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U.S. District Court Sets 90-day Deadline for
Department of Education on Sallie Mae Offset Fee

Washington, D.C., April 29, 1997 — U.S. District Court Judge Stanley Sporkin has ordered the
U.S. Department of Education to decide by July 31, 1997, on its final position on the application
of a 30 basis point offset fee on loans which Sallie Mae (NYSE: SLM) has securitized.

On January, 10, 1997, the U.S. Court of Appeals for the District of Columbia Circuit struck down
the Secretary of Education’s interpretation that the 30 basis point offset fee (contained in the
Omnibus Budget Reconciliation Act of 1993) applies to any lqan in which Sallie Mae holds a
direct or indirect interest, including securitized student loans. The Court of Appeals ruled that the
fee applies only to loans that Sallie Mae owns and remanded the case to the District Court with
instructions to remand the matter to the Secretary of Education. In addition, the Court of
Appeals upheld the constitutionality of the offset fee, which applies annually with respect to the
principal amount of student loans that Sallie Mae holds and that were acquired on or after August
10, 1993.

“We’re pleased with the action by the District Court,” said Sallie Mae Executive Vice President
and General Counsel Timothy G. Greene. “This means that the Secretary must act promptly and
any decision must be consistent with the Court of Appeals’ ruling.’) Greene added that Sailie
Mae firmly believes it does not own the securitized loans gnd the fée therefore is not applicable
to them but noted that the company cannot predict what action, if any, will be taken by the
Secretary or whether any such action will result in further litigation,

Sallie Mae is the nation’s largest holder and servicer of federally gﬁaranteed;?education loans
originated by banks and other lenders under the Federal Family Education Loan Program
(FFELP). The Omnibus Budget Reconciliation Act of 1993 imposed the basis point fee --
targeted exclusively at Sallie Mae -- on substantially all guaranteed student loans purchased by
Sallie Mae on or after August 10, 1993, as an annual obligation on’such loans.
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Sallie Mae, a stockholder-owned (NYSE) corporation, is the nation’s leading provider of financial
services for postsecondary education needs. The corporation is the nation’s largest source of
funding and servicing support for education loans for students and their parents.
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318 REDUCING THE DEFICIT: SPENDING AND REVENUE OPTIONS

. tbruary 1995

ENT-66 IMPOSE A COST-OF-CAPITAL OFFSET FEE ON FANNIE MAE AND FREDDIE MAC

Annual Savings Cumulative
Savings from Current- (Millions of dollars) Five-Year
Law Spending 1996 1997 1998 1999 2000 Savings
Budget Authority 700 700 700 700 700 3,500
Outlays 700 700 700 ' 700 700 3,500

The interest rate that a firm must pay to borrow
money depends on its credit rating. Greater financial
strength in a borrower implies a higher level of credit
quality (that is, less risk to the lender) and generally
lowers the interest and other costs that borrowers
must pay to obtain funds. But financial strength--
especially when it is based on large amounts of
shareholder-provided equity--comes at a price:
shareholders must be compensated for the use of
their money, which is tied up in raising the credit
rating of the company.

The federal government helps government-spon-
sored enterprises (GSEs) reduce the cost of money
from all sources by putting what is essentially the
government's seal of approval on the GSEs' financial
obligations. (A GSE is an enterprise that is estab-
lished and chartered by the government for a specific
financial purpose but is wholly owned by private
stockholders.) That seal of approval consists of sev-
eral provisions of law, including one that exempts the
GSEs from many federal and state regulations de-
signed to protect investors. Through such laws, the
federal government sends a signal to investors that
securities issued by a GSE are less risky than the
GSE's financial condition would suggest. In other
words, the federal government is a "shadow" pro-
vider of equity capital to the GSE: it stands in for
other investors whose capital would be required in
the government's absence to bolster the GSE's credit
rating, and who would demand compensation for the
use of their money.

As a consequence of the federal "presence,"
GSEs are able to obtain funds in the capital markets
at lower interest rates than those paid by fully private
borrowers of comparable financial condition. Al-

though estimates are uncertain, two of the GSEs, the
Federal National Mortgage Association (FNMA, or
Fannie Mae) and the Federal Home Loan Mortgage
Corporation (FHLMC, or Freddie Mac), probably
save more than 30 cents (30 basis points) every year
on every $100 of long-term debt they have because
of their affiliation with the federal government. On
mortgage-backed securities issued and guaranteed by
the two GSEs, the cost advantage is smaller; never-
theless, it probably exceeds 5 cents (5 basis points)
for every $100 of securities outstanding each year.
Although those amounts might seem to be a small
benefit, they add up to over $1.5 billion per year be-
cause Freddie Mac and Fannie Mae have over $1 tril-
lion in outstanding securities. GSEs do not pay the
government a fee or any other compensation for the
reduced cost of capital they enjoy as a result of their
status as sponsored enterprises.

More than 20 years ago, the federal government
chartered Freddie Mac and Fannie Mae to give iocal,
retail mortