provided the same information about his/her income 
that is required under DL. Since the lender would assume 
all risk of nonpayment by a borrower with sufficient income, 
due diligence regulations for lenders could be 
relaxed/removed.

IV. Issues To Be Addressed for Pilot

A. Administrative resources

B. Funding of pilot expenses and interim holding of
auctioned loans that failed to meet the reserve
prices

C. Effect of changes in lender terms on competition between 
pilot and other lenders

D. Mechanism for administration of ICR loans 

F. Auction procedures

V. Additional Issues To Be Addressed for Full-Scale Program

A. Loan Origination

Because of time constraints, the pilot would solely 
utilize on a voluntary basis the existing system for loan 
origination in FFELP: private lenders selected by
schools/borrowers. A full-scale program could also be devised on 
that system: The current FFELP origination system could remain
in place, but a mechanism could be established by which private 
originating lenders would be required to subject their loans to 
public auction on an individual or combined basis at some point 
after origination. Although FFELP lenders have made great 
strides since the advent of Direct Lending (DL) in reducing the 
complexities for schools in dealing with multiple lenders, they 
have not yet achieved the single (at any one time) point of 
contact for schools offered by DL. In formulating a full scale 
program, consideration should be given to mandating the creation 
of a virtual single originator through systems such as Project
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ELM or Project EASI or the creation of a single governmental or 
non-governmental originator.

B. Loan Management
DL also offers borrowers a single point of contact, 

subject to the possibility of the same change of servicer for all 
loans of that borrower. Such combined loan management also 
affords substantial economies in servicing costs to lenders.
Again because of time constraints, the pilot would designate the 
selling lender as the manager for all loans that were auctioned, 
thereby achieving these advantages for loans made in the pilot.
If the current origination system is maintained for the 
full-scale program, that arrangement could also be maintained.
Not all originating lenders manage their own loans for their full 
lives, however; and such an arrangement would make it unlikely 
that all loans to a student attending multiple schools would come 
under common management. The situation would be substantially 
complicated further if it was decided to have a single loan 
originator and multiple servicers. In ^that case it would be necessary to devise a procedure to acci:^ulate under common 
management loans to a single borrower tnat were under multiple 
ownership. In addition, although a mechanism under which the 
owners of all loans by a single borrower may change the single 
servicer for that borrower is too complex for pilot testing, it 
is probably necessary for a full-scale program.

C. Role of guaranty agencies
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5/15/98 2:30 p.m.
Technical drafting assistance [auction mechanisms alternative] 
[page and line numbers refer to the reported version of S. 1882]

Page 458, insert immediately after line 2 the following (and renumber accordingly): 

“MARKET-BASED DETERMINATIONS OF LENDER RETURNS 

“SEC. 425. Part B of title IV is further amended by inserting immediately after section 

427A the following new section:

‘“MARKET-BASED DETERMINATIONS OF LENDER RETURNS 

“‘SEC. 427B. (a) FINDINGS.-The Congress finds that-

“‘(1) Federal subsidies to lenders making, or holding, loans made, insured, or 

guaranteed under this part should not exceed the level necessary to ensure that all eligible 

borrowers have access to loans under this part;

“‘(2) setting the level of lender returns necessary to achieve the objective 

described in paragraph (1) in statute is inexact and insufficiently flexible to respond to market 

forces, and therefore lender returns should be determined through the use of market-based 

mechanisms;

“‘(3) alternative market-based mechanisms must be tested before a final selection 

is made as to the particular mechanism to be used for all loans made, insured, or guaranteed under 

this part;,

“‘(4) the results of testing of alternative market-based mechanisms should be 

evaluated independently; and

“‘(5) if the independent evaluation concludes that the testing of alternative 

market-based mechanism has been successful, a market-based mechanism to determine lender 

returns on all loans made, insured, or guaranteed under this part should be implemented as 

expeditiously as possible.

“‘(b) JOINT PLANNING STUDY TO SELECT AUCTION-BASED MECHANISMS 

FOR TESTING —(1) The Secretary of Education and the Secretary of the Treasury shall jointly
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conduct a planning study, in consultation with the Office of Management and Budget, the 

Congressional Budget Office, the Congressional Research Service, and the General Accounting 

Office, to-

‘“(A) select for testing two or more auction-based mechanisms to 

determine lender returns on loans made, insured, or guaranteed under this part; and

“‘(B) determine what related administrative and other changes would be 

required in order to ensure a successful implementation of auction-based determinations of lender 

returns for all loans made, insured, or guaranteed under this part.

“‘(2) Any auction-based mechanism selected for testing in the planning study 

required by this subsection shall be designed to minimize Federal cost when fully phased in. Any 

such mechanism shall also be designed to-

“‘(A) ensure loan availability under this part to all eligible students at all 

participating institutions;

“‘(B) minimize administrative complexity for borrowers, institutions, 

lenders, and the Federal Government;

“‘(C) maintain the participation of a broad spectrum of lenders and ensure 

healthy long-term competition in the program under this part.

“‘(3) In carrying out the planning study, the Secretary of Education and the 

Secretary of the Treasury shall, to the extent they determine practicable within the time allotted 

for the study, consult with experts on auction-based mechanisms and current and potential 

program participants whose participation may be affected by the use of an auction-based 

mechanism.

“‘(4) A report on the results of the planning study, together with a plan for 

implementing two or more pilot programs using promising auction-based approaches for 

determining lender returns, shall be transmitted to Congress not later December 31, 1998.

“‘(b) PILOT PROGRAMS - (1)(A) Notwithstanding any other provision of this part.
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ft.
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beginning not less than 60 days after the study report described in subsection (a) has been 

transmitted to Congress, the Secretary is authorized, in consultation with the Secretary of the 

Treasury, to carry out pilot programs meeting the requirements of this subsection in accordance 

with the implementation plan included in the study report.

“‘(B) The Secretary shall commence the implementation of the pilot 

programs under this subsection not earlier than the first full academic year beginning after the date 

of enactment of the Higher Education Amendments of 1998, and not later than the second full 

academic year beginning after such date.

‘“(C) The pilot programs under this subsection shall be not more than two 

academic years in duration, and the Secretary may use the pilot programs to determine the lender 

returns for not more than exceed 20 percent of the annual loan volume under this part during such 

period.

“‘(2) In carrying out pilot programs under this subsection, the Secretary-

“‘(A) shall use auction-based approaches, in which lenders bid 

competitively for such loans under this part, or rights to originate such loans, as the Secretary 

shall determine;

“‘(B) shall examine—

“‘(i) whether it is most appropriate to auction existing loans under 

this part, the right to originate such loans, or a combination thereof;

“‘(ii) whether it is preferable to auction parcels of such loans, or 

rights, that are similar or diverse in terms of loan or borrower characteristics;

“‘(iii) whether it would be appropriate to facilitate separate 

management and ownership of such loans, and what administrative and other procedures would 

best do so; and

“‘(iv) what is the appropriate reallocation of risk between the 

Federal Government and the owners of such loans with respect to interest rates and nonpayment
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of loans;

‘“(C) shall determine which of the auction-based approaches tested in the
»»pilot programs best meets the purposes described in subparagraphs (A), (B), and (C^ of 

subsection (a)(2);

“‘(D) may determine the stated interest rate for lenders, other payments to 

lenders, and the terms, applicable to lenders, of the rights or loans, as the case may be, for which 

the lenders bid; and

“‘(E) shall include loans of different amounts and loans made to different 

categories of borrowers, but a representative sample of l))ans or borrowers shall not be required 

for each auction of rights or loans under a pilot program.

“‘(3) Participation in a pilot program under this subsection shall be voluntary for 

eligible institutions, eligible lenders, and States.

“‘(4) The Secretary shall-

“(A) obtain an independent evaluation of the pilot programs that shall be 
completed, and the results of the evaluation submitted to the Secretary, the^ecretary of the 

Treasury, and Congress, by no later than 120 days after the end of the pilot programs under this 

subsection; and

“(B) consult with a broad range of program participants, pilot program 

participants, and other interested parties concerning their views on the success of the pilot 

programs, and their suggestions for improvements.

“‘(5) Notwithstanding any other provision of law, the Secretary may waive the 

application of any procurement statute or regulation to the pilot program^ under this subsection if 

the Secretary determines that such waiver is necessary for the successful implementation of the 

pilot programs.

“‘(c) IMPLEMENTATION OF MARKET-BASED SYSTEM.-Notwithstanding any 

other provision of this part, for the first full academic year begirthing not less than 120 days after
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the independent evaluation described in subsection (b)(4)(A) has been transmitted to Congress, 

and succeeding academic years, the Secretary is authorized to implement for all loans made under 

this part (other than loans made under section 428C), a program-wide, auction-based system to 

determine returns to all lenders as the Secretary determines appropriate, provided that—

‘“(1) the Secretary of the Treasury, in consultation with the Secretary of 

Education, has certified that the auction-based system that the Secretary of Education intends to 

implement on a program-wide basis will ensure loan availability under this part to all eligible 

students at all participating institutions;

“‘(2) the Secretary has promulgated regulations establishing the structure of the 

auction-based system; and

“(3) the Secretary has notified the Congress of the Secretary’s intent to implement 

a program-wide auction-based system, and provided a description of the structure of the 

auction-based system, at least 120 days before implementing such system.

“‘(d) [funding].’.” .

Page 456, lines 6-7, strike out “clauses (ii), (iii) and (iv) of this subparagraph,” and insert 

in lieu thereof “clauses (ii), (iii), (iv) and (v),”.

Page 456, line 17, strike out “2.8 percent” and insert in lieu thereof “2.5 percent”.

Page 457, lines 2-3, strike out “‘2.2 percent’” and insert in lieu thereof “‘ 1.9 percent’”.

Page 457, insert immediately after line 22 the following (and redesignate accordingly); 

“(c) SMALL LENDER ORIGINATION SUBSIDY PAYMENT.-Part B of title IV is 

further amended by adding immediately after section 438 the following new section:

“‘SMALL LENDER ORIGINATION SUBSIDY PAYMENT
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‘“SEC. 438A. (a) In order to maintain the participation of a broad spectrum of lenders 

and long-term competition in the program under this part, the Secretary shall pay, to each eligible 

lender that meets the requirements of subsection (b), a one-time payment equal to 0.20 percent of 

the principal amount of each loan made under this part (other than loans made under section 

428C) by such lender. The Secretary shall make such a payment on each such loan that is made 

by such lender during the period beginning [October 1998?] and ending when the Secretary 

implements a program-wide, auction-based system to determine returns to all lenders, as 

described in section 427B(c), except that such program-wide auction-based system shall include 

such other provisions as the Secretary determines appropriate to encourage the continued 

participation in the program of lenders meeting the requirement of subsection (b).

‘“(b) An eligible lender shall receive the payrrient described in subsection (a) if the eligible
t

lender made [not more than $1,000,000 in new loans (other than loans made under section 

428C)in the preceding flscal year/an average of not more than $1,000,000 in new loans 

(other than loans made under section 428C for each of the three preceding fiscal years].’.”.

Page 457, line 23, strike out “The” and insert in lieu thereof “Except as the Secretary may 

otherwise provide under section 427B, the”.

Page 505, strike out line 5 through page 506, line 16. f
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Dear

We are writing to express our concern about impending Congressional actions affecting 
the viability of the government guaranteed student loan program (FFEL). In particular, we are 
concerned about proposals to change the calculation of ceiling interest rates for student loans 
after July 1st of this year. As you know, current law' mandates a new formula, scheduled to talce 
effect on July 1, that will provide a substantial reduction in interest rates for students. As part of 
this change, the formula would shift to a different index for determining student loan rates. 
Because this index would be a longer-terai yield, it would raise the cost to lenders, who finance 
themselves on a slrort-term basis. The Administration recognizes this problem for lenders and 

seeks to correct it.

In the spirit of balancing a competitive student lending market with students’ access to an 
affordable education, the Vice President proposed on February 25th a plan that would deliver to 
students their foil expected savings under scheduled law, while shifting back to a short-term 
index to provide a competitive rate of return for lenders. The Treasury Department’s analysis of 
the student loan program indicated that the rate of return under this proposal would meet 
competitive criteria for maintaining the participation of private lenders in the FFEL program. 
Other proposals also might meet our three key principles; maintaining student access to private 
loan capital, and providing the lowest possible rate for borrowers, while being fully funded. 
Unfortimately, the current proposals under consideration in Congress only meet the first two 
goals, while imposing an unacceptable burden on the taxpayers, who would subsidize high 

profits for lenders.

By maintaining the scheduled interest rate cut. the proposal reported by the House and 
Senate committees does deliver substantial savings to students. However, it also provides FFEL 
lenders with a 50 basis points subsidy above what students would pay, with the taxpayers 
financing the difference. Such m approach subsidizes excessive bank profits at the expense of 
scarce taxpayer rcsomces, and threatens otVjer dome.stic programs that would be cut in the 

Congressional budget process or by a sequester,

Two recctit analyses, one by the Treasury Department and the other by the Congressional 
Budget Office (CBO), bolster the notion that lenders now earn a rate of return on equity from 
their student loans that substiintially exceeds their overall rate of return, even in mcent years of 
peak profits. Indeed, the CBO reported a rate of reiura on equity for lenders that securitize their 
loans of almost double the overall average rate of return to the banking sector in recent yeoi s. 
Lenders reap these high profits on an asset that is much safer (in terms of both credit and interest 
rate risk) than the typical bank loan, and that banlcs should be willing to acquire at a lower than 
average rate of return. As CBO stated in their recent report, “In summary, banks do not require 
the same returns on FFELs that they require overall, since federally guaranteed student loans are 

less risky than the average bank asset".



APR-28-1998 16:17 TO:AARON EDLIN CEA FROM:DADE, J. P. 4/5

The HouscScnaie commiUee bills look in these high rates of retum. Treasup^ estimates 
that the proposed rates to be paid to lenders would yield an after-tax rate of return ofie percent, 
ft rate of profit above the recent high, banking industry average and one third above the average 
for the past 30 years. The CBO estimates that, for banks that securitiae, the after-tax rate ot 
return will be 19 percent, or almost one-third above the recent high profit levels. Thus, the 
House-Senate proposal provides returns substantially higher than banks’ recent surging overall 
profit levels, on loans which they should be willing to make at rates of return below the average
for their portfolios.

The costs of subsidizing these high levels of bank profits would be borne by the taxpayers 
under the House-Senate proposal. The Office of Management and Budget estimates these costs 
to be $2.7 billion over the next five years. If these costs are not fully paid for, under 
Administration scoring, a sequester could be triggered with far-reaching consequences both for 
students and for other beneficiaries of mandatory programs. We should not be threatemng other 
high priority programs, or jeopardizing the surplus that has been reserved for Social Secunty. m 

order to subsidize an excessive level of bank profitability.

The Administration supports an objective, market-based determination of appropriate 
lender returns under the FFEl- program. The difficulty of the current debate highlights the value 
of letting the market determine the appropriate rate of return. A number of different auction- 
based mechanisms have the potential to achieve this outcome, and we are eager to work with 
Congress to find the right approach. We recognize the concerns of small lenders who worry 
about being excluded from the FFEL program under an auction model. One important feature of 
an acceptable market-based approach will be a viable mechanism to allow the continuation of 

small lender participation in this program.

In summary, the Administration opposes the proposal now before the Congress, and 
hopes Congress will continue its search for a true compromise, one that provides a low rate m 
students, maintains lender participation, minimizes taxpayer subsidies, and sets in motion a 
process for developing a market based mechanism to detennine lenders’ returns on student loans. 
We can continue to have a healthy FFEL program without expensive bank subsidies. We look 

forward to working with you in developing such a plan.

Sincerely.

Robert E. Rubin 
Secretary of the Treasury

Richard W. Riley 
Secretary of Education
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cc: The Honorable James M. Jeffords 
The Honorable Edward M. Kennedy 
The Honorable Pete V. Domcnici 
The Honorable Frank K. Lautenberg 
The Honorable Tod Stevens 
The Honorable Robert C. Byrd 
The Honorable William F. Goodling 
The Honorable William L. Clay 
The Honorable John R. Kasich 
The Honorable John M. Spratt, Jr. 
The Honorable Bob Livingston 
The Honorable David Obey
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Folks -
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This has not yet been approved by the secretary - this should not affect results but may affect 
wording choice.

Jon
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The Financial Viability of the Government-Guaranteed Student Loan Program
Executive Summary

The current student loan formula, which sets the ceiling rate for the government 
guaranteed student loan program and also for the direct loan program, is based on the bond 
equivalent yield for 3-month T-bills plus a spread of 2.5 percentage points for loans to students 
who are in school, and a spread of 3.1 percentage points for loans that are being repaid, with the 
rate reset annually for borrowers. The rate that the student pays on loans is capped at 8.25 
percent and the Government pays any excess above this rate in the form of a Special Allowance 
Payment (SAP); SAPs also reimburse lenders on a quarterly basis for increases in the index 
interest rate within the year.

The Student Loan Reform Act of 1993 (SLRA) scheduled a change in the formula 
determining the rate that borrowers would pay for new student loans finalized beginning July 1, 
1998. The SLRA requires that lenders’ gross yield on new loans be based on “the bond 
equivalent rate of the securities with a comparable maturity as established by the Secretary of 
Education”, in consultation with the Secretary of the Treasury, plus 1.0 percentage point, with the 
rate reset every 12 months. For the purposes of tlie government credit budget, the comparable 
maturity would be a 10-20 year average annual rate (simple interest). However, most observers 
have assumed that the comparable maturity that will be chosen will be the 10-year Treasury 
constant maturity yield.

Lenders under the guarantee program (Federal Family Education Loans, or FFEL) are 
concerned that loans under the new formula will not be profitable. Part of tlie reason is the cut in 
the markup from 2.50/3.10 percentage points over the benchmark rate to 1.0 percentage point; in 
today’s interest rate environment, this results in a large implicit reduction in the interest rate on 
student loans. In addition, structurally, the move from a system which closely matches interest 
flows to financing costs (both short-term) to one which imposes a timing mismatch (with interest 
flows tied to a long term rate) exposes lenders to a new risk, with resultant costs and 
luicertainties.

This paper provides estimates of lenders' costs (including servicing, default and pre­
payment cost.s as well as cost of funds) and of the return from student loans, under the current 
student loan formula and under the formula scheduled to become effective on July 1, 1998. We 
also provide an estimate of the “target” rate of return to which this return will be compared by 
banks deciding whether to participate in this program. Although we recognize the diversity of 
participants in student loan origination, our analysis is focused on large, for-profit banlc 
originators. These institutions span the markets in which other lenders operate, and we believe 
that the economic forces at work on these lenders are the leading edge of developments that are 
likely unfold in this complex market. Our estimates of costs and target rates of return reflect this 
choice of focus. We have based our analysis on a review of the existing literature, financial data 
fiom loan originators, and discussions with many experts in this area.

Our results show tliat under the current formula, lenders are earning a pre-tax rate of 
return on student loans that exceeds a reasonable range of assumed target rates. Switching to the
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scheduled student loan formula would reduce lenders’ net return to a level below this target 
range. Such a reduction need not imply an immediate crisis in the market for guaranteed student 
loans, but it could be problematic in the longer tenn.

We also consider the implications of moving back to short-term interest rates as a basis 
for detennining the student loan rate while holding borrowers harmless - i.e., pegging the 
student loan rate at the same level as it would be under the new formula, using the 10-20 year 
average Treasiuy rate. We find that pursuing this approach for next year would result in a return 
to banks which is slightly below the range of estimated target rates of return; but, averaging over 
the next five years, such an approach can meet the lower end of this target range.

Our analysis may be summarized in the following points. First, unless our assumptions 
are substantially in error, the new formula will provide a rate of return on student loans that is 
below the target rate of return of for-profit bank lenders in the government-guaranteed student 
loan program, rmder current financial market circumstances. Second, tlierc arc inefficiencies 
associated with the mismatch of (long-term) student loan interest rates and (short-term) bank 
financing under the proposed formula, and joint benefits could be realized to students and lenders 
fiom moving back to a short-term index. Third, an alternative rate setting formula could be 
devised, linked to a short-term rate, that would maintain bank participation in the government- 
guaranteed student loan program at little or no net cost to students, relative to their expectations 
about the formula now scheduled to become effective in July. Fourth, preserving the existing 
differential between the mark-up for loans while the student is in school and loans during the in- 
repayment period would better track gross returns to costs.

Our confidence in the qualitative conclusions of the following analysis is high. 
Nevertheless, the uncertainties involved in this exercise points out the difficulties with regulatory 
determination of student loan interest rates. An alternative approach would be to use a more 
marlcet-based mechanism for determining these rates. For the student loan program, this could 
mean using some form of auction system to determine who would receive tlie rights to originate 
student loajis. The experience of the Health Education Assistance Loan (HEAL) program using 
an auction system for allocating the insurance authority for HEAL loans suggests that an auction 
could be considered for the Federal Family Education Loan program.
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Summary Results and Some Empirical Evidence

As shown in Table 2, our estimate of the pre-tax weighted net return to lenders in 
1997/98, for in-schooI loans and loans in repayment, is about 1.63 percent. It appears that, under 
the cunent student loan formula, lenders are earning more than their targeted rate of return for 
student loans. Student loans, however, may yield a slightly lower rate of return than the average 
return in recent years on banks’ total portfolios.

As noted above, this return does not allow for discomits from the maximum student loan 
rate that banks may charge. For example, Sallie Mae offers a “Great Rewards Program” that 
allows borrowers who have made 48 consecutive loan payments on time a 2 percentage point 
discount of the loan rate. Other lenders have similar concessions. For Sallie Mae, the discount 
translates to about a 10-15 basis point reduction in return for their entire portfolio.' If this 
discount is the competitive standard for the industry, then banks’ net returns are actually 1.48 to 
1.53 percent after the cost of the discounts. We also did not allow for costs of marketing and 
promotional activity that would further reduce lenders returns.

On the other hand, this return also does not consider the fact that the interest rate for 
loans to parents (PLUS) is higher than the current rate for subsidized student loans: this rate is 
the one-yeai- T-bill rate plus 3.1 percent, which is currently about 100 basis points higher tlian tlie 
rate for subsidized loans. This differential will be reduced somewhat by the costs of hedging this 
one-year insti-ument into a shorter tenn instrument, but it nevertheless provides excess returns to 
banks who are providing both subsidized and PLUS loans. Since PLUS loans are roughly 10 
percent of loan volume, this implies at most a 10 basis point increase in net returns for the 
average bank, so it once again does not greatly affect our calculations.

In addition, we do not consider in our basic calculations the effect of loans in 
consolidation, although these are examined in some detail in Table 4. Until recently, the loan 
interest rate for loans in consolidation was the weighted average of the interest rates on all 
outstanding loans being consolidated, rounded up to the nearest whole percent; this figure is 
currently 9.0 percent. Under the Emergency Student Loan Consolidation Act, passed in October, 
1997, the rate for consolidation loans will be the T-bill rate plus 3.1 percent until October, 1998 
(capped at 8.25 percent). Under the system that existed before last October, the net return on 
loans in consolidation roughly mirrored the average return on loans in-school and in repayment. 
Under the current system, the net return on loans in consolidation is much lower. The impact on 
future profitability depends critically on whether the current treatment of loans in consolidation is 
extended or not.

The financial statements for 1996 for two major student loan originators are very 
consistent with our estimates. For one wholly student loan subsidiary, the annual pre-tax rate of 
return for 1996 was 1.65 percent; for anotlier bank, their internal calculation of the implied rate 
of return to their student loan department was 2 percent. For the first banlc, partial data for 1997

‘ Sallie Mae estimates that on the basis of current experience, less than 20 percent of 
borrowers qualify for a discount under these terms.
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indicates a reduction in the rate of return to 1.3 percent.- The decline in returns for 1997 likely 
reflects, in part, the fact that the structure of interest rates in the short-term market became less 
favorable to lenders for a -while last year than our assumptions allow. In particular, the Treasury 
bill rate, to which the short-term cost of funds is pegged in the assumptions used to analyze the 
current formula, tended to decline relative to other short-term rates (such as LIBOR) during the 
past year. In tliis situation, our assumptions will under-estimate the cost of matched funds for 
lenders. But this phenomenon appears to have been a temporary initial reaction to the financial 
disturbances in Asia (a “flight to quality”), and more recent data suggest that this trend has been 
reversed. We have assumed tliat banks will continue to be able to fund in a variety of markets 
with the spreads among rates similar to those that prevailed in the earlier part of 1997, before the 
Asian difficulties emerged.

Another source of profit data is Sallie Mae. Of course, this secondary market agency is 
not a loan originator, but its joint ventures and pre-purchase agreements bring it close to the 
origination market. Its rate of return on assets for 1997 (from partial data once again) is similar 
to that reported above for the student loan subsidiary; 1.2 to 1.3 percent. Tlieir slightly lower 
return than our calculation may reflect, in part, premiums that it pays on loans acquired in the 
secondary market rather than aspects of its costs that are directly relevant to originators. 
Furthermore, its rate of return on capital is higher than would be implied for banks because, as a 
Government Sponsored Enterprise, Sallie Mae can operate now with a lower capitalization.
Thus, for the present, it too seems to be earning at least -m adequate rate of return. In the future, 
Sallie Mae can be expected to continue to operate a high-voliunc, low-margin activity as long as 
costs in the market for securitizations permit it to move a considerable volume of assets off its 
books fairly quickly. Sallie Mae’s situation will change in an important respect, nonetheless, 
because of its transition to privatization. As a private entity, the holdurg company can be 
expected to be required by credit rati)\g agencies to have higher capitalization than it now has; 
this will be relevant for its required retiun on assets which could become somewhat more similar 
to that of banks.

The return to lenders would fall significantly if the new student loan formula were 
changed from the 3-month T-bill rate plus 2.5/3.1 percentage points to a longer rate (either for 
10-year Treasury notes, or to 10-20 year interest rates) plus 1.0 percentage point, in part because 
of tlie new risk associated with this change which raises the all-in cost of funding as a result of 
hedging. Table 2 shows that switching to the new student loan formula for loans in-school and 
in-repayment could reduce the weighted average pre-tax return to lenders from 1.65 percent 
under the current formula in 1997/98 to 0.38 percent to 0.55 percent under the new formula next 
year, if the 1999 Budget assumptions are borne out. These estimates, if correct, would be below 
the minimum target rate of return for lenders.

^ For the first three quarters of 1997, this financial institution reported a net interest 
margin of 2.41 percent and operating expenses of .96 percent of average insured student loans. 
Assuming that its other costs were about. 16 percent of its student loan assets, its pretax rate of 
return is 1.29 percent (2.41-.96 -.16= 1.29)
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It may be noted, however, that these findings are somewhat sensitive to substantial 
interest rate movements within a year, i.e.. between the time (end of May) when the student loan 
rate is determined by formula and the time when a lender actually makes a loan and finances it. 
For example, if tlie new fomiula virere in place for the current school year, using the 10-yeai- 
CMT rate, the risk-adjusted net return on assets for student loans in-school and in- repayment 
would be 1.1 percent. This is in the range of providing a satisfactory rate of return. However, 
this rate of return would have been achievable only because yields fell significantly after mid- 
1997, lowering the cost of funds relative to the second quarter of 1997 when the fomiula sets the 
student loan rate.

The fact that the yield curve historically has been much steeper than is currently projected 
was the reason in 1993 for expecting that the new formula would be financially acceptable. 
Adjusting the data for the years when the loan formula rate exceeded the 8.25 percent cap on the 
.student loan interest rate, the 10-ycar rate plus 1.0 percentage point has been less than the 3- 
month T-bill rate plus 3.1 percentage points by an average of only 30 basis points since the early 
1960s. Tlie 1999 Budget assumptions project this difference to be 140 basis points in 1998, 130 
basis points in 1999, and 120 basis points ftom 2000 tlirough 2007 (with the T-bill based index 
higher); other projections have a similar contoiu. As noted above, swap dealers have 
doewnented to us that the all-in cost of funds for student loans tied to a long-term index (witli an 
quarterly reset) would be substantially sensitive to the yield curve; that is, with the historically 
much steeper yield curve, banks would have earned a much higher profit on their student loans.

This historical pattern documents the difficulties with tying student loan interest rates to a 
long term index, when banks finance themselves on a short-term basis. This approach introduces 
a substantial risk into the banks portfolio, which is mitigated by swapping for a given loan but is 
not mitigated over time as the yield curve changes. The difficulty of using a long-term index for 
student loans should be seen not as a matter of betting on future yield curves but rather in light of 
the joint uncertainties for students and lenders that is implied by the experience between 1993 
and 1998. The slope of the yield curve is notoriously uncertain, and mis-judgemenis about it 
have play a role in problems of lenders including the thrift institution difficulties of a decade 
ago. Making the profitability or the availability of guaranteed student loans dependent on such 
uncertainties seems to entail risks for both the users and the providers of student loans.

Regardless of this point, however, it is fairly clear that given average non-interest costs 
(averaging across in-school and in-repayment) of 87 basis points, a 100 basis point mark-up of 
the student loan rate over an index rate leaves very little room for profits except under favorable 
spreads between long-term indexed income and short-term indexed borrowing costs. And, as 
Table 3 illustrates, this point is tme looking forward over the next five years of projected interest 
rates as well. The first rows of Table 3 show that the rate of return to the banks would remain 
high if the current system were maintained. But the next raws show that the rate of return under 
the new legislation will remain below the target rate into the future as well as in the current 
environment.
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Returning to u T-bill Index

The results in Tables 2 and 3 imply that lenders will not receive a reasonable estimate of 
their target rate of return in the government-guaranteed student loan program if the scheduled 
change of formula takes place this July. As shown in Table 3 (second block of rows), the five 
year average return under the new formula would be 34-51 basis points, given the 
administration’s economic assumptions. It should be noted that there is some variation in returns 
from one student loan year to the next in the table that arises largely from projected changes in 
the level of interest rates vnthin each year; as noted above, in a year when the cost of funds falls 
relaUve to the level of interest rates in the second calendar quarter, which sets the student loan 
rate, the student loan becomes more profitable for the lender.’

As an alternative fonnula, we have calculated the returns to banks of returning the basis 
for student loans to a short-term rate, while holding borrowers harmless so that the total cost to a 
student next year would be no higher than under the new formula. Holding borrowers harmless 
over the next year- would require that the student loan interest rate for 1988/99 is reduced to 3- 
month T-bill plus 1.73 percent to T-bill plus 1.98 percent, depending on whether the 10 year or 
10-20 year rate is used (see Table 3). This appears to provide returns to lenders, in the range of 
50-75 basis points, which fall just below their target rate of return. But, averaged over the 
coming five years, the rate which holds borrowers harmless rises to T-bill plus 1.83 percent to T- 
bill plus 2.11 percent. The latter figme provides a rate of return which meets the lower bound of 

the range of target rates of return.

Another possible formula would involve allowing lenders the minimum rate of return that 
would make student loans profitable according to a target rate of return criterion. We calculate 
that the loan rate under this approach would range from T-bill plus 2.1 percentage points to T-bill 
plus 2.45 percentage points; this uses the second quarter interest rate for each year to set the 
appropriate markup. All of these loan rate would be somewhat higher than would prevail luider 
the formula now scheduled to go into effect at mid-year. Any of the rates would represent, 
however, a significant reduction in the cost relative to the current system (roughly 45-80 basis 
points from the current mai-kup of 2.9, using a weighted average of the rates in-school and in 
repayment). The savings to students would be roughly that projected when the SLRA scheduled 

this rate change for July 1, 1998.

While the discussion thus fax has been phrased in terms of a single markup over the

’For example, note that from 2000/01 to 2000/02, the spread between the 91 day and 10 
year rates is unchanged, while the rate of return to banks falls by 5 basis points. The reason for 
this seeming discrepancy is that short-term interest rates are projected to be falling after the 
second quarter of 2000, boosting lenders’ profitability in that year. Intemst rates are projected to 
be flat after the second quarter of 2001, so that bank profitability is lower. Thus, movements in 
interest rates after the second quarter can affect bank profitability, even while constant year-year 
second quarter interest rates imply the same rate to borrowers.
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interest rate index, our research has confirmed the significant differences in lenders costs for loan 
in-school and in-repayment, as is recognized by tlie current 60 basis point differential. Continued 
recognition of these cost differences in the formula setting returns would help to even out returns 
across types of lenders.

Market-Based Mechanisms

The uncertainties involved in this exercise points out tlie difficulties with regulatory 
determination of student loan interest rates. An alternative approach would be to use a more 
market-based mechanism for determining these rates. For the student loan program, this could 
mean using some form of auction system to determine who would receive the rights to originate 
student loans.

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

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

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

Concluding Remarks

The results presented in tliis paper rest on a number of assumptions about the cost 
structure of the student loan program, projections of the term structure of interest rates and the 
costs of hedging loans tied to long-term interest rates, and estimates of the target rate of return for 
lenders. These results therefore have a degree of uncertainty that is not necessarily reflected in 
our tables. Nevertheless, most of our conclusions are fairly robust to variations in assumptions.

Our analysis may be summarized in the following points. First, unless our assumptions 
are substantiedly in error, the new formula will provide a rate of return on student loans that is 
below the target rate of return of for-profit bank lenders in the government-guaranteed student 
loan program, under current financial market circumstances. Second, tlrere are inefficiencies 
associated with the mismatch of (long-term) student loan interest rates and (short-term) banlc 
financing under tire proposed foniiiila, and joint benefits could be realized to students and lenders 
from moving back to a short-tenn index. Third, an alternative rate setting formula could be 
devised, linlced to a short-term rate, that would maintain bank participation in the government- 
guaranteed student loan program at little or no net cost to students, relative to their expectations 
about the formula now scheduled to become effective in July. Fourth, preserving the existing 
differential between the mark-up for loans while the student is in school and loans during the in­
repayment period would better track gross returns to costs.

Our confidence in the qualitative conclusions of the following analysis is high. 
Nevertlieless, the uncertainties involved in this exercise points out the difficulties vsdth regulatory 
detemiination of student loan interest rates. An alternative approach would be to use a more 
market-based mechanism for determining these rates. For the student loan program, this could 
mean using some form of auction system to determine who would receive lire rights to originate 

student loans. The experience of the Health Education Assistance Loan (HEAL) program using 
an auction system for allocating the insurance authority for HEAL loans suggests that an auction 
could be considered for the Federal Family Education Loan program.
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TABLE 1: INTEREST RATE ASSUMPTIONS 
<Percent)
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CM
CM
CM
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1 SOURCE 1 1997 1998 1999 2000 2001 2092 S.year eve. 1
0MB ('99 Budget)

3-monlh T-bill 5.17 5.13 5.01 4.91 4.61 4.81 4.93

10-year note 675 5.86 5.80 580 5.70 570 5.77
Spread 1.58 0.73 0.79 089 0.69 0.89 084

memo: 10-20 simple a/ 6.77 6.11 6.03 6.03 6.03 6.03 6.05

Blue Chip(Feb.98)
3-month T-bill 5.17 5 24 5.24 - - - -
tO-year note 6.75 5 80 6.00 - - - -
Spread 1.58 0.56 076 — — —

CBO (Jan'98)
3-monlh T-bill 5.17 5.45 5 34 4.93 4 82 4.82 5.07

tO-yeai note 675 6.00 6.10 8.00 590 5.90 5.98
Spread 1.58 0.55 0.76 1.07 1 08 1.08 0.91

DRI (Jan'98)
3-month T-bill 5.17 4.95 4.53 421 4.2 4 22 4.422

10-year note 6.75 564 5.78 563 5.47 5 33 5 57
Spread 1.58 0.69 1.25 1 42 1.27 1.11 1.15

Implicit Forward Rates bT
3-monlh T-bill — 5.17 5.40 5.33 5.64 5.33 5 374
10-year note — 567 5.80 5.92 6.03 6.14 5912
Spread 0 50 0.40 0.59 0.39 0.81 0 54

Note; Data tor \?S7f» as achjal data lor the Iasi v»«rt in May. 1997 priof lo June 1; a1 othet 0MB dala ate toi me second 
calends quarterwliie dele from olhei sounds are for calendar yeats. as publislysd. All bill rales are oomierted 
lo a bond equhtalenl beab.

a/ The avereje afrnple annual iilwesl lates lor 10 lo 20 yeas Treasury bends, as used In credil budgel scoring, 
bf Foiwafd rales for June of each year, as oIFebniary 10.1998.

I
n.a. Nd avarabft.

CO
02/17/3B

CM
O
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TABLE 2: INTEREST SPREAD AND COST ASSUMPTIONS
(Percent or Basis Points)

Current Policy Future Policy: 10-year CMT Future Policy; 10-20 year

Income or Cost Category In-School Repayment In-School Repayment In-School Repayment
Loan income, after hedging if needed a/ Bills + 2.50 Bills + 3.10 Bills+ 1.60 Bills + 1.60 Bills+ 1.77 Bills + 1.77

Lenders’ cost of matched funds b/ Bills + 0.70 Bills + 0.70 Bills + 0.70 Bills + 0.70 Bills + 0.70 Bills + 0.70

For 1997/8 & 98/9 5.85 5.85 5.77 5.77 5.77 5.77

Interest spread 1.80 2.42 0.96 0.96 1.13 1.13

Grossed-up interest spread cl 2.11 2.71 1.25 1.25 1.42 1.42

Servicing and other costs d/ 0.41 1.13 0.41 1.13 0.41 1.13

Net income on assets before tax. '97/8 & 1.70 1.58 0.84 0.12 1.01 .29

Weighted average net income on assets el 1.63 0.38 0.55

I
00
O

CM
O

Note; Costs are represeatative of large for-profit lenders who both originate loans and hold loans in-repayment in their portfolios.

a/ For current policy, loan income is the formula determination, based on Q2 interest rate; for future policy, loan income is determined under the
formula and then reduced by the cost of hedging the loan to convert it into a short-term denominated asset.

b/ All-in costs are the cost of matched funds, which are assumed to be essentially the same whether raised in a T-bilJ denominated securitization 
of borrowed in the LEBOR. market, possibly entailing a T-bill/LfBOR swap.

d Interet spread is grossed up here and in following tables; interest costs are reduced by 5 percent of the total, because that amount is assumed 
financed by equity.

d/ Includes servicing and overhead costs, origination fees, default risk and prepayment risk (for detailed component separately, see Table 4).

e/ Weights are 36.8% in school and 63.92% in repayment.
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TABLE 3: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS
Adminislfafion Economic Assumplions

Formula or Net Rate of Return 1997/98 1998/99 1999/2000 2000/01 2001/02 2002/03 S-yr. ave. ;

-
1

1 Current Formula:
1a. 3-month T-bill + 2.50/3.10 7.67/8.25 7.63/8.23 7.51/8.11 7.43/8.01 7.31/7.91 7.31/7.91 7.43/8.03

1b. Estimated net return lo lender 1 63 1.66 1.64 1.64 1.59 1.59 1.62

2 Future Formula:
2a. 10-year CMT + 1.00 n.a. 6.86 6.80 6.80 6.70 6 70 6.77

2b. Estimated net return to lender n.a. 0.38 036 0.36 0.31 0.31 0.34

2c. 10-20 year, simple interest ♦ 1.00 n.a 7.11 7.03 7.03 7.03 7.03 7.05

2d. Estimated net return to lender n.a 0.55 0.52 0.51 0.53 0.53 0.53

3 Alternative Formulas:
3a. To hold student harmless, CMT n.a. Bills + 1.73 Bills-t- 1.79 Bills* 1.89 Bills* 1.89 Bills* 1.89 Bills* 1.83

3b. Estimated net return to lender n.a. 0.51 0.55 0.65 0.60 0.60 0.58

3c. To hold student harmless, 10-20 na. Bills* 1.98 Bills + 2.02 Bills+ 2.12 Bills + 2.22 Bills * 2.22 Bills+ 2.11

3d. Estimated net return to lender n.a. 0.76 078 0.88 0.93 0.93 0.85

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

Net rates of return to lender are before-tax returns on assets

n.a Not applicable
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O

2/17/99



O

TABLE 4; RISK^DJUSTEO PRE-TAX NET RETURN for FFEL STUDENT LOANS, 1997 and 1998 
(PefcenL Administration Economic Assumptions))

ao
o>

7/1/97 to 6/30/9B 7/1/98 to 8/30/99
In-school or
Deferment

Repaymertt Consolidalion In-schod or 
Deferment

Repayment ConsoOdaflon
0/

oo<oCM
CM
CM
CO

CM
O
CM

Uh

CO

Student Loan Interest Rate
Loan income, net aJ 

Less Costs:
All-fn cost of funds b/

Adjusted cost d 
Originalion/holcfing fee dJ 

Servicing costs/overtiead e/
DefauK risk 
Prepayment risk 

Subtotal

Net Return

Weighted Average Net Return f/

Note: OMB estimates for interest rates are from the 1999 budget Loan rates are determined m Q2 of calendar year;
costs of funds are determined by the average interest rate from 03 of first year through 02 of foKoMing year, 

a/ Loan income takes account of SAP payments and of hedging costs when the formula Is tied to a long-term index, 
b/ Assumes alt-in cost of funds is T-bill + 70 basts points.
d AlHn cost of flinds, reduced by 5%; only 95% of the loan principal is assumed to be financed by debt 
dl Foe is amortized over life of loan; part of it becomes a prepayment cost in the case of defaiit or other early loan 

payoff. Cortsolidation loans involve an extra fee. 
e/ Assumes that servicingfoverhead costs in-school are 33 percent of the cost for repayment;

for consolidation loans, these costs are 50 percent of those for loans in repayment. 
tl Weights are 31.53%. 55.88%, and 12.58% for loans in school, in repayment, and in consolidation, respectively, 
g/ For loans already consolidated before 1998-99.

7.67 8.25 9.00 6.86 6.66 6.00
7.67 8.27 9.00 6.73 6.73 8.87

5.85 5.85 5.85 5.77 5.77 5.77
5.58 5.58 5.56 5.48 5.46 5.46
0.06 0.04 1.10 0.06 0.04 1.10
0.32 0.95 0.47 0.32 0.95 0.47
0.00 0.07 0.07 0.00 0.07 0.07
QM 0.07 OOZ 0.03 0.07 0.07
5.97 6.69 7.27 5.89 6.61 7.19

1.70 1.5B 1.73 0.84 0.12 1.68

1.64 0.54

CM
o

2/17/9B
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TABLE 1: INTEREST RATE ASSUMPTIONS
(Percent)

1997
OMB f99 Budget)

3-month T-bill 5.17
10-year note 6.75
Spread 1.58

Blue Chip (Feb.98)
3-month T-bill 5.17
10-year note 6.75
Spread ^ 1.58

CBO (Jan-98)
3-month T-bill 5.17
10-year note 6.75
Spread 1.58

DRI

3-month T-bill 5.17
10-year note 6.75
Spread 1.58

Implicit Forward Rates
3-month T-bill —
10-year note —
Spread —

1998 1999 2000 2001 2002 5-year ave.

5.13 5.01 4.91 4.81 4.81 4.93
5.86 5.80 5.80 5.70 5.70 5.77
0.73 0.79 0.89 0.89 0.89 0.84

5.24 5.24 . __
5.80 6.00 -- — — ~
0.56 0.76

5.45 5.34 _ __ _
6.00 6.10 — — — --
0.55 0.76

5.19 4.83 _ __
5.8 5.82 — — — —

0.61 0.99 ““

••

5.16 n.a n.a. n.a. n.a. n.a.
5.67 n.a n.a. n.a. n.a. n.a.
0.61 n.a. n.a. n.a. n.a. n.a.

Note: Data for 1997/98 are actual data for the last week in May, 1997 prior to June 1; 
all other data are for the second calendar quarter. Bill rates are converted to a 
bond equivalent basis, 

n.a. Not available.

a/ Forward rates for June, 1998 as of February, 1998.

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

Current Policy Future Policy

In-School Repayment In-School Repayment
All-in costs a/ T-bills + .70 T-bills + .70 CMT+ .12 CMT+.12

Fori 997/8 & 98/9 5.85 5.85 5.95 5.95
Adjusted costs 5.56 5.56 5.65 5.65

Servicing/overhead b/ 0.32 0.95 0.32 0.95
Default risk 0.00 0.07 0.00 0.07
Prepayment risk 0.04 0.08 0.04 0.08
Origination fee 0.05 0.05 0.05 0.05

a/ For current policy, all-in costs include only the cost of matched funds;
for future policy, all-in costs include the cost of financing plus the cost of a swap.
Costs to banks are adjusted in the third line above and following tables, reducing them by 
5 percent of this total, because that amount is assumed to be financed by equity, 

b/ Includes both servicing and overhead costs.

newtab2
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TABLE 3: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS
Administration Economic Assumptions

Formula or Net Rate of Return 1997/98 1998/99 1999/2000 2000/01 2001/02 2002/03 6-yr. ave.

Current Formula:

3-month T-bill + 2 50/3 10 7 67/8.25 n.a n.a. n.a. n.a. n.a. n.a.

Estimated net return to lender 1 61 n.a, n.a, n.a. n.a, n.a. n.a.

Future Formula:

10-year CMT + 1 00 n.a. 6.86 6.80 6.80 6.70 6.70 6.77

Estimated net return to lender n.a. 0.32 0.30 0.34 0.29 0.29 0.31

Alternative Formulas:

To hold student harmless n.a. T-bill + 1 73 T-bill-t- 1.79 T-bill + 1.89 T-bill + 1.89 T-bill + 1.89 T-bill + 1.83

Estimated net return to lender n.a. 0.50 0.54 0.64 0.59 0.59 0.57

To maintain lenders minimum

required net rate of return:

80 basis points n.a. T-bill -r 2.09 T-bill + 2.09 T-bill + 2.09 T-bill + 2.09 T-blll + 2.09 T-blll + 2.09

100 basis points n.a. T-blll + 2.29
■•tilli;:+2;29' '■

115 basis points n.a. T-bill + 2.44 T-blll + 2.44 T-bill + 2.44 T-bill + 2.44 T-bill + 2.44 T-bill + 2.44

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

n a Not applicable

2/11/98



TABLE 4: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS, ALTERNATE BASIS
(In Percent, Administration Economic Assumptions)

Fonnula or Net Rate of Return 1997/98 1998/99

Current Formula:

3-month T-bill + 2.5A3.10 7.67/8.25 n.a.

Estimated net return to lender 1.61 n.a.

Future Formula:

10-20 year simple interest + 1.00 n.a. 7.11

Estii^ted net return to lender n.a. 0.32

Alternative Fonnulas:

To hold student hamnless n.a. T-bill+ 1.98

Estimated net return to lender n.a. 0.75

To maintain lenders minimum

required net rate of return:

80 basis points n.a. 2.09

100 basis points n.a. 2.29

115 basis points n.a. 2.44

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

n.a. Not applicable 
Assumptions:

Data are based on Fiscal Year 1999 budget estimates The estimated rate 
for securities having a maturity of more than 10 years and less than 20 years 
is stated as a simple annual rate, which differs from bond equivalent rates 
and bank discount rates

2/11/98



TABLE 5: SWAP ESTIMATES (IN BASIS POINTS)

Note: spot market yellds on November 14, the date of most of these swap quotes, were around: 3-month T-BILL, 5.26%; 3-month LIBOR, 5.88%; 
10-year CMT, 5.81 % to 5.86% (all quotes on bond-equivalent basis).

SWAP Dealer A
11/14«7

DeaerB
11/14/97

thaler C
11/14/97

Dealer D
11/21/97

Dealer E
11/14/97

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

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

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

10 year T-bill + 67.5 T-bill + 69 T-bill + 66 T-bill + 69 T-blll + 73

10 year CMT (annual reset) for LIBOR

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

7 year CMT + 7.5 CMT + 21 CMT+ 26 CMT + 27 CMT+ 11

10 year CMT + 5.5 CMT ♦ 16 CMT + 24 CMT+ 25 CMT+ 9

swapest

2/11/98



TABLE 6: RISK-ADJUSTED PRE-TAX NET RETURN for FFEL STUDENT LOANS, 1997 and 1998
(Percent, Administration Economic Assumptions))

Student Loan Interest Rate

7/1/97 to 6/30/98

In-school or 
Deferment

Repayment Consolidation
7/1/98 to 6/30/99

In-school or 
Deferment

Repayment Consolidation

e/

8.25 9.00 6.86 6.86 9.00

Less Costs:
All-in cost of funds a/ 5.85

Adjusted cost b/ 5.56

Origination/holding fee 0.05

Servicing costs/overhead c/ 0.32

Default risk 0.00

Prepayment risk £LQ4

Subtotal 6.97

5.85
5.56
0.05
0.95
0.07
0.08

6.71

5.85

5.56
1.10
0.47

0.07

QSiA
7.24

5.95
5.65
0.05

0.32
0.00
0.04

6.06

5.95
5.65

0.05
0.95
0.07
0.08

6.80

5.95
5.65
1.10
0.47

0.07

0.04

7.33

Net Return d/ 1.70 1.66 0.80 0.06 1.67

Weighted Average Net Return 1.63 0.49

Note: OMB estimates for interest rates are for the 1999 budget. Blue Chip estimate is for February 1998. 
a/ Assumes all-in cost of funds for 1997/98 is T-bill + 70 basis points: for 1998/99 the all-in cost is CMT +12 basis points, 
b/ All-in cost of funds, reduced by 5%; only 95% of the loan principal is assumed to befinanced by debt. 
cl Assumes that servicing/overhead costs in-school are 33 percent of the cost tor repayment;

for consolidation loans, these costs are 50 percent of those tor loans in repayment.

61 For loans in repayment in '97-98. loan income is 5.17 (T-bill +3.10) because SAP would be received, 
e/ For loans already consolidated before 1998-99.

stuloa18
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2/13/98
Principles to Guide Resolution of the Student Loan Interest Rate Problem

[For Administration purposes, analyses needed are identified under each Principle.]

• Minimize eosts to students

— Analysis of other factors affecting student costs, such as origination fee reductions or 
reward of on-time repayment, needs to be combined with interest rate options to derive 
overall policy options.

• Every qualified student should continue to have access to loan capital

— Analysis of the magnitude of risk of lender withdrawal, and development of options to 
have in hand for using (1) the Secretary’s lender-of-last-resort, Sallie Mae, and advances 
to guaranty agencies authorities, and (2) Education’s capacity to meet needs through 
expansion of Direct lending contracts.

“ Analysis to identify costs of options, including use of Federal capital and Federal 
contractors, and development of a financial plan to meet those costs, including, any 
necessary budget offsets if costs exceed current budgetary resources.

• Cost neutrality in the Federal Budget

— Cost neutrality is required using Administration assumptions. Cost effects should also 
be calculated, as best as possible, under CBO’s probablistic scoring approach.

— If costs would reduce the net savings in the FY 1999 budget from student loans, 
additional savings proposals are required to make up the difference.

• Use of a benchmark instrument that does not impose unnecessary costs on lenders 
nor raise Federal costs unnecessarily

— Analysis of alternative benchmark instruments should consider volatility (which 
carries a significant cost under future CBO scoring); and Administration willingness to 
use a debt instrument other than a government security as the benchmark.

• Introduction of market processes and streamline systems to lower student, lender 
and Federal budget costs.

- Analysis should consider of effects of price competition on different types of schools 
and economic classes of students, and examine the effects of authority to the Secretary to 
tower Direct Loan interest rates on guaranteed loan rates.



Draft of 2/13/98

Principles and Implementation Options for Scheduled Change in
Interest Rates on Student Loans

Principles

I. Minimize cost to students

II. Assure critical mass of private loan capital

III. Minimize cost to Government

IV. Facilitate long-run fundamental improvement of loan programs
* * *

Implementation Options 

I. Permanent Solution

Positives

(1) Elimination of divisive issue

(2) Possible acceleration of improvements that might 
otherwise await reauthorization^

(3) Avoidance of tendency of temporary solution to 
become permanent (only if temporary solution not 
acceptable as permanent solution)

Negatives

(1) Fewer opportunities for offsetting student 
benefits than in reauthorization

(2) Loss of potential leverage for two-stage process 
to achieve long-term structural reform in 
reauthorization

(3) Lack of information on banks that originate and 
sell loans (more than 50 percent of all 
originations) and tax-exempt secondary markets 
(more than 20 percent of all loan holding^)

(4) Short time period for resolution (probably late

^Assumes reauthorization later and not on accelerated 
schedule of House authorizing committee ^
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April)

A. Implement Scheduled Change

Positives

(1) Creation of urgent need for major structural 
reform in reauthorization (for example, fully 
functional FDSLP as sole program, FFELP lenders as 
loan managers for Federal funding or hybrid 
program)

(2) Substantial reduction in student costs 

Negatives

(1) Possible loss of critical mass of lenders in 
FFELP

(2) Risk of potential program failure

(3) Loss of opportunity for substantial net 
decrease in baseline cost to Government (higher 
interest income in FDSLP minus higher interest 
subsidy in FFELP)

B. Repeal Scheduled Change

Positive

(1) Elimination of risk of potential program 
failure

(2) Substantial net decrease in baseline cost to 
Government

Negative

(1) Substantial increase in student costs over 
their current expectations

(2) Elimination of current impetus for long-term 
structural reform of loan programs

Positive and/or Negative

(1) Maintenance of current status quo (including 
substantially equal interest rates for all 
students with no substantial access problems)
("cross-subsidy”)

C. Set Same New Fixed Rate for Both Programs i
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Positive

(1) Elimination of competitive disadvantage of 
FDSLP

Negatives

(1) Difficulties in governmentally determining 
"correct” interest rates, particularly for 
extremely heterogenous universe of lenders
(2) Elimination of twisting theoretical 
opportunities for student savings through 
competition

Positive and/or Negative

(1) Requirement of exactly equal interest rates 
for all borrowers

1. At Level Attractive for Most Current Bank Lenders

Positives

(1) Minimum likelihood of access problems

(2) Substantial reduction in baseline cost 
to Government

(3) Maintenance of support for loan programs 
from large, diverse group of lenders

Negatives

(1) Probable equivalence to repeal in terms 
of cost to students

(2) "Excessive" returns to efficient and/or 
highly leveraged lenders

(3) Elimination of current impetus for long­
term structural reform of loan programs

(4) Administrative inefficiency in large 
number of lenders

2. At Level Attractive for Efficient Bank Lenders

Positives and/or Negatives

(1) Blend of 1(C)(1) and 1(C)(3)
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3. At Level Attractive for Efficient Leveraged 
Lenders

Positives

(1) Substantial reduction in cost to 
students ^ ^

(2) Elimination of "excessive” returns to 
lenders

(3) Administrative efficiency in small 
number of lenders

Negative

(1) Reduction in political support for loan 
programs from small number of lenders

D. Rely on Price Competition To Set Subsidy Level

Positive

(1) More accurate mechanism to achieve "correct" 
interest rates than governmental determination

Negatives

(1) Regulatory difficulties if large economies of 
scale in servicing (and possibly, although to a 
lesser extent, in funding) lead to program 
dependence on one or a handful of lenders

(2) Consequences of competition highly dependent 
on surrounding regulatory structure

p) Increase in unpredictablility of result with 
increased magnitude of structural change

(4) Difficulty in implementing structural change 
by scheduled date for change in interest rates

1. Set Lower Maximum Rate in PPELP at Same Level as 
FDSLP Rate

Positive and/or Negative

(1) Absence of significant competition in interest 
rates under current maximum; lesser likelihood at 
lower maximum

2. Set Lower Maximum Rate in FFELP and Implement
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Scheduled Change in FDSLP

Positive and/or Negative

(1) Need for FFELP lenders to compete with FDSLP 
in interest rates likely to start significant 
competition among themselves, possibly leading to:

(a) Differential interest rates by 
school/socioeconomic status of borrower
(b) Inability of FDSLP to compete for most 
economically desirable loans
(c) "Redlining" by FFELP lenders
(d) Uncoupling of highly desirable 
unsubsidized loans
(e) Differential borrower constituencies for 
FFELP and FDSLP
(f) Change in relative budgetary costs and 
performance measures of FFELP and FDSLP

3. Auction Rights To Make Loans on Basis of Interest 
Rates

Positives and/or Negatives

(1) Experience of substantial rate reductions in 
HEAL program with no access problems (in 
relatively homogeneous borrower universe)

(2) Likelihood of "redlining" in highly 
heterogeneous borrower universe

(3) Passing on to students of excess subsidy 
rather than elimination

4. Auction Rights To Make Loans on Basis of Cash 
Payments to Government

Positives and/or Negatives

(1) Likelihood of "redlining" in highly 
heterogeneous borrower universe

(2) Elimination of excess subsidy rather 
than passing on ,to students (but potential 
availability to^fund other student benefits)

5. Auction Loans Made to All Eligible Borrowers at 
Same Interest Rate

Positives and/or Negatives

(1) Universal access
■•.I’
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(2) Elimination of excess subsidy rather 
than passing on to students (but potential 
availability to fund other student benefits)

(3) Same interest rate for all borrowers

(4) Some relevant positive experience in 
Keystone Program of Pennsylvania guaranty 
agency

II. Temporary Solution

Positive

(1) Some continued leverage for long-term structural 
reform in reauthorization in a two-stage process

Negative

(1) Reduction of leverage for long-term structural 
reform in reauthori^ation

(2) Tendency of temporary solution to become permanent 
(only if temporary solution not acceptable as 
permanent solution)

A. Defer Scheduled Change for One Year

Positives

(1) Same as 1(B) on interim basis 

Negatives '

(1) Same as 1(B) on interim basis

B. Set Interim Rate(s) for One Year

Positives

(1) Same as 1(C) on interim basis 

Negatives

(1) Same as 1(C) on interim basis
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Principles and Implementation Options for Scheduled Change in
Interest Rates on Student Loans

Principles

I. Minimize cost to students

II. Assure critical mass of private loan capital

III. Minimize cost to Government

IV. Facilitate long-run fundamental improvement of loan programs
* * * \

Implementation Options 

I. Permanent Solution

A. Implement Scheduled Change

B. Repeal Scheduled Change

C. Set Same New Fixed Rate for Both Programs

1. At Level Attractive for Most Current Bank Lenders

2. At Level Attractive for Efficient Bank Lenders

3. At Level Attractive for Efficient Leveraged 
Lenders

D. Rely on Price Competition To Set Subsidy Level

1. Set Lower Maximum Rate in FFELP at Same Level as 
FDSLP Rate

I
2. Set Lower Maximum Rate in FFELP and Implement 
scheduled Change in FDSLP

3. Auction Rights To Make Loans on Basis of Interest 
Rates

4. Auction Rights To Make Loans on Basis of Cash 
Payments to Government

5. Auction Loans Made to All Eligible Borrowers at 
Same Interest Rate
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II. Temporary Solution

A. Defer Scheduled Change for One Year

B. Set Interim Rate(s) for One Year



Interest Rate (and other issues) Meeting 
2/13/98

I. Income verification problem (brief)

II. Treasury Study

-revieAV draft 
-timing

III. Principles for a Resolution

IV. Preliminary discussion of Options

V. Asset imputation in need analysis



Straw Men and the Student Loan Interest Rate

All numbers are rounded to the closest 10 basis points.

Comparison rates, i.e., the equivalent rates from the students’ perpective, based on Administration 
projections:

Increment above T-bill

10-20 year instrument

10-year instrument

In-SchooI

1.60

1.40

Repayment

2.20

2.00

Straw Man 1 a; Low Rate

Increment above T-bill In-School Repayment

Direct & Guaranteed 1.70 2.30

This is the lowest rate that could be justified for for-profit lenders, based on the Treasury study. 
To make this a better offer, this rate could be combined with proposals aimed at reducing lender 
costs, e.g. the government’s willingness to use an even more efficient instrument (such as 
LIBOR), or streamlining the guarantee and due diligence procedures. (Combined, these changes 
could reduce lender costs by 20 basis points, bringing profitability to the mid-point level of 
Treasury’s analysis).

Advantages:
□ Justifiable.
□ Very close to the “hold students harmless” rate.
□ Leaves room for further negotiation {e.g. fee reductions could be brought up 

later).

Disadvantages:
□ Because it is so close to the bottom of Treasury’s range, it will be easy for the 

industry to reject.
□ Imposes a cost on students without compensating them, a possible slippery slope.

Straw Man lb' Mid-Point Ra

Increment above T-bill In-School Repayment

Direct & Guaranteed 1.90 2.50

This is roughly the mid-point of the range identified by Treasury. It also approximately “splits the 
difference” between the current rate and the rate anticipated by lenders (based on the 10-year 
instrument). Since this rate is considerably higher than the rate now projected for students on 
July 1, it should certainly be combined with a reduction in borrower-paid loan fees.



Advantages:
□ Would be seen as a reasonable offer, based on the Treasury analysis. Chairman 

McKeon himself has been rumored to be considering “splitting the difference.”
□ Is approximiately the interest rate reduction that was projected when the decision 

to change the rate was made in 1993.

Disadvantages:
□ A better end-point for negotiations than starting point. (If the goal is to achieve at 

least the reduction intended in 1993 - 60 basis points in repayment - it does not 
leave any further room for negotiation).

Straw Man 2: Split Rate

Increment above T-bill In-School Repayment

Government-Guaranteed 1.90 2.50

Direct Loan Program 1.90 2.20

The lower in-repayment rate in the Direct Loan Program is intended to provide lenders with an 
incentive to offer borrowers lower rates. By having the same in-school rate, the incentive for 
schools to switch from the guaranteed to the direct program is minimized: as is true today, if 
students don’t like the terms they are offered in the guarantee program, they can consolidate into 
direct loans when they are finished with school. (Student and higher education organizations are 
suggesting an option similar to this.)

Advantages:
□ Provides students with an in-repayment rate as low as projectedfor July 1 (in the 

Direct Loan Program).
□ Spurs price competition by lenders, to meet or beat the Direct Loan rate.

Disadvantages:
□ Price competition will lead some schools to be frozen out of the guarantee 

^ program, while other (elite) schools are offered the best deals.
Direct Loans will be left with the less profitable portfolio, affecting its image and 
perhaps jts political support, __

'----^ fVo t' ^ ^^
Straw Man 3: Interest rate-based Auction '—

Lenders would bid for a particular volume of loans, at a particular interest rate. The lowest-rate 
lenders would be selected until sufficient volume is available. All the selected lenders could then 
offer loans at or below the rate of the last-selected lender (which would also be the Direct Loan 
rate?). There would be an overall maximum rate.

Advantages:



□
□

Efficient method of ensuring students the lowest-possible price.
As efficiencies lower lender costs, students continue to benefit by even lower
interest rates.

Disadvantages:
□ Strong incentives for lenders to compete for the high-balance, high-income 

borrower, leaving direct loans with the remnants.
□ Need interim solution until auction can be implemented.

Straw Man 4: Cash Payment-based Auction

Interest rate would be set, but lenders would name a price for offering a particular volume of 
loans to eligible students. The government would accept bids until a sufficient volume is assured.

Advantages:
□ Beyond the low interest rate, savings accrue to taxpayer.
□ Could auction loans without the guarantee, to reduce need for continued 

government involvement.
□ More compatible with possible directions for Direct Loan Program.

Disadvantages:
□ Need interim solution until auction can be implemented.
□ Many unanswered questions about ensuring universal access, how students/school 

would choose lenders, etc.



Agenda
2/18/98

I. Treasury Study content and timing

II. Options 
-Rate
—Timing and relationship to HEA

III. DL and LOLR capacity

IV. Other issues (Hill activity, etc.)



ISSUE I: Interest Rate Policy

Goals:

Lowest possible interest rate for students.
Lower fees for students.
A more efficient and accountable system.
Recognition that competition would be better than Congress at setting loan rates and 
subsidies: a study and possible future implementation of better approaches (such as an 
auction).

Approaches to getting there:

• A Straw Man: Hold students harmless.
• B Straw Man: Split the difference.
• C Straw Man: Direct/Guaranteed differential.

All of the options would include the fee reductions that are proposed in the FY1999 Budget 
and the Administration’s proposal for reauthorization of the Higher Education Act.

A Straw Man: Hold students larmless

Increment above T-bill In-School Repayment

Direct & Guaranteed 1.60 2.20

Proposal: Reduce lender costs by cutting regulations, streamlining the guarantee approach, and 
using the most efficient instrument (for banks) available [and allow broader range of lenders with 
lower capitalization requirements?]. This makes it possible for lenders to afford the low rate that 
students are projected to be paying on July 1.

Advantages:
• A strongly pro-student opening position.
• Leaves room for further negotiation (e.g. when negotiations move to higher rates, 

then out-year reductions pegged to auction approaches would be added).

Disadvantages:
• Because it is below Treasury’s range, the industiy will argue that it is not a 

serious offer.
• Some Democrats are getting nervous about this issue, and this position may not 

satisfy them.



B Straw Man: Split the difference
Increment above T-bill In-School Repayment

Direct & Guaranteed 
July, 1998 1.90 2.50

July, 2000 1.60 2.20

This is roughly the mid-point of the range identified by Treasury. It also approximately “splits 
the difference” between the cunent rate and the rate anticipated by lenders (based on the 10-year 
instrument). A lower, “hold students harmless” rate would go into effect in two years, after a 
study of market-based approaches to setting the rate/subsidy, including auctions. (The Secretaiy 
could be authorized to implement an approach).

Advantages:
• Would be seen as a reasonable offer, based on the Treasuiy analysis. Chairman 

McKeon himself has been rumored to be considering “splitting the difference.”
• Is approximiately the interest rate reduction that was projected when the decision 

to change the rate was made in 1993.

Disadvantages:
• A better end-point for negotiations than starting point. (If the goal is to achieve at 

least the reduction intended in 1993 - 60 basis points in repayment - it does not 
leave any further room for negotiation).

• More complicated than simply “holding students harmless.”

C Straw Man: Direct/Guaran ee differential

Increment above T-bill In-School Repayment

Government-Guaranteed 1.90 2.50

Direct Loan Program 1.90 2.20

This is the type of approach being pursued by the higher education associations. They are 
asserting that “this is a guarantee problem, not a direct loan problem.” So they are suggesting 
that the guarantee program interest rate can be changed, but the direct loan rate should stay the 
same. Lenders could meet or beat the direct loan rate, but wouldn’t have to. This would inject 
more price competition into the student loan market.

Advantages:
• Provides students with an in-repayment rate as low as projected for July 1 (in the 

Direct Loan Progiam).
• Spurs price competition by lenders, to meet or beat the Direct Loan rate.



Disadvantages:
• Price competition may lead to more discrimination on the basis of schools, with 

students at some schools offered only the highest rate (if banks offer them loans at 
all), while others at elite schools are offered the best deals.

• Direct Loans will be left with the less profitable portfolio, affecting its image and 

perhaps its political support.

ISSUE n: Vehicle for Interest Rate Change

Should we insist that any deal on the interest rate be included in a larger HEA reauthorization 

bill?

It makes it easier to included related items like GA reform and student fee reduction in 

the negotiations.
If we need a 30-45 day delay it would not cost students much.
Authorizers of both parties will be incensed if we take away the driver from the 
reauthorization. Make them happy by making a firm statement.
We will be a player, helping us on issues like Title V and High Hopes.

No:

Lenders need a fix by late April, and it is impossible to get the whole HEA done by that 
time.
Including it in HEA does not give us significant leverage over non-interest rate items in 
HEA, because we would be accused of using the issue to get unrelated things.
Any delay in the interest rate change is a capitulation that risks a further delay at a large 

cost to students.



Subject: In case you missed it, from Congress Daily; 
----------------------------------------------------------------- Message Contents -------- ----------

EDUCATION
Kanjorski Turns To Greenspan On Student Loan Question 
House Banking Capital Markets Subcommittee ranking member Paul 
Kanjorski, D-Pa., late last week sent a letter to Federal Reserve 
Chairman Greenspan asking him for recommendations on how to handle 
the new student loan interest rate cut scheduled to take effect 
July 1. "In light Of the Federal Reserve's economic expertise, and 
the potential adverse impact this change could have on member 
banks, I would appreciate receiving your analysis on this issue,” 
Kanjorski wrote. While the student loan interest rate issue is the 
province of the House Education and the Workforce Committee, 
Democrats and Republicans on the Banking Committee are prodding the 
Education and the Workforce panel to move quickly enough to address 
the change by July 1. But Education and the Workforce Committee 
aides say they are working on the issue, and will make a proposal 
as part of the Higher Education Act reauthorization.
A little noticed provision in the 1993 budget deal cute the 
interest rate private lenders can charge for new guaranteed student 
loans. Banks currently are allowed to charge student borrowers an 
Interest rata equal to a 91-day Treasury bill plus 3.1 percent. But 
after July 1, banks can only charge a rate for new loans equal to a
10-year Treasury bill plus 1 percent. The interest rates for
10-year T-bills are far lower than those for 91-day T-bills. The 
banking industry and other student loan lenders consider the rate 
change a "ticking time bomb" that, if allowed to take effect, will 
cause banks to flee the student loan business in droves. That could
leave many families and students in limbo this summer as they
arrange their college financing for the fall semester. The Clinton 
administration defends the scheduled rate change, arguing private 
lenders should not charge higher rates than the direct loan program 
run by the Education Department, which uses cheaper government 
capital.
In his letter to Greenspan, Kanjorski wrote: "This change 
would have a dramatic impact on the ability of lenders to originate 
and invest in guaranteed student loans safely and soundly. The new 
index will cause a mismatch between the rate and maturity on the 
securities and deposits lenders used to finance student loans and 
the fate and maturity of the loans themselves. While it may be 
possible to use complicated hedging techniques to offset this 
interest rate risk, the costs would be prohibitive. Even without the 
hedging costs, lender yields in many interest rate environments 
could be negative." Kanjorski also asked Greenspan to outline how 
lenders fund student loan capital, and whether creating assets that 
yield long-term rates in a program financed through the use of 
shorter-term obligations "would generate interest rate risk."
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Congress of ttie
0<«tt<nBtaiU BC 20515
Pfibruary 9, 1 ggfi

Spare Students and Parents the 'Pain'
Assure the Continuation of a Reliable Source of Student Loan Funds 

Dear CoileaQue;

!• f IS*
. • L could, in turn, lead soma lenders to withdraw from tha PPElp nmoram 

making the market more volatile for studente, This concerns iis greatly especially 
Mns derfng reports from the U.S. Departmont of Education that tha direct loan program 

not m a position to handle an extensive increase in loan volume. ^

I"v«r interasl rstes undsr thenew formula, hirtorlcal interest rate patterns show borrowers are just as llkelv to 
receive no benefit over time from the scheduled Interest rate formule change^

upoomlng change in the student loan inler^st rate

Sincerely,

/J^inBoehnofTchalrman^"^* 
/ House Republican Conference House Oamoea^^i^alUCUB

too/zool^ S3. 80:ZT 86/8T/20
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Student Loan Program
May Break the Bank

Lenders say changes in interesL rates and fedei-al direct-lending program 

could leave students without funds to bon ow

I ongress is caught in a politi­
cal dilemma that could be­
come a financial crunch — 

whether to proceed with a cut in 
student looit interest rates or back 
off under pressure from bankers 
threatening to pull out of the col­
lege lending business.

The quandary comes at a time 
when lawmakers had hoped to be 
unveiling new initiatives to slow 
the rising cost of College. Instead, 
they are faced with the unhappy 
prospect of having to roll back a 
1993 law that would lower interest 
rates on federally backed student loans, 
beginning July 1.

If Congress does not alter the law, 
” commercial banks, which account for 

70 percent of the college loan market, 
say they will cut back on lending, pos­
sibly upending the higlier education fi­
nance market and leaving students 
who depend on loans without access 
to college funds.

Student groups, however, insist Con­
gress must make lower interest rates a 
top priority this year as it considers 
reauthorizing the Higher Education 
Act, which governs tens of billions of 
dollars in annual grants and loans.

The predicament is a textbook ex­
ample of how unforeseen economic de­
velopments can derail policy objectives 
years after they are made. Two unex­
pected changes arc now colliding five 
years after Congress planned the inter­
est rate change.

One is the failure of President Clin­
ton’s direct govemment lending program 
to capture a m^ority of the student aid 
market. The other is a major change in 
interest rates, with short-term interest 
rates rising and long-temt rates falling, 
that bankers say have rendered the 
planned formula unprofitable.

‘There's no question there's.a prob- 
lem ... and ii‘s everybody’s problem," 

( ^ said Senate Labor and Human Re-

3/McKeon Kildee

sources Committee Chairmaji Jajues M. 
Jeffords, R-Vt,

By Sue Klrehhoff

Direct Lending Gone Awry
The controversy has its roots in the 

1993 fight over the Clinton adniinislra- 
tion's push to scrap conmrcrcial, guar- 
aj\teed student loans in favor of direct 
government lending. The direct loans 
were designed to cut out banks, sec­
ondary markets and guaranty agencies. 
Govemment lending was expected to 
save billions of dollars by eliminating 
subsidies to private-sector lenders. 
(1993 Alnranac. p. 410)

Congress refused to move entirely to 
direct lending by the government, wor­
ried that the Education Department 

' '^could not administer such a massive 
program. Instead the 1993 budget-rec­
onciliation law (PL 103-66) allowed the 
govemment to gradually phase in the 
program over five years.

The legislation assumed that direct 
loans could'account for at least GO per­
cent of new student loans. The Clinton 
administration had hoped tite govern­
ment would eventually ukc over all stu­
dent lending.

In tlic same law, Congress enacted a 
change in the fonnula the federal gov- 
entmenc uses when it sets student loan 
interest rates.

For nearly 20 years, student loat\ in­
terest rates have been based on the 91- 
day Treasury-bill rale. Tlie current for­
mula is tl\c 91-day rate, plus 2.6 percent

CQ on the Web: www.cq.com

while the borrower is in school and 
3.1 percent during repayment. The 
new fomiula would set rates at the 
10-year Treasury' bond rate plus 1 
percent. Overall, interest to stu­
dents would still be capped at S.25 
percent.

The new formula could cut in­
terest rates to students by more 
titan a full percentage point.

Wtiie that may be good news for 
students, bankers say it would de­
crease the returns they receive on 
those loans to the point where the 

S2.5 billion-a-year commercial student 
loan market would be unprofitable for 
them. The new formula, they said, 
would also create unpredictability be­
cause baitks would have to pay higher 
shon-r.eim interest rates to attract de­
posits but would be forced to lend at 
long-term rates lltat are often lower.

“The way the formula is 
configured ... docs not provide suffi­
cient tetums to lenders to entice them 
to stay in the program," said Scott 
.Miller, director of government relations 
for llic SUlie Mae. which purchases stu­
dent loans from banks.

. Lenders say the decision to link stu­
dent loan rates, which run a standard 10 
years, to dtc lO-ycar bond rate was made 
to address bookkeeping problems that 
arose from having them linked to the 91 - 
day T-.bUIs- Tlvey point out that if the new 
fomtula liad been used in 1993 and 1994, 
interest rates would have increased

Democrats say the change was al­
ways intended to reduce interest rates 
to students, based on projections that 
the gap between interest rates on long- 
and shon-term Treasury obligations 
would cliaiigc.

“The information they (banks) arc 
throwing out is an effort to confuse and 
deceive," said a White House official 
who is working on the issue but who 
asked nut to be identified. ‘It’s clear 
that it was intended as a reduction."

Out even administration officials 
skeptical about the bankers’ claims ad-
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mit that the changes in interest rates 
over the past five yeais are greater than 
expected, causing a problem.

The Tteasury Department is analyz* 
ing the situation. Administration offi­
cials say they e.xpect the department 
will recommend that Congress move 
away Crom lO-year notes.

According to Sallie Mae officials, 
when the law was written in 1993, interest on 
10-year Treasury notes was d.TS percent. 
Adding 1 percentage point would har-e re­
sulted in a student interest rate of 6.7S per­
cent At the same time, the 91-day TYeasuiy 
bill rate of 3.11 percent plus 3.1 percent 
would har-e produced a 621 percent rate 

Using Jan. 7 data. Sallie Mae officiab 
said the lO-year rate was 5.35 percent 
.Adding 1 percentage point produced an 
interest rate of 6.55 percent That com­
pares with the current formula using 
the 91-day T-bill carrying a 525 percent 
rate and the 3.1 percent add-on, for a 
8.35 percent interest rate; However, stu­
dent rates are capped at 8.25 percent 

A recent report by the Congressional 
Research Service said that the new for­
mula increased the odds that the loan 
program would be unprofitable for 
banks and could be “sufncient to re­
move some of them from the program."

At tl\e same time, direct loans have 
captured only 30 percent of the student 
aid market Administration ofncials say 
the government would not be able to 
pick up the slack if commercial banks 
back out Already, congressional critics 
point out, the Department of Education 
U having a hard time managing the cur­
rent direct loan volume, and Congress 
in 1997 was forced to approve special 
legislation making it easier for students 
to consolidate loans Uken out under 
the direct lending program. (1997 
Weekly Report, p. 2412)

Student Worries

199" report that student loans now ac­
count for 60 percent of federal aid. 
compared with 40 percent in 1930-31.

The Education Department esti­
mates that students and their families 
wrill take out nearly $32 billion in new 
loans for college in fiscal 1998.

“This is one of the top priorities for 
students," said Erica Adelsheimer, leg­
islative director of the U.S. Student As­
sociation. “We are taking on over­
whelming debt and the debt levels 
continue to rise with no end in sight."

Lining up against the bankers are 
students and colleges who would bene­
fit. at least initially, from a cut in inter­
est rates under the new systenu

They say they arc willing to alter the 
formula to guarantee banks a slightly 
larger return — but insist the bottom 
line must be a reduction in imeresL 

‘We won't condone a bank fix that 
docs so at the expense of the interest 
rate reduction," said Becky Timmons, 
director of congressional relations for 
the American Council on Education, 
representing colleges and uni^i'cisiLics.

Tltc battle comes against the back­
drop of growing student reliance on 
loans to finance college education. The 
College Board, which tracks higher ed­
ucation trends, said in a September

32-4 — FEBRU.ARY 7.199$ CQ

“There’s no 
question there’s 
a problem... 
and it’s every­
body’s problem."

miM
Senate Labor and Human Resources 

Conuuittee Chainnan 
James M. Jeffords, R-Vl

She estimated il\e new interest rate 
fonnula could mean $1,000 in savings to 
the average student who takes on 
$14,000 in college debt.

Bankers respond that while students 
may profit now, historic data shows 
lliat the relationship between long- and 
short-tenu rates is unpredictable. Tlicy 
warn that students in the future could 
end up paying higher rates under the 
proposed formula.

"For people to suggest that students 
arc going to be benefiting from this is 
absolutely a nustake," said Bill Hansen, 
executive director of the Education Fi­
nance Council, which represents not- 
for-profit organizations that purchase 
student loans from banks.

The issue has been simmering for 
months but is reaching a crisis point, 
with coileges and lenders saying they 
need a decision by this spring when 
tltcy must put logcilicr aid packages for 
students for the .1998-99 school year.

Rep. Howard P. "Buck" McKeon, R.
Calif., chairman of the House Educa- ^ 
tion and ihc Workforce Subcommittee ^ 
on Postsecondaiy Education, Training 
and Life-Long Learning, said he was 
open to finding an alternative that 
would ensure a higher return to banks.

"I'm not coming from a love for 
banks. I'm talking about a concern for 
students,' McKeon said. "If (banks] stop 
making loans, that's bad for everybody."

To make an e.xpected increase in in­
terest rates palatable to students, 
McKeon .md other lawnnakets hoped to 
reduce a 4 percent federal fee now levied 
on students when tliey take out loans.
Tl\c fiscal 1999 \Vhite House budget also 
calls for lectudng such fees, at a cost of 
about Si.4 billion over five years.

Congress had expected to have mon­
ey to pay fur such a reduction. That is 
because the Congressional Budget Of­
fice had estimated that blocking the Ju­
ly I interest rate change would save 
about $1.3 billion over five years.

The savings would occur because if 
the government keeps the formula, 
based on short-term Treasury bills, it 
would collect higher interest for the 
government s direct loan program.

However, CBO's most recent budget 
baseline, released last month, changed

Congress Tries To Respond
“I'm not convinced. I’m open-mind­

ed," said Rep, Dale E. Kildec, D-Mich. “I 
want to make sure 1 take care of titc legit­
imate needs of lenders, if there arc 
needs, but also tltc needs of borrowers."

liousc and. Senate lawmakers have 
been talking to banks, student groups 
and colleges for months to determine 
the depth of the problem and find a [xk- 
sibic solution. Some suggested the 
sketchy outlines of a possible deal.

the foreca-ii for student aid spending. ^
The new baseline assumes Uiat Ute gov- 
cnimcnt will have to make special pay­
ments, required by law, to compensate 
banks for making loans at the capped 
rate of S.25 percent even though com­
mercial micrcst rates may exceed tJiat.

Partly because short-term interest 
rates arc more volatile, under its new 
methodology CBO now estimates that 
blocking the 1993 formula change 
would cost .$2 billion over five years.

The turnabout leaves lawmakers 
suddenly without tlie money needed to 
soften the blow for students. They must 
either persuade congressional budget 
committees not to include the projec­
tions in the fiscal 1909 budget resolu­
tion or find spending cuts elsewhere.

• The Clinton administration has be­
gun to cautiously weigh in on tlie issue. 
Acting Deputy Secretary of Education 
Marshall S- Smith said Feb. 2 that he 
wanted to resolve the ntattcr by ApriL

Treasury Secretary Robert E. Rubin 
told U\c Senate Budget Committee that 
he hoped to have a final report in ‘a 
ntoiith or two."

“I trust you and I don't waiM to hear 
later on that somebody held that report 
up," said committee Chairntan Pete V. 
Domenici, R-N.M. ‘There's going to be ^ 
nothing left for those who arc not direct 
loan people." ■
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Tussling Over Student Loan Rates
Ll)l CATION Bv SiLAWN Zeller

#

'Tl 'T hat a difference even a fraction 
% /% / of a percentage point can 
^ ^ make. For recent college
T T graduates these days, strug­

gling under an average of $14,500 in debt, a 
pendingjuly 1 reduction in the student loan 
interest rate seems like manna from heaven. 
To lenders such as the Student Loan 
Marketing Association (Sallie Mae) and 
Citibank Corp., however, the reduction is 
more like 40 years wandering the desert, and 
they are lobbying fiercely to prevent it.

Lawmakers of both parties are in a 
quandary. President Clinton in his State 
of the Union address pledged to make 
higher education affordable for all Ameri­
cans. And the Republican leadership is 
eager to appear equally committed to 
education issues. But both the Administra­
tion and the political conservatives are 
taking the concerns of these private 
lenders seriously.

The debate, simmering for months, 
centers on a provision in the 1993 Student 
Loan Reform Act that shifts the student 
loan interest rate from its present index, 
tlie three-month Treasury bill rate, to the 
10-year T-bill rate. That change, set for 

July 1 of this year, will reduce interest rates 
on Stafford loans—loans made under the 
largest student loan program—by 1.35 
percenugc points, from 8.25 per cent to 
6.9 per cent. The new rate, like the old, 
will vary over time. But even if the T-bill 
rates crept above 8.25 per cent, students 
would still have to pay only what they do 
now, thanks to a congressionally mandat­
ed 8,25 per cent cap.

The federal government, which makes a 
third of all student loans in its direetdend- 
ing program, is set to move ahead with the 
rate change, both for the direct-lending 
program and for the Family Education 
Loan Program (FELP), which insures the 
remaining two-thirds of student loans. 
FELP loans are federally backed but are 
made-by private-sector lending institutions.

Private lenders, anxious to block the 
rale reduction and avoid a reduction in 
profits, have floated various compromise 
solutions. They want student loans tied to 
the commercial paper index or to LIBOR, 
short-term London interbank rates, which 
lenders .say reflect their costs more accu­
rately. Each of those solutions would give

students a reduction of about 0.2 percent­
age point.

To be sure, prirate lenders have a lot to 
lose. Though the federal government 
began extending direct lending to stu­
dents in 1993, nongovernmental institu­
tions still provide the bulk of all student 
loans, and they say the new rate could put 
them out of business. “A 30-year history of 
private lending, in which $225 billion has 
been provided to help students, could be

Robert Schireman: ‘We've 
been hearing deceptive argu­
ments from the lending industry 
for a long time. It's hard to 
determine when the complaints 
are well-founded.*

seriously damaged," said Bill Hansen, pres­
ident of die Education Finance Council, 
which represents many private lenders. 
Hansen said that shifting to the 10-year 
rate would cut lenders’ profit margins dan­
gerously close to the bone. He cites a July 
Congressional Research Service report 
diat concludes that the scheduled interest 
rate shift “adds a cost to the program for 
private lenders who make student loans; 
the cost may be sufficient to remove some 
of them from die program."

The lenders tried to forge a compro­
mise over the summer that would still have 
given students the same 0.2 percenuge 
point reduction. But firebrand student 
groups, led by the United Slates Students 
Association and the Public Interest 
Research Group (PIRG), torpedoed the 
settlement. Ivan Frishberg, who directs the 
PIRG's higher-education group, said die

students are incensed that lenders didn’t 
complain about the imminent rate reduc­
tion until three years after passage of the 
Student Loan Refonn Act, and that their 
sudden objections could cost student bor­
rowers $11 billion in interest repayments. 
Frishberg said the average student, sad­
dled with a $14,500 debt on a 10-year 
repayment plan, would save more than 
$1,200 dollars with die scheduled shift.

After the summer compromise failed, 
lenders unsuccessfully tried to include a 
provision in the balanced budget bill, but 
Rep. Howaid P. (Buck) McKeon, R-Calif., 
who chairs the House Education and the 
Workforce Postsecondary Education, 
Training and Lifelong Learning Subcom­
mittee, shot doivii the lenders' amendment 
and told the banks they had to have stu­
dent support in order to change the rules.

Getting both sides to the table again, 
however, has proved difficult. McKeon 
and Robert Schireman, who is the Clinton 
Administration’s point man on higher 
education, remain hesitant to move for­
ward without the agreement of both stu­
dents and bankers.

The banking indusiiy has been vocal 
for years about the downside of student 
lending. “We’ve been hearing decepthe 
arguments from the lending industry' for a 
long time," Schireman said. “It's hard to 
determine when the)’ are crying wolf and 
when the complaints are well-founded." 
Schireman said the Administration would 
seek to secure a lower repayment rate for 
students, but it wouldn't necessarily push 
for the scheduled rate change.

Sallie Mae president Paul Carey said 
that his group, while concerned with the 
rhetoric of the student groups, was still 
working on a compromise. "It would be 
crazy for us to try to hiin students," Care)’ 
said. They’re our customers."

In any case, tough decisions lie ahead, 
said Terry Hartle of the .American Council 
on Education. “Ultimately someone will 
have to pay—lenders, students, or the 
American taxpayer. Those are not deci­
sions anyone wants to make, politically." 
As a result, Hartle doesn't expect any 
change until very close to July 1. when bat­
tle lines will be drawn around the pend­
ing reauthorization of the Higher Educa­
tion Act. *
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Straw Men and the Student Loan Interest Rate

All numbers are rounded to the closest 10 basis points.

Comparison rates, i.e., the equivalent rates from the students’ perpective, based on Administration 
projections:

Increment above T-bill

10-20 year instrument

10-year instrument

In-School

1.60

1.40

Repayment

2.20

2.00

Straw Man la: Low Rate
Increment above T-bill In-School Repayment

Direct & Guaranteed 1.70 2.30

This is the lowest rate that could be justified for for-profit lenders, based on the Treasury study. 
To make this a better offer, this rate could be combined with proposals aimed at reducing lender 
costs, e.g. the government’s willingness to use an even more efficient instrument (such as 
LIBOR), or streamlining the guarantee and due diligence procedures. (Combined, these changes 
could reduce lender costs by 20 basis points, bringing profitability to the mid-point level of 
Treasury’s analysis).

Advantages:
• Justifiable.
• Very close to the “hold students harmless” rate.
• Leaves room for further negotiation (e.g. fee reductions could be brought up 

later).

Disadvantages:
• Because it is so close to the bottom of Treasury’s range, it will be easy for the 

industry to reject.
• Imposes a cost on students without compensating them, a possible slippery slope.

Straw Man 1 h; Mid-Point Rate
Increment above T-bill In-School Repayment

Direct & Guaranteed 1.90 2.50

This is roughly the mid-point of the range identified by Treasury. It also approximately “splits the 
difference” between the current rate and the rate anticipated by lenders (based on the 10-year 
instrument). Since this rate is considerably higher than the rate now projected for students on 
July 1, it should certainly be combined with a reduction in borrower-paid loan fees.



Advantages:
• Would be seen as a reasonable offer, based on the Treasury analysis. Chairman 

McKeon himself has been rumored to be considering “splitting the difference.”
• Is approximiately the interest rate reduction that was projected when the decision 

to change the rate was made in 1993.

Disadvantages:
• A better end-point for negotiations than starting point. (If the goal is to achieve at 

least the reduction intended in 1993 - 60 basis points in repayment - it does not 
leave any further room for negotiation).

Straw Man 2: Split Rate
Increment above T-bill In-School Repayment

Government-Guaranteed 1.90 2.50

Direct Loan Program 1.90 2.20

The lower in-repayment rate in the Direct Loan Program is intended to provide lenders with an 
incentive to offer borrowers lower rates. By having the same in-school rate, the incentive for 
schools to switch from the guaranteed to the direct program is minimized: as is true today, if 
students don’t like the terms they are offered in the guarantee program, they can consolidate into 
direct loans when they are finished with school. (Student and higher education organizations are 
suggesting an option similar to this.)

Advantages:
• Provides students with an in-repayment rate as low as projected for July 1 (in the 

Direct Loan Program).
• Spurs price competition by lenders, to meet or beat the Direct Loan rate. 

Disadvantages:
• Price competition will lead some schools to be frozen out of the guarantee 

program, while other (elite) schools are offered the best deals.
• Direct Loans will be left with the less profitable portfolio, affecting its image and 

perhaps its political support.

Straw Man 3: Interest rate-based Auction

Lenders would bid for a particular volume of loans, at a particular interest rate. The lowest-rate 
lenders would be selected until sufBcient volume is available. All the selected lenders could then 
offer loans at or below the rate of the last-selected lender (which would also be the Direct Loan 
rate?). There would be an overall maximum rate.

Advantages:



• Efficient method of ensuring students the lowest-possible price.
• As efficiencies lower lender costs, students continue to benefit by even lower 

interest rates.

Disadvantages:
• Strong incentives for lenders to compete for the high-balance, high-income 

borrower, leaving direct loans with the remnants.
• Need interim solution until auction can be implemented.

Straw Man 4: Cash Pavment-based Auction

Interest rate would be set, but lenders would name a price for offering a particular volume of 
loans to eligible students. The govermnent would aceept bids until a sufficient volume is assured.

Advantages:
• Beyond the low interest rate, savings accrue to taxpayer.
• Could auetion loans without the guarantee, to reduee need for continued 

government involvement.
• More eompatible with possible directions for Direct Loan Program. 

Disadvantages:
• Need interim solution until auetion can be implemented.
• Many unanswered questions about ensuring universal aecess, how students/sdiool 

would ehoose tenders, etc.
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Backers of Direct Lending Fight an Effort to 
Halt Impending Change in Interest Rates
By STEPHEN BURD

Supporters of direct lending are fighting efforts by lenders 
to halt an impending change in the formula for calculating 
the interest rate paid by borrowers in the 
direct-student-loan program.

Advocates of direct lending say that if the change in the 
interest-rate formula threatens the collapse of the 
guaranteed-loan program, as lenders have warned, then 
Congress should stop the change. However, the advocates 
say, the new formula poses no threat to the survival of 
direct lending, and so lawmakers should allow the new, 
lower rates to take effect in the program. Direct lending 
provides federal loan funds directly to students through 
their colleges, bypassing the banks that dominate the 
traditional student-loan system.

"This is not a direct-loan problem," said Thomas A. Butts, 
director of federal relations at the University of Michigan 
and a member of the National Direct Student Loan 
Coalition, which is made up of officials of colleges in the 
direct-lending program. "This is simply a problem for the 
loan industry."

Officials of the leading higher-education associations and 
advocates for students agree. Making the change, they 
say, would save students in the direct-loan program about 
$3-billion and would force lenders to charge the lowest 
interest rates possible, in order to compete with the new, 
lower rates in the direct-loan program.

So far, the Clinton Administration has been silent on the 
debate, but college leaders and lenders alike believe that 
the White House is quietly backing the position of the 
direct-loan coalition.

Lenders argue that direct-loan supporters are simply 
trying to give their program a "competitive advantage" at 
a time when the guaranteed-loan program is threatened 
with collapse. "Everybody has been working toward a 
level playing field between the two loan programs," said 
Paul Carey, executive vice-president at Sallie Mae, a 
company that purchases student loans from banks.
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As of July 1, the formula used for calculating the interest 
rate on student loans will be based on the rate for 10-year 
Treasury notes rather than on that for 91-day Treasury 
bills, as it is now. The change will result in a lower 
interest rate for student loans. The current rate is 8.1 per 
cent; using the 10-year Treasury note, it would fall to 6.6 
per cent.

The transition was required as part of a 1993 law that 
created the federal government's direct-loan program. It 
was intended to reduce costs for students as the 
government replaced the guaranteed-loan program with 
direct lending, which it is expected to do after five years. 
But direct lending, now in its fourth year, has captured 
only a third of the total student-loan volume.

Bankers say they will be forced to flee the 
guaranteed-loan program if the change in interest rates is 
made, because the loans will no longer be profitable.

Sallie Mae officials traveled to San Francisco last week 
for the American Council on Education's national 
convention to try to convince the council's members that 
the company had found a solution to the interest-rate 
problem. But Terry W. Hartle, the council's senior 
vice-president for government and public affairs, said he 
preferred the direct-loan coalition's plan.

Under Sallie Mae's proposal, the government would 
change not to the 10-year Treasury notes, but to the index 
used for commercial paper, which are short-term loans by 
major corporations. That index is preferable, the company 
said, because it is a short-term index like the 91-day T-bill 
but is more stable, because of its wider use.

Sallie Mae officials say their proposal would lower the 
interest rate by two-tenths of a percentage point, bringing 
the current interest rate down to 7.9.

Mr. Hartle said Sallie Mae's plan was unattractive to 
students, who would see a drop of 1.5 percentage points 
under the Treasury-note proposal. All students would 
benefit if Congress chose to allow the rate change in 
direct lending, he said, because banks would be forced to 
keep their rates down to compete with direct loans.

"I think that the cost of guaranteed loans will not be 
significantly greater than direct loans, because the banks 
will respond aggressively," he wrote in a letter to the 
council's Board of Trustees, expressing his support for the 
direct-loan coalition's plan. "Thus, treating the programs 
differently is the best way to protect students and assure 
the continued availability of bank-based loans at the 
lowest possible cost."

That idea is opposed not only by lenders but also by some 
student-aid directors at colleges in the guaranteed-loan 
program, who think that all student borrowers should be
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charged the same interest rate.

Cathy Thomas, associate dean of admissions and financial 
aid at the University of Southern California, said that if 
the direct-and guaranteed-loan programs used different 
formulas for determining interest rates, colleges would 
have to keep switching between the two, depending on 
which one had the lower interest at a given time.

Such an argument is likely to be persuasive to Republican 
Congressional leaders, who ultimately will decide what 
formula will be used to calculate interest rates in both 
loan programs. They are unlikely to approve any change 
that would make direct lending seem more attractive than 
the guaranteed-loan program.

But advocates for the direct-loan coalition's plan said they 
would fight hard to keep the new, lower rates in direct 
lending.

"The biggest advantage of the proposal is that it will 
begin to give us a concrete, market-tested idea about the 
subsidy that lenders need to make student loans and still 
make an acceptable profit," Mr. Hartle wrote.
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The Financial Viability of the GovernmentGuaranteed Student Loan Program
Executive Summary

The current student loan formula, which sets the ceiling rate for the government 
guaranteed student loan program and also for the direct loan program, is based on the bond 
equivalent yield for 3-month T-bills plus a spread of 2.5 percentage points for loans to students 
who are in school or for loans that are temporarily deferred, and a spread of 3.1 percentage points 
for loans that are being repaid, with the rate reset annually for borrowers. The rate that the 
student pays on loans is capped at 8.25 percent and the Government pays any excess above this 
rate in the form of a Special Allowance Payment (SAP); the government also reimburses lenders 
on a quarterly basis for increases in the interest rate within the year.

The Student Loan Reform Act of 1993 (SLRA) scheduled a change in the formula 
determining the rate that borrowers would pay for new student loans finalized beginmng July 1, 
1998. The SLRA requires that lenders’ gross yield on new loans be based on "the bond 
equivalent rate of the securities with a comparable maturity as established by the Secretary of 
Education", in consultation with the Secretary of the Treasury, plus 1.0 percentage point, with the 
rate reset every 12 months. For the purposes of the government credit budget, the comparable 
maturity would be a 10-20 year average annual rate (simple interest). However, most observers 
have assumed that the comparable maturity that will be chosen will be the 10-year Treasury 

constant maturity yield.

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

This paper provides estimates of lenders’ costs (including servicing, default and 
pre-payment costs as well as cost of funds) and the gross return from student loans under the 
current student loan formula and under the formula scheduled to become effective on July 1,
1998. We also provide an estimate of the "target" rate of return to which this return will be 
compared by banks deciding whether to participate in this program. Although we recogmze the 
diversity of participants in student loan origination, our analysis is focused on large, for-profit 
bank originators because these institutions span the markets in which other lenders operate. Our 
estimates of costs and target rates of return reflect this choice of focus; they are offered not in the 
belief that "one size fits all" very well but because we believe that the economic forces at work 
on these large, for-profit lenders are the leading edge of developments that are likely unfold in 
this complex market. We have based our analysis on a review of the existing literature, financial 
Hata from loan originators, and discussions with many experts in this area.

Our results show that under the current formula, lenders are earning a pretax rate of return 
on student loans that exceeds a reasonable range of assumed target rates, but that switching to the
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new student loan formula would reduce lenders’ net return substantially, to a level below this 
target range. Such a reduction need not imply an immediate crisis in the market for guaranteed 
student loans but it would be an untenable long-tenn situation and would perpetuate inefficient 
uncertainties in the industry. Moreover, only part of this substantial reduction in lender margins 
arises from the need to hedge. That is, moving back to short-term interest rates as a basis for 
deteimining the student loan rate while holding borrowers harmless — i.e., pegging the student 
loan rate at the same level as it would be under the new formula - does not appear to produce a 
competitive rate of return on the banks’ investments in the^lo^^ ^ C

In particular, holding borrowers hatmless'coul^be achieved by keeping the current T-bill 

basis for indexing student loans but reducing the current weighted-average rate paid by students 
from 3-month T-bill plus 2.88 percentage points to 3-month T-bill plus 1.73-1.98 percentage 
points (depending on which instrument would have been chosen by the Secretaries of Education 
and Treasury). In order to assure that lenders receive a competitive rate of return, however, we 
estimate the formula would have to be 3-month T-bill plus a range of 2.08 to 2.43.

Several conclusions are apparent from oui analysis. First, unless our assumptions are 
substantially in error, the new formula will provide a rate of return on student loans which is 
below the target rate of return of lenders in the guaranteed student loan program. Second, there 
are large ineiOhciencies associated with the mismatch of student loan interest rates and bank 
financing under the proposed formula, and substantial joint benefits could be realized to students 
and lenders from moving back to a short-term index. Third, while there is some range of 
uncertainty reflected in these numbers, it is clear that an alternative rate setting formula could be 
devised, linked to a short-term rate, that would maintain bank participation in the 
government-guaranteed student loan program over the long-term. Fourth, the new formula 
should preserve a differential between the mark-up for loans while the student is in school and 
loans during the in-repayment period; this differential allows gross returns to better track costs 
and thus help to even out returns among different types of lenders. Finally, it appears from our 
analysis that attention should be given to the advantages - and, of course, any possible 
disadvantages — of alternative short-term index rates. Although a T-bill rate seems natural for a 
government program, a program that is dependent on the participation of sophisticated private 
sector lenders nnight benefit from their greater efficiency in raising funds indexed to an 

alternative short-term rate.

Our confidence in the qualitative conclusions of the following analysis is high.
Nevertheless, setting student loan interest rates by fiat is a highly uncertain proposition, which is 
unlikely to result in exactly the minimum rate that lenders need to participate in the student loan 
program. One way to assure the loan rate is not too high or too low is to allow the market to set 
the loan rate directly. For the student loan program, this could mean using some form of auction 
system to determine who would receive the rights to originate student loans. The experience of 
the Health Education Assistance Loan (HEAL) program using an auction system for allocating 
the insurance authority for HEAL loans suggests that an auction could be considered for the 

Federal Family Education Loan program.
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THE FINANCIAL VIABILITY OF THE GUARANTEED STUDENT LOAN PROGRAM

iDtroduction

The current formula for calculating student loan interest rates -- the ceiling rate for 
government guaranteed loans and the rate on the direct loan program - applies to new loans 
made between July 1,1994 and June 30,1998. Under this formula, lenders receive the 
bond-equivalent yield of 3-month T-billsl plus 2.5 percentage points for in-school loans and 
loans in deferment, or the 3-month T-bill rate plus 3.1 percentage points on loans in repayment. 
Loans are reset annually for borrowers, with an 8.25 percent cap on the borrower’s rate. A 
lender of guaranteed loans receives a Special Allowance Payment (SAP) in any quarter in which 
the average rate for 3-month T-bills auctioned during the quarter plus 2.5/3.1 percentage points is 
greater than the borrower’s interest rate (either the formula interest rate established at the last 
annual re-set or the cap of 8.25 percent). The SAP is the difference between the quarterly re-set 
rate from the formula and the rate the student pays, divided by four (for a quarterly payment). 
Until recently, the loan interest rate for loans in consolidation was the wei^ted average of the 

interest rates on all outstanding loans being consolidated, rounded up to the nearest whole 
percent; this figure is currently 9.0 percent. Under the Emergency Student Loan Consolidation 
Act, passed in October, 1997, the rate for consolidation loans will be the T-bill rate plus 3.1 
percent until October, 1998 (capped at 8.25 percent).

The Student Loan Reform Act of 1993 (SLRA) scheduled a change in the fprmula 
determining the rate that borrowers would pay for new student loans finalized begiiming July 1, 
1998. The SLRA requires that lenders’ gross yield on new loans be based on "the bond 
equivalent rate of the securities with a comparable maturity as established by the Secretary of 
Education", in consultation with the Secretary of the Treasury, plus 1.0 percentage point, with the 
rate reset every 12 months.2 For the purposes of the government credit budget, the comparable 
maturity would be a 10-20 year average aimual rate (simple interest).3 However, most observers 
have assumed that the comparable maturity that will be chosen will be the 10-year Treasury 
constant maturity yield. This yield is a commonly used benchmark in financial markets, within 
the appropriate maturity range, is regularly published in official sources, and is forecast in private 
as well as government budget analyses.4 Based on the assumption for either of these rates, the 
formula change for next year would reduce the loan rate to borrowers, relative to the rate they 
would pay under the current formula.5 As noted later in this paper, in all likelihood the formula 

change also would reduce the net return to lenders.

The cost to a borrower for a student loan includes more than the interest on a student 
loan. The Federal Family Education Loan (FFEL) program authorizes lenders to collect from 
borrowers an origination fee (currently, 3 percent of the loan principal borrowed), which is paid 
to the Federal Government, and an insurance premium (no more than 1 percent), which is paid to 
guaranty agencies. These one time fees, which are intended to offset the Federal subsidy costs 
and to defray default costs, are disbursed to the Government and guaranty agencies at the same 
time as the loan is disbursed to the student. The Administration’s current budget proposal would 
cut the total fees charged to students to three percent, and phase out origination fees altogether 
for needy students.
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Ln principle, the legislated interest rate is a ceiling, below which lenders can compete to 
offer the most attractive interest rates to students. In practice, direct price competition of this 
form has been very limited. Many schools have “preferred provider" lists of lenders to whom 
they direct students and these lists seem to play the dominant role in students’ choices6. 
Competition to be on such a list takes place largely in terms of services — mostly directed to the 
schools themselves — rather than taking the form of direct price competition, and there is 
considerable variation among schools in their procedures. At some schools, for instance, 
preferred providers may have other connections to a school and its conununity, and offer nothing 
more than customer-relations at the bank; at other schools, however, competition may be keen 
among providers to offer quick payments to schools, ease in billing, and assured follow-up on 
delinquencies. Lenders may send representatives to campuses at enrollment time to help with 
loan processing, may coach students on loan consolidation options, and may provide the school 
with substantial computer support for financial processing. There appear to be substantial 
economies of scale in basic loan servicing and it may, therefore, be worthwhile for large 
servicers to expend additional resources on essentially promotional activities. (As will be noted 
below, our cost estimates have not attempted to capture such promotional costs.)

Overall, it appears that for a top tier of schools that are attractive to major national 
lenders, the loan market is “imperfectly competitive" with loan providers likely able to establish 
reputations and maintain market share for a time at prices above a purely competitive level. For 
this tier, however, it is likely that the drive to maintain market share and realize economies of 
scale at least assures effective competition in service provision. For schools relying on local 
providers, competition may not be very effective, and local loan providers may well be able to 
obtain extra returns from sale of loans in the secondary market as they reach the “in repayment” 
stage where scale economies for servicing become especially important. For schools whose 
programs lack the characteristics that appeal to private lenders, the role of not-for-profit public 
agencies in providing a secondary market is especially important.

Competition among lenders has become more keen since the inception of the full-scale 
federal direct loan program, which does offer some directly financial incentives, such as 
income-contingent repayment options and loan-write offs under certain special circumstances. 
Nevertheless, although lenders are not required to cliarge borrowers the full rate of interest 
authorized by the student loan formula, our understanding is that direct competition on a loan 
interest rate basis is rare. Direct interest rate competition seems to be viewed with unease, as 
subject to criticism for being discriminatory and as socially divisive -even when, in the 
secondary market, loans from schools with belter repayment records will sell for a higher price 
than loans from other schools. An important but small exception is the Sallie Mae formula - the 
“Great Rewards Program" — for reducing the loan rate in repayment, based on a borrower’s good 
payment performance over a period of lime. We understand that other lenders, particularly some 
of the major institutions in the national market, have followed Sallie Mae’s lead in this respect 
with similar types of incentives. (The effect of such programs on our profit calculations will be 

noted below.)

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

agreement.

The cost of this swap agreement will detract firom the overall profitability of the loan 
contract from the banks’ perspective. Moreover, because this particualar swap contract is 
somewhat unusual, substantially boosting the demand for such swaps could raise the cost of 
obtaining such swaps. The critical policy issue for the loan program is whether lenders offering 
student loans currently have a profit margin that is sufficiently large to absorb this and any 
additional costs, so that the return on educational loans is still favorable.

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

Assumptions for Lenders’ Costs

The following discussion attempts to describe the costs of a for-profit lender big enough 
to have achieved scale economies in its operations while both originating loans and holding loans 
in repayment in its portfolio. We realize that analyzing the situation for any one type of lender 
may not describe accurately the cost structure all lenders or loans in this diverse market. Indeed, 
only 41 percent of outstanding student loans are held by banks, while not-for-profit institutions 
(essentially state government agencies) hold 26 percent and Sallie Mae, the currently government 
sponsored enterprise, holds the remaining 31 percent. Student loan originations are very much 
more concentrated among banks because the origination business is legally limited, with a few 
exceptions, to banks. Bank originators, however, range considerably in size and fimding sources 
and may experience cost differentials depending on the parts of the student population that tliey 

most readily serve.

Our choice of focus was dictated by three considerations. The first, and most important, 
is trends in financial markets towards consolidation, with the implicit realization of scale 
economies and specializations of function. This trend has been illustrated in the case of student 
loans, where from 1994 to 1996 the top 25 originators increased their market share from 55 to 60 
percent [CAN WE GET LONGER HISTORICAL PERSPECTIVE?] In view of these 
trends, it made most sense to us to examine the part of the market where expansion has tended to 
occur and where the cutting edge of the formula change might first have an effect.
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Second, non-profit entities should experience similar pressxires on the return from their 
loans as a result of the change in the mark-up in the fonnula over the index interest rate, and die 
evolution of substantially narrower spreads between long-term and short-term interest rates since 
1993. In a relatively tranquil financial environment, public sector entities might not feel that 
they needed to hedge the basis risk imposed by the new formula. Thus, their costs might not be 
as severely impacted as banks’ costs in the short-term and the availability of loans from these 
agencies might respond slowly - or even be positive if they moved to pick up some short-nm fell 
out from the for-profit sector. Over time, of course, failure to hedge basis risk could prove costly 
for these institutions if financial markets changed abruptly. The emergence of different funding 
costs than anticipated could impose budget pressures on the parent state governments and, 
ultimately, affect the rating given by rating agencies to a public sector agency. In this respect, 
the pressures imphed on the not-for-profit sector would parallel those discussed below for 
commercial banks.

Finally, we have chosen to focus primarily on institutions that are formally loan 
originators, since without origination there would be no secondary market. The lines between 
the primary and secondary markets are not hard, and it has become increasingly clear that the 
secondary market plays a very important role in allowing smaller originators to sell loans 
profitably at the point in their life cycle when servicing costs could become prohibitive without 
greater scale economics. Given that there are large banks that span both loan origination and 
secondary market activities, however, analysis of their profitabiUty sliould assure the profitability 
of the student loan market overall. That is, given arbitrage in the secondary market for student 
loans, the analysis should be the same whether banks originate and hold these loans or whether 
they sell them to secondary holders at a premium; if, for example, there are regular excess returns 
to selling over holding, there would be no banks engaged in both activities.

Of course, even the for-profit market need not be expected to respond instantly or 
massively to adverse changes in profitability. A 1992 study of the student loan market suggested 
that a 25 basis point reduction in payments to lenders could lead growth of loan volume to be 
about 1 percentage point lower than it would have been in the absenceof the reduction, and a 50 
basis point reduction could lower tlie growth rate by about 2 percent - amounts that could be 
accommodated by the not-for-profit guarantee agencies.7 This report notes, however, that its 
conclusions should not be extended beyond the range of variables examined historically and, as 
will be noted below, the reduction in profitability from the impending formula change could be 

larger than the changes this report examined.

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

assumptions.

• The 1999 Budget projections for interest rates are shown in Table I, along with some 
other projections for comparison. All of these projections suggest that the yield curve 
will remain relatively flat, consistent with the structure of current market rates. The 
projected yield curve is somewhat steeper under administration projections for 1998 than 
in projections from other sources, but for 1999 the projections are more similar. Interest
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rate levels are projected to change rather little and the spread between long-term and 
short-term rates is projected to remain well below average historical experience since 
1962, consistent with a favorable inflation outlook and expectations of federal deficit 
reduction that adds to national saving.

Under the new formula, the need for hedging affects lenders’ returns. Lenders would be 
expected to swap — i.e. give up — their long-term income to obtain a short-term-index- 
linked income flow that would parallel their cost of funds. We talked with several major 
financial institutions, which provided estimates of the cost of swaps between a fixed 
lO-year Treasury yield, reset annually, and LIBOR. We were unable to obtain swap 
estimates for the case of a 10-20 year maturity instrument, which is not currently traded 
on a regular basis. We therefore assume that banks swap the 10-year portion of the risk 
in this case, and bear themselves (at a cost) the additional variation of this particular 

index.

We emphasize that the swap quotes we obtained are for a contract that is currently used 
only to a limited extent, The market for swapping between a fixed 10-year Treasury yield 
and LIBOR is a deep market, but swap brokers have no natural counter-parties for a 
floating rate long-term yield and are likely, therefore, to need to hedge themselves on this 
side of the market through a basket of fixed rate transactions. The need for the swap 
dealer to hold one side of the contract may imply that a liquidity premium would develop 
in this market if the swap were demanded in volume. We assume that swaps would be 
available and chose a representative estimate of the costs of hedging from quotes 
provided to us by swap dealers.

Using this estimate of hedging costs, we translated lenders’ returns from the long-term 
indexed formula into a short-term rate of return after the hedge. It should be noted that 
the cost of these floating rate hedges axe, we are told, quite sensitive to the shape of the 
yield curve. Consequently, our estimates of the future returns from the hedged asset are 
sensitive to the underlying economic assumptions, which show very little change in the 
shape of the yield curve by historical standards.

The lenders’ cost of matched funds is assumed to be the 3-month T-bill, or the 
l-or-3-month LIBOR rate plus a given spread. The size of the spread for an individual 
lender will depend on its size and creditworthiness and on the exact stmeture of the 
financing -e.g., whether warehousing loans or raising new funds by actually selling a 
package of loans in a securitization. Large lenders will move around among sources in 
the short-term financial markets seeking the lowest costs. In general, arbitrage will tend 
to keep costs fairly closely in line. For example, we obtained quotes for swapping T-bills 
into LIBOR, a highly liquid market in which banks do much marginal funding. These 
quotes plus a slight mark-up over LIBOR for banks actual funding yielded roughly 
similar costs to those associated with typical securitizations done in the first half of last 
year. We have assumed a short-term fimding cost in the range of these securitizations.

The all-in cost of funds used in the calculations below is the short-tenn matched fund
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cost, as discussed above. These costs are then adjusted (fourth row of Table 2) to allow 
for a small fraction of a loan asset to be counter-balanced on the balance sheet of a bank 
by capital rather than debt; thus, a student loan is not assumed to be 100 percent debt 
financed by the originator.

Given the cost of funds and an estimate of lenders’ return after hedging, we calculate the 
net interest margin eamied on the loan asset (see Table 2)

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

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

here to do so.)

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

to the 50 basis point origination fee.

Lenders offering student loans face a risk of prepayment of loans attributable to defaults, 
loan consolidation, and advance payments from borrowers. Prepayment reduces the life 
of a loan, thereby increasing the over-the-life cost of certain fixed expenses, e.g., 
origination support. Consequently, lenders may face a prepayment risk that results in a 
cost to tliem. Many financi^ experts, however, think that prepayment costs are not large 

for student loans because there is little evidence of prepayment on these loans being 
interest rate sensitive; the absence of interest sensitivity seem reasonable as most
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borrowers would have accumulated other credit with higher rates that would be more 
important to prepay when interest rates decline. (This absence of mterest sensitivity 
distinguishes student loans from mortgages for which prepayment means that lenders 
forego a highly profitable asset in an environment where tliey cannot make a new loan at 
as high a rate.)
Table 2 provides a summary of the interest margin cost assumptions used for this paper. 

The two major costs for lenders are their all-in cost of fiinds and servicing/ overhead costs; tlie 
former is then adjusted for counter-balancing as noted above. For the former, the rates are 5.56 
percent (5.15 bond-equivalent average yield on the 3-month T-bill +0.70 spread, net of 
adjustment) for 1997/98 and 5.48 percent (5.07 T-bill plus .70, net of adjustment) for 1998/998. 
The estimated servicing/overhead cost for loans in repayment status is 95 basis points. For 
in-school loans, the estimated cost is one-third the cost for loans being repaid, or 32 basis points. 
All other costs combined are 9 basis points for in-school loans and 20 basis points for loans in 
repayment. The net interest margin for a swapped loan tied to a long-term index in 1998/99 or 
thereafter is assumed to reflect a swapped return of T-bill plus 1.60 (given swap quotes plus the 
1.0 markup over the long-term index in the new loan formula).

For the future policy environment. Table 2 shows two scenarios; interest rates tied the 
10-year CMT rate, and interest rates tied to the bond equivalent of the 10-20 year rate. As noted 
earlier, the latter is the actual cost of these loans in the government credit budget, while the 
former is the commonly assumed index for the loans. We compute our results using both rates 
throughout the report. Table 4 breaks out the underlying costs in more detail, and shows the 
effects of considering as well the case of consolidation.

Target Rate of Return for Student Loans

The viability of various student loan formulae depends on the appropriate target rate of 
return for the lender for tliis particular asset. The ultimate criterion that a financial institution 
must meet is a competitive rate of return on its capital. The return on its capital and the return on 
its assets are related by the ratio of capital to assets.

Banking regulations in fact require that two conditions be met for capital adequacy: One 
condition requires a ratio of capital to risk-adjusted assets. The required ratio is 8 percent but 
recent history shows ratios well above that. The industry -wide average currently stands at 
around 12.5 percent, down from 13.2 percent in 1994.

Student loans have a risk weighting factor of 20 percent, meaning that in the calculation 
of risk-adjusted assets, student loans count only to the extent of 20 cents on the dollar. Thus, if a 
bank aims to hold capital equal to 12.5 percent of risk-adjusted assets, it will hold only $2.50 in 
capital for every $100 in student loans. Applying this capital ratio to a 20 percent target rate of 
pre-tax return on equity gives a target net return on assets of 50 basis points.

The second requirement (the leverage ratio requirement) is for a minimum amotmt of 
capital equal to 4 percent of assets regardless of risk weight. As with the risk-based capital 
standard, banks have tended to have more than required capital in recent years (the average ratio
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has been above 7 percent). Although these years may mark an historically peculiar period, it is 
important to note that to achieve standing as a "well capitalized bank" (which 98 percent of banks 
now have), capital must be at least 5 percent of assets without risk weighting.

Clearly, banks’ circumstances may vary considerably with a bank having excess capital 
after an exceptionally profitable year permitted large retained earnings, and vice versa. Some 
banks may be bound at times by one capital requirement and, at other times, by the other 
required ratio. For a low-risk loan category, however, it seems more likely that the target for 
overall capital would be controlling rather than tlie risk-based standard. Some financial market 
participants (non-bankers) share this view.

If banks had a target rate of return on capital of 12 percent (after-tax, or 20 percent 
before-tax) - about the average since 1970 -- a 5 percent target capitalization, on the margin, for 
fairly safe assets would imply a target return on those assets of 1 percent before tax. Note that 
this is considerably below the average return that banks have been receiving on their overall 
portfolios during the recent period of high bank profits. Alternatively, if banks had a target rate 
of return after tax of 13.7 percent, the average for the last five years for the 10 largest banks, and 
a target capitalization of 5 percent, their target before tax rate of return would be 1.15 percent. 
With a target rate of return of 12 percent and only 4 percent capitalization, their target rate of 
return would be 80 basis points. Alternatively, if banks viewed student loans more as "loss 
leaders" for commuixity relations and future business, they might accept an after-tax rate of return 
of about 10 percent with 5 percent capitalization, also implying about 80 basis points as a 
minimum target return on these assets. We believe that these assumptions span a relevant range 
for assessing the prospects for returns to student loans. Thus, we use a range of estimates for our 
target rate of return of 80 to 115 basis points.

We recognize that efficient lenders could choose to operate at the margin with lower 
capitalization, generally meating the risk-based standards with more differentiation in the 
assumed capitalization and target rates of returns across asset types in their portfolios. Whether 
enough banks would, in feet, be willing to make such fine distinctions with regard to asset 
categories that were only small parts of their total portfolios (in the aggregate student loans are 
only about 2 percent of banks’ assets) is an open question. Assuming an excessively high 
capitalization in estimating banks’ target rate of return implies giving the banks a subsidy in the 
student loan formula. On the other hand, assuming an unrealistically low capitalization and 
target rate of return would imply eventual exodus of lenders from the industry. We have chosen 
a middle ground by using the overall leverage ratio requirements, but by relying on the 
minimimal regulatory level of those requirements, and not the cunrent (much higher) average 
level of capitalization. But we recognize the potential efficiencies that could emerge, and the 
resultant lower target rate of return, if loans were concentrated in institutions with lower 
marginal capitalization requirements.

Our choice of a reasonable range of target returns can be interpreted relative to two 
firames of reference. The first is the current rate of return to the banking sector. The average 
pre-tax return on all bank assets (averaged across all bairks) was roughly 1.75 percent over the 
1993-96 period (latest available comprehensive data). Some financial analysts have told us that,
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because these average returns on all assets had been calculated after allowances for defaults and 
loan-loss reserves, they were already risk-adjusted and represented the appropriate standard to 
which to compare a risk-adjusted return on a safe asset such as student loans. Others analysts, 
however, seemed inclined to think that a government-guaranteed asset with a fairly stable 
interest rate and cash flow profile possibly could receive a pre-tax return far below 1.75 percent 
although they did not present firm frameworks for determining how much below average a 
student loan return should be. Even accounting for loss reserves, the facts on risk and non-risk 
adjusted capitalization presented above imply most bank assets are much riskier than student 
loans, and Aerefore require a much higher capitalization and return. Thus, it is reasonable to 
assume that the target rate of return on student loans is much lower than the current average 

return on assets.

The second criterion for judging the target rate of return is the rate of return on 
alternative, comparable, assets. A 1997 paper by the CRS9 on the student loan program 
presented estimated returns on a couple of alternative assets as a frame of reference for judging 
returns on student loans. This approach keys on the idea that no profit-maximizing bank would 
allocate part of its portfolio to an asset that was dominated by other available assets. CRS 
estimated returns on Giimie Mae securities 10 at 1.20 percentage points and estimated the return 
on adjustable-rate mortgages to be 1.25 percentage points; these rates are slightly above the 
upper end of our range of target rates of return. Although this is an attractive approach in 
principle, however, it tuns into important difficulties in practice. The usefulness of the adjustable 
rate mortgage return for comparison may be questioned because it does not take account of 
“teaser rates", which have become a very important feature of this market and could significantly 
lower the rate of return. The Ginnie Mae comparison also may be problematic because the 
spread between yields on this instrument (even after adjustment for systematic prepayment risks) 
and other open market rates such as Treasuries appears to be quite volatile. These instruments 
are held by banks in their investment portfolios more for trading purposes, implying use for 
liquidity and interest rate plays, than in their long-term loan asset portfolios.

Summary Results and Some Empirical Evidence

As shown in Table 2, our estimate of the pre-tax weighted net return to lenders in 
1997/98, for in-school loans and loans in repayment, is about 1.63 percent. It appears that, under 
the current student loan formula, lenders are earning more than an adequate rate of return on 
student loans compared with a reasonable range for the minimum target rate of return. Student 
loans, however, may yield a slightly lower rate of return than the average return in recent years 

on banks’ total portfolios.

As noted above, this return docs not allow for discounts from the maximum student loan 
rate that banks may charge. For example, Sallie Mac offers a “Great Rewards Program" that 
allows borrowers who have made 48 consecutive loan payments on time a 2 percentage point 
discount of the loan rate. Other lenders have similar concessions. For Sallie Mae, the discount 
translates to about a 10-15 point reduction in return for their entire portfolio. 11 If this discount 
is the competitive standard for the industry, then banks’ net returns are actually 1.48 to 153 
percent after the cost of the discounts. Costs of marketing and promotional factivity that we did
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not allow for would also reduce lenders returns. Nevertheless, even after factoring in these 
competitive discounts and costs of service competition, there is a large excess return in this 

sector.

On the other hand, this return also does not consider the fact that the interest rate for 
iinsuh.sidi/ed student loans is higher than the current rate for subsidized loans: this rate is the 
one-year treasury interest rate plus 3.1 percent, which is currently about 100 basis points higher 
than the rate for subsidized loans. This differential will be reduced somewhat by the costs of 
hedging this one-year instrument into a shorter term instrument, but it nevertheless provides 
excess returns to banks who are providing both subsidized and unsubsidized loans. Since 
subsidized loans are roughly 10% of loan volume, this implies at most a 10 basis point increase 
in net returns for the average bank, so it once again does not greatly affect our calculations [TO 

BE RECHECKED].

The financial statements for 1996 for two major student loan originator are very 
consistent with our estimates. For one wholly student loan subsidiary, the annual pre-tax rate of 
return for 1996 was 1.64 percent; for another bank, their internal calculation of the imphed rate 
of return to their student loan department was 1.99 percent. For the first bank, partial data for 
1997 indicates a reduction in the rate of return to 1.29 percent. 12 The decline in returns for 
1997 likely reflects, in part, the fact that the structure of interest rates in the short-term market 
also became less favorable to lenders for a while last year than our assumptions allow. In 
particular, the Treasury bill rate, to which the short-term cost of funds is pegged in assumptions 
used to analyze the current formula, tended to decline relative to other short-term rates, such as 
LIBOR, during the past year, increasing t)ie cost of matched funds for lenders. But this 
phenomenon appears to have been a temporary initial reaction to the financial disturbances in 
Asia (a "flight to quahty"), and more recent data suggests that this trend has been reversed. We 
have assumed that banks will continue to be able to fund in a variety of markets with the spreads 
among rates similar to those that prevailed in the earlier part of 1997, before the Asian 

difficulties emerged.
Another source of profit data is Sallie Mae. Of course, this secondary market agency is 

not a loan originator but its joint ventures and pre-purchase agreements bring it close to the 
origination market. Its rate of return on assets for 1997 (from partial data once again) is similar 
to that reported above for the student loan subsidiary: 1.2 to 1.3 percent. Their slightly lower 
return than our calculation may reflect, in part, premiums that it pays on loans acquired in the 
secondary market rather than aspects of its costs that are directly relevant to originators. 
Furthermore, its rate of return on capital is higher than would be implied for banks because, as a 
Government Sponsored Enterprise, Sallie Mae can operate now with a lower capitalization. 
Thus, for the present, it too seems to be earning at least an adequate rate of return. In the future, 
Sallie Mae can be expected to continue to operate a high-volume, low-margin activity as long as 
costs in the market for securitizations permit it to move a considerable volume of assets off its 
books fairly quickly. Sallie Mae’s situation will change in an important respect, nonetheless, 
because of its transition to privatization. As a private entity, the holding company can be 
expected to be required by credit rating agencies to have higher capitalization than it noW has; 
this will be relevant for its required return on assets which can be expected to become more 
similar to that of banks.
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The return to lenders would change dramatically if the new student loan formula were 
changed from the 3-month T-bill rate plus 2.5/3.1 percentage points to a longer rate (either for 
10-year Treasury notes, or to 10-20 year interest rates) plus 1.0 percentage point, in part because 
of the new risk associated with this change which raises the all-in cost of funding as a result of 
hedging. Table 2 shows that switching to the new student loan formula for loans in school and 
in repayment could reduce the weighted average pre-tax return to lenders from 1.63 percent 
under the current formula in 1997/98 to 0.38 percent to 55 percent under the new formula next 
year if the 1999 Budget assumptions are borne out. Clearly, these estimates, if correct, would 
not be acceptable to lenders.

It may be noted, however, that these findings are somewhat sensitive to substantial 
interest rate movements within a year, i.e., between the time (end of May) when the student loan 
rate is determined by formula and the time when a lender actually makes a loan and finances it. 
For example, if the new formula were in place for the current school year, using the 10-year 
CMT rate, the risk-adjusted net return on assets for student loans in-school and in- repayment 
would be 1.08 percent. This is in the range of providing a satisfactory rate of return. However, 
this rate of return would have been achievable only because yields fell significantly after 
mid-1997, lowering the cost of funds relative to the second quarter of 1997 when the formula 

sets the student loan rate.

The fact that the yield curve historically has been much steeper than is currently projected 
was the reason in 1993 for expecting that the new formula would be financially acceptable. 
Adjusting the data for the years when the loan formula rate exceeded the 8.25 percent cap on the 
student loan interest rate, the 10-year rate plus 1.0 percentage point has been less than the 
3-month T-bill rate plus 3.1 percentage points by an average of only 28 basis points since the 
early 1960s. The 1999 Budget assumptions project this difference to be 137 basis points in 1998, 
131 basis points in 1999, and 121 basis points from 2000 through 2007 (with the T-bill based 
index higher); other projections have a similar contour. As noted above, swap dealers have 
documented to us that the all-in cost of funds for student loans tied to a long-term index (with an 
annual reset) would be substantially sensitive to the yield curve; that is, with the historically 
much steeper yield curve, banks would have earned a much higher profit on their student loans.

But this very historical pattern documents the difficulties with tying student loan interest 
rates to a long tenn index, when banks finance themselves on a short-term basis. This approach 
introduces a substantial risk into the banks portfolio which is not mitigated by swapping, due to 
the annual reset provision. The difficulty of using a long-term index for student loans should be 
seen not as a matter of betting on future yield curves but rather in light of the risk to lenders that 
is implied by the experience between 1993 and 1998. The slope of the yield curve is notoroiusly 
xmceitain, and mis-judgements about it have play a significant role in problems of lenders 
including the thrift institution difficulties of a decade ago. Making the profitablity or the 
availability of guaranteed student loans dependent on such uncertainties seems like unwise 

policy.

Regardless of this point, however, it is fairly clear that given average non-interest costs
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(averaging across in-school and in-repayment) of 87 basis points, a 100 basis point mark-up of 
the student loan rate over an index rate leaves very little room for profits except under favorable 
spreads between long-term indexed income and short-term indexed borrowing costs. And, as 
Table 3 illustrates, this point is true looking forward over the next five years of projected interest 
rates as well. The first rows of Table 3 show that the rate of return to the banks would remain 
high if the current system were maintained. But the next rows show that the rate of return under 
the new legislation will remain below the target rate into the future as well as in the current 
environment.

Is there a Remedy ?

The results in Tables 2 and 3 imply that lenders will not receive a reasonable rate of 
return in the government-guaranteed student loan program if the scheduled change of formula 
takes place in July, 1998. As shown in Table 3(second block of rows), the five year average 
return under the new formula would be 34-53 basis points, given the administration’s economic 
assumptions. It should be noted that there is some variation in returns from one student loan year 
to the next in the table that arises largely from projected changes in the level of interest rates 
within each year; as noted above, in a year when the cost of funds falls relative to the level of 
interest rates in the second calendar quarter, which sets the student loan rate, the student loan 

becomes more profitable for the lender. 13

One possible remedy would involve returning the basis for student loans to a short-term 
rate, while bolding borrowers harmless so that the total cost to a student next year would be no 
higher than under the new fonnula. This alternative, however, does not appear sufficient to 
provide a competitive rate of return to banks. Holding borrowers hannless would require that the 
student loan interest rate for 1998/99 is reduced to 3-month T-bill plus 1.73 percent to T-bill plus 
1.98 percent, depending on whether the 10 year or 10-20 year rate is used (see Table 3),
However, we estimate that a fonnula which holds borrowers harmless would provide lenders 
only a 0.51 percent to 0.76 percent rate of return next year, using 1999 Budget assumptions 
(which have a small decline in short-term rates, and hence borrowers’ costs during the student 
year). This rate of return is below the target rates described above. But, in the case of the 10-20 

year rate, it is very close.

Another possible remedy would involve allowing lenders the minimum rate of return that 
would make student loans profitable according to a target rate of return criterion. We calculate 
that the loan rate under this approach would ranges from T-bill plus 2.08 percentage points to 
T-bill plus 2.43 percentage points; this uses the second quarter interest rate for each year to set 
the appropriate markup. All of these loan rate would be somewhat higer than would prevail 
under the formula now scheduled to go into effect at mid-year. Any of the rates would represent, 
however, a significant reduction in the cost relative to the current system (roughly 45-80 basis 
points from the current markup of 2.88, using a weighted average of tire rates in-school and in 
repayment). Thus, a new formula which allowed banks and students to "spht the difference” 
could provide a competitive rate of return to banks, while maintaining much of the projected 
savings to students i^m the scheduled interest rate change. 14 Indeed, the savings to students 

would be roughly that projected when the SLRA scheduled this rate change for July 1,1998, or
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even a bit higher.

In addition to considering an alternative T-bill based formula, our research into hedging 
emphasized for us the importance of alternative short-term indexes, such as LIBOR or 
commercial paper, for the financial community. The possibility of achieving economies for 
lenders by using such an index should be explored; using these alternative instruments could 
save 10 or more basis points for banks, which could additionally be passed on to students in the 
form of lower rates. The inefficiencies of a T-bill based formula are not nearly as large as the 
inefficiencies of a 10-year or 10-20 year based formula. But there are inefficiencies nonetheless, 
and serious consideration should be given to reducing them.

Additionally, any new formula drould probably also revert to recognizing the significant 
differences in lenders costs for loan in-school and in-repayment, as is recognized by the current 
60 basis point differential. Our research has suggested real underlying cost differentials between 
these two states, and recognition of these cost differences in the formula setting returns would 
help to even out returns across types offenders.

Why Set the Rate Administratively?
The difficulty of this exercise points out the fundamental problems with regulatory 

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

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

fail to obtain any of the rights to originate student loans.

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

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

Concluding Remarks

The results presented in this paper rest on a number of assumptions about the cost 
structure of the student loan program, projections of the term structure of interest rates and the 
costs of hedging loans tied to long-term interest rates, and estimates of the target rate of return 
for lenders. These results therefore have a degree of uncertainty that is not necessarily reflected 
in our tables. Nevertheless, four conclusions seem clear,

• Unless our assumptions are substantially in error, the new formula will provide a rate of 
return on student loans which is below the target rate of return of lenders in the 
guaranteed student loan program.

• There are large inefficiencies associated with the mismatch of student loan interest rates 
and bank financing under the proposed formula, and substantial joint benefits could be 
realized to students and lenders from moving back to a short-term index.

• While there is some range of uncertainty reflected in these numbers, it is clear that an 
alternative rate setting formula could be devised, linked to a short-term rate, that would 
maintain bank participation in the government-guaranteed student loan program over the 
long-term.

• The new formula should preserve a differential between the mark-up for loans while the 
student is in school and loans during the in-repayment period; this differential allows 
gross returns to better track costs and tlius help to even out returns among different types 
of lenders.

Finally, it appears from our analysis that attention should be given to the advantages
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and, of course, any possible disadvantages - of alternative short-term index rates. 
Although a T-bill rate seems natural for a government program, a program that is 
dependent on the participation of sophisticated private sector lenders might benefit from 
their greater efficiency in raising funds indexed to an alternative short-term rate.

Our confidence in the qualitative conclusions of the following analysis is high. 
Nevertheless, setting student loan interest rates by fiat is a highly uncertain proposition, which is 
unlikely to result in exactly the minimum rate that lenders need to participate in the student loan 
program. One way to assure the loan rate is not too high or too low is to allow the market to set 
the loan rate directly. For the student loan program, this could mean using some form of auction 
system to determine who would receive the rights to originate student loans. The experience of 
the Health Education Assistance Loan (HEAL) program using an auction system for allocating 
the insurance authority for HEAL loans suggests that an auction could be considered for the 
Federal Family Education Loan program.
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In-School 
Bills+1.77

1 Reoavment 
Bills* 1.77

Bills + 0,70 Bills+ 0.70 Bills + Q.70 Bills+ 0.70 Bills+ 0.70 Bills + 0.70

S.6S 5.85 5.77 5.77 5.77 5.77

5.56 5.56 5.48 5.48 5.48 5.48

2.11 2.71 1-25 1.25 1.42 1.42

0.41 1.13 0-41 1.13 0.41 1.13

1.70 1.SB 0.84 0.12 1.01 .29

1.63 0.38 0.55

Note:

a/

b/

d

d/
d

Costs to bmks are adjusled, in Ihc fourth line above 4

Wd^its are 36.8% in school and 63.92% in rqwijnncnL
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TABLE S: SUMMARY TABLE OF STUDENT LOAN PROGRAM RESULTS 
Admin^retion EconoT*: ABwmpBoM

Ponmila or Mel Rate of Reluni

1 Curraait Formula: 
ta. T^ill + 2500.10

2 future Formula:
2a. 10-year CMT ♦ 1.00
2b. Estimated net return »lende

20. 10-20 year, sin^e Interaat +1
2d. Estimated net reWm to lende

3 Altemattve Formulas;
3a. To hold student harirtess, CM 
3b. Erfmetsd net return to lende

3c. To hoW student harmless, 10-2 
3d. Eetimated net return to lende

To maintain tenders' minimum 
tarflet net rate of return:

3f. 00 basis potnls
3g. 100 basis poerti
3b. IIEbaeis pomto

laaTAB 19«W88 19«$/200a zooom 2081/02 2002/03 S-yt. ave.

7.67«.2S 7.63/a23 7.51/6.11 7.43/8.01 r.31/7.81 7.31/7.81 7.43lffl.03

1.63 1.60 1.64 1.84 169 1.59 1.6Z

njA. 6.86 6.80 660 8.70 0.70 6.77

n.a. 0.38 0.36 0.36 0.31 0.31 0.34

t\M 7.11 7.03 7.03 7.03 7.08 7.05

aa 0.55 0.52 0.51 0.53 0.53 0.53

n.a. T-b« . 1.73 T-bin + 1.79 T-bJll-^I.BO T-bB4 1.88 T-bill 4 1.89 T-bitl4 1.83

n.a. 0.61 0.65 0.65 0.00 0.60 0.58

na. T-bill + 1.98 T-WII 202 T-ba4-Z12 T-bVt * 222 T-ba 4 2.22 T-biH4 2.11

fl.B. 0.76 0.78 0.86 0.93 0.93 0.85

n.a. T-WI r 2.08 T-bffl + 2.08 T-b**208 T-HI 4 2.08 T-bn4 208 T-bJ 4 Z08

aa. T-bB t 228 T-bill 228 T-blt228 T-hll4 22B T-ba 4 Z.28 7-bi 4 2 28

n.a. T-bi + 243 T-biil ♦ 243 T-ba+243 T-^)ifl4 243 T-bil4 2.43 T-bH 4 2.43

liitiTiimJiaostimatosafsaweiohtBdawweoaforloBnsfHmfioolwtdhrapaymant The wslghto are based on tha retotive
«toe of loans outstondFtg for each loan stotos. i.e. awtohod = 3e08 peroenf and rapaymerrt = B3.S2 peioenL 
Not rates of return Bfs before tax

n.a. Not applicable
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TABLE 4: WSK-AOJUSTEO PRE-TAX NET REHIRN R>r FFEL STUDENT LOANS. 1«7 169B
(Percent, Admeiistratton Economic Aaeumptions))

7/lf97 Id 8«0S8 7Mf98 to Bfaora9

hi-acboolof
Deferinent

Repayment Consoldatfon ki-achoolor
Defarment

Repayment ConsoSdation
g/

Student Loan Intereet Rata 
Loan income, net a/

Less Costs:
All-in cost o( funds bf 

Adjusted cost d 
Originafioniholdr>g fee d/ 
Servicing costs/overheed d 
DefauKtisk 
Prepayment risK 

Subtotal

7.67
7.67

8^5
0i7

».0O
9.00

6A«
6.73

6.U
6.73

0.00
8.87

5,85
5.56
0.08
0.32
0.00
0.03
5.97

5.85
S.SB
0.04
0.95
0.07
fi.OZ
6.69

5.65
6.56
1.10
0.47
0.07
3J2Z

Net Return 1.70 1.58

7.27

1.73

5.77
5.48
0.06
0.92
0.00
ILQ3
5.89

5.77
5.48
0.04
0.95
0.07

m.

5.77
5.48
1.10
0.47
0.07
LSI

0.84

6.61

0.12

7.19

1.60

1.64 0.64
Weigtited Average Net Return V
Note 0MB estmates for imaresi rales are from the 1999 budget Loim rates are determred in ^ calendar year;

■ c(»tB offunds are determbred by the average Interest nrt. from 
ar Loan bicoma takes account of SAP payment end ol hedging costs v4.en the formula i. ted to • lonjHerm irafex.

W Assumes tfMncost of tVmcts b T-b#l+70 basts points. e.._.L jjiiiurithr

Mynfl. Cot«olidation loans invoVe an extra fee. 
e/ Assumes that serviongfoverheadcostelfhSChDOi »e33|>eroerTtofthe«iatforrepaymettt;

fl Weigte“a!^VMT^M”'^1*58% JoT^^b schoot. h repoymerrt. and si cummidation. respactiveV. 

g/ For loans already coftto^dated before 1998-99.
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Appendix A

This Appendix provides details and sources related to the assumptions used in tins paper.

1. Tabic 1 shows that several different forecasts of interest rates project a relatively flat 
yield curve for coming years. Although the Blue Chip Economic Indicators consensus forecast 
for the next two years reflects such a flat yield curve, the levels of their projected rates are 
slightly higher than those forecast by the Administration in the FY1999 Budget, as are CBO’s 
forecast rates, which also are shown in the Table. A recent DRI forecast, on the other hand, has 
interest rates close to or slightly below the Administration’s projections, but with the emergence 
of a somewhat steeper yield curve in 1999 and 2000. The differences among these forecasts are 
gmnll by historical standards and not large enough to change the qualitative conclusions 
presented in the subsequent tables.

Using the latest budget economic assumptions for 10-year Treasury notes, the student 
loan interest rate under the new formula would be 6.86 percent (5.86+1.0) for 1998/99, and 6,8 
percent (5.8+1.0) for 1999/00. If 0MB assumptions for 10-20 year average Treasury security 
yields on a simple interest basis are used, the comparable rates would be 7.11 percent (6.11 +
1.0) for 1998/99 and 7.03 percent (6.03 + 1.0) for 1999/00.‘

2. Lenders have several options for obtainingyhwdr to finance their portfolio of student 
loans. One, they can finance their loans by using the bank deposits of their customers. Two, 
they can sell new debt, which many lenders opt to do. Three, lenders can sectiritize some of their 
loan portfolio by a public issuance of student loan asset-backed securities. And four, lenders can 
roll-over or reduce their financing costs by selling their student loans to a secondary market 
institution; in some cases, lenders receive a premium for selling their loans.

We consulted a number of financial experts about lenders’ cost of financing through new 
debt issues or securitizations. We did not consider the alternative of financing issuance through 
drawing on existing bank deposits. Larger banks, in particular, not only may have some 
instability in their deposit base but also will be rationing deposit funds among many loan 
departments that are claimants for financing. Consequently, at the margin, these institutions are 
likely to impose an internal cost of funds that would be closer to an external borrowing cost in 
short-term markets (so called “managed liabilities”) than to yields on customer deposit accounts.

An analysis of actual public debt financing for 1997 indicates a significant amount of 
securitizing. Nearly all ofthese securitizations were based on T-bills. This may be because 
student loans are indexed to T-bills, which would preclude a basis risk and the need to hedge by

' The 10-year CMT estimates are based on the second calendar quarter rate for 10-year 
Treasury notes for 1998 and 1999 plus 1.0 percentage point. The 10-20 year average simple 
interest rates are based on the estimated market yield as of October 1 of the budget year.
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arranging a swap agreement. Another explanation could be that lenders expected the spread 
between T-bills and LIBOR to narrow but were taking advantage of “cheap” T-bill financing 

during 1997.

Based on a sample of actual public financings, the average cost of matched funds for the 
first 11 months of 1997 was T-bills plus about 65 basis points, but the more recent offerings were 
as high as T-bills plus 85-89 basis points. These new higher cost estimates, as noted in the text, 

presumably reflect the flight to quality that led to a historically large spread between T-bills and 
LIBOR. This spread reverted much closer to normal in the first month and a half of 1998, but we 
have been told by some dealers that technical aspects of the bill market could cause it to be a bit 
volatile in the next few months. For our analysis, we assume the cost of matched funds is 
T-bills plus 70 basis points. This would translate to LIBOR plus about 5 points. Using FY1999 
budget assumptions, the estimated cost of matched funds for 1997/98 is 5.85 percent (5.15 + 
0.70), based on the average projected T-bill rate for the “student loan year” from the third quarter 
of 1997 through the second quarter of 1998 (see Table 2).

3. When there is a basis risk between lenders’ assets and liabilities, the net inter^t margin 
between the interest rate on student loans and the cost of funds through debt issues is affected by 
the cost of a swap. The basis risk between T-bill indexed assets, such as student loans under the 
current student loan formula, and LIBOR-based liabUities that are a common alternative for 
banks is not great because it is not subject to yield curve risk. The risk between 10-ycar CMT- 
indexed assets (reset annually), or assets indexed to the 10-20 year average rate, and LIBOR- 
based liabilities is substantial because of the possibility of disparate movements of long-term and 
short-term yields. It is this newly increased basis risk that must be taken into account in 
estimating the net interest margin under tire new formula.

Recent estimates provided to us of the cost of swapping T-bills for LIBOR fall within a 
relatively narrow range. This is not surprising because this is an active and efficient market.^ 
Most of the cost estimates to swjp T-bills for LIBOR centered around 65 basis points. When the 
cost of matched funds is factored in, total all-in costs would be about 70 basis points, assuming 
that the cost of matched funds in 1997 is LIBOR plus 5 basis points. Note that this swap cost is 
centered around the same level as the securitization costs discussed above.

^ A swap agreement will be for several years during which both the levels and the 
relationships between various interest rates may be expected to change. Swap dealers formulate 
their bids based on models that reflect the historical patlems in these relationships, as well as the 
current spreads between different yields and the future evolution of these yields that seems to be 
implicit in current market quotes (futures rates and forward rates impheit in the shape yield curve 
at tibe present time). Actual swap quotes will also be influenced by supply and demand 
considerations at any point in time as well as by transactions costs of the dealers and cormter- 
paity risks.
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Under the new loan fonnula, lenders presumably would continue actually to raise funds at 
a rate near, or closely correlated to, LIBOR but would enter into a long-term (amortizing) swap 
to hedge against basis risk. Lenders financing their student loan portfolio by this option would 
issue LIBOR-indexed securities and simultaneously enter into a swap where they would agree to 
pay the swap counter-party the 10-year CMT plus or minus some spread in exchange for LIBOR. 
Since they would be both paying LIBOR on their original financing and receiving LIBOR on the 
swap, fluctuations in their short-term cost of funds would be canceled out. But this reduction in 
risk comes at a cost since the lenders would be giving up the 10-year CMT part of their return 
and would be left with the spread over the 10-year CMT (or the 10-20 year average interest rate 
index) in the student loan formula, plus or minus the spread in the swap contract. If the student 
loan originator wanted to borrow in a T-bill based instrument (securitizations being the 
instrument that is likely to come in this form), the lender might swap LIBOR back to bills and 
that swap spread would also have to be taken into account in calculating the net interest margin. 
Indeed, this is the assumption used in the presentation in Table 2 above, where the swap margin 
of CMT plus 5 for LIBOR and the reverse swap ofLIBOR for bills plus 65 converts the formula 
return on the student loan from CMT plus 100 to a return in terms of bills of T-bill plus 160. If 
the student loan rate were indexed to average annual simple interest rate on 10-20 year Treasury 
securities, banks would have a more complex problem in hedging their yield because there is no 
market for directly swapping this yield index. We have assumed that one third of the surplus 
yield from the 10-20 year index over the 10-year CMT would be absorbed in additional 
transactions and swap costs.

The estimated costs of swapping CMTs for LIBOR were obtained from a number of 
major swap dealers. These dealers told us that such a market, with the CMT reset quarterly 
(consistent with the lender receiving SAP payments) does exist because it has been useful for 
mortgage servicers. These dealers generally provided quite similar ywejo spreads, with such a 
contract quoted at about CMT plus 5 basis points for LIBOR. As noted above, this is the swap 
spread that we have assumed. Some dealers did mention that a substantial increase in the 
demand for these swaps could affect the quotes because there is not a natural counter-party to 
take up the opposite side of the contract from the student loan originator. Therefore, the dealer 
must carry that side of the contract, hedging it in turn with a sequence of transactions in the 
forward market.

Swap estimates, we also were told, will be heavily influenced by the term structure of 
interest rates at the time the swap contract is executed. This means that a lender is able to 
insulate his net return on any given loan from short-term fluctuations in his funding costs, but 
that this net interest margin may vary considerable among loans made in different financial 
market circumstances. Because the interest rate assumptions in the FY 1999 Budget imply little 
change in the yield curve over the next few years, we have assumed that the estimated cost of a 
swap for the current interest rate environment remains applicable over the forecast horizon.
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4. Estimating overhead costs for their student loan program requires lenders to allocate 
the share of their fixed costs that are incurred for this purpose. A large secondary market 
company that purchases student loans quoted us 15 basis points for overhead expenses, A 
guaranty agency quoted us 35 basis points. As noted earlier, it is possible that some lenders may 
misallocatc their costs between overhead and servicing. Therefore, the more reliable number 
may be the total of overhead and servicing costs combined. Our estimate for this total number is 
examined in the following discussion of servicing costs.

5. There are two approaches that lenders may use to estimate their servicing costs. One 
is to view these costs as the ratio of all such costs incurred in any given time period to the total 
value of the loan portfolio for that period. Alternatively, servicing costs could be thought of in 
terms of the average annual cost over the life of a single loan as a percent of the average annual 
remaining principal of the loan. Looking at servicing costs the latter way, the ratio rises sharply 
over the life of the loan because the loan principal declines from year to year while servicing cost 
rises sharply during the in-school period and then levels off during the repayment and 
consolidation periods until close to final repayment. Obviously, both of these approaches for 
estimating servicing costs depend on the average maturity of a lenders portfolio: a lower average 
maturity will be influenced by the lower relative cost of servicing the portfolio and a higher 
average maturity will be influenced by the higher costs relative to the remaining principal.

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

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

costs.

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

5 Barbara Miles and Dennis Zimmerman, “Federal Family Educational Loans: Reduced 
Costs, Direct Lending, and National Income,” Congressional Research Service, February 22, 
1993.PP.CRS-18andl9.

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

If we consider servicing and overhead costs as one cost in order to avoid the problem of 
allocating these costs to the correct category. Our assumption for total servicing/overhead costs 
is 95 basis points for loans in repayment. It costs lenders less to service student loans when 
students are in school and when loans are consolidated. Thus, we assume overhead and 
servicing costs for loans in the in-school status are one-third of the cost of loans in repayment 
and loans in consolidation are one-half of the cost of loans in repayment. ^Details of the 
servicing and other operational expenses borne by lenders are summarized in Table 4; these costs 
are cumulated in the “servicing and other costs” line of Table 2.)

6. Because student loans are guaranteed by the Federal Government, the risk of default is 
very small. During the in-school period it is almost nonexistent. The Federal Government pays 
the interest costs for subsidized loans while the student is in school. Several sources told us 
their default costs are low; one source said their d^ault costs are only 7 basis points. We 
assume this is a reasonable estimate of default costs for loans in repayment.

1. Loan originators are required to pay a 50 basis point origination fee to the Department 
of Education. Although this is a one-time fee paid when the loan is originated, we have assumed 
that the cost of the fee is amortized over the average lifetime of a student loan, which has fallen 
in recent years to about 9 years (3 years in-school and 6 years of repayment). Thus the annual 
amortized cost of the origination fee is about 6 basis points for over the full life of the loan. 
However, since some of these loans will default, or otherwise be paid early, a part of these costs, 
in repayment, are shifted to the prepayment cost line discussed below. For consolidation loans, 
the 5 basis points origination fee is added to the 1.05 percent rebate fee, for a total fee of 1.10 
percent.

8. Many financial market experts think that prepayment costs are not a serious problem 
because borrowers tend not to have Ae resources to prepay their loans until well after they have 
graduated. Others, however, think that prepayment risks can be a problem, partly because 
borrowers may have a tax incentive to take out a home equity loan to prepay their student loan, if 
the spread is not too large. Until recently, interest on student loans has not been tax deductible. 
The Taxpayer Relief Act of 1997, enacted last summer, allows certain individuals who have paid 
interest on qualified education loans to claim a deduction for this expense. However, the Act 
limits the interest deduction to the first 60 months in which interest payments are required and 
also limits the amount of interest that can be deducted.
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In addition, prepayments may occur because of consolidations - indeed, there have been 
reports in the past that some lenders may have been offering price incentives to discourage 
students from consolidating or prepaying their loans and moving into the direct loan version of 
the program — but this somce of prepayments has become much less important recently. 
Consolidation have been reduced because of the logjam of applications and the temporary 
suspension of the program that allows borrowers to consolidate their guaranteed loans into a 
consolidated direct loan. Moreover, in the future, the squeeze on lenders’ net return because of 
the new student loan formula may make it impossible for lenders to continue offering these price 
incentives. And finally, the Emergency Student Loan Consolidation Act of 1997 (LCA), enacted 
in October, 1997, could discourage many lenders from offering to consolidate students loans for 
borrowers.

The LCA makes it too costly for lenders to offer students the option to consolidate their 
loans, because it changes the formula for determining consolidation loan rates. The LCA also 
makes consolidation less attractive to lenders, because the law is only temporary and because the 
start up costs to configure computer programs will be expensive. Sallie Mae, which had been 
handling about 40 percent of all consolidations, has indicated it will not continue to participate in 
this part of the student loan program because it may no longer be profitable for them.^ 
Furthermore, it is possible that if lenders are concerned about prepayments, they may sell their 
student loans to avoid this problem. Overall, then, it is not clear what the impact of the Act will 
be. Because it is effective only until October 22,1998, it should have limited impact in any 
event.

Estimates of prepayment costs appear to be somewhat arbitrary. The CRS estimated tliat 
lenders prepayment costs are high.^ But various lenders have told us that they do not view 
prepayment as a major cost. One clear cost associated with prepayment is that there are fewer 
years over which to amortize origination fees. If the typical prepayment happens when there are 
about 4-1/2 years remaining in the life of the loan, then this is about 25 basis points of increased 
costs in that year (since the lender was typically going to have the extra years over which he was 
amortizing 5-to-6 basis points per year). Given typical default rates, this is an expected cost over 
all loans of about 5 to 7 basis points. Although the costs of prepayment are higher if a student 
prepays in school (since the student is “un-amoritizing” more years), the number of students who 
do so is much smaller. We assume the prepayment cost for lenders is 3 basis points while 
students are in school, and 7 basis points in repayment. These estimates are consistent with the 
cost estimated by several sources before the enactment of LCA.

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

® Miles and Zimmerman, 1993, op. cit. Subsequent conversations with Barbara Miles 
confirm that their prepayment cost estimate was too high.


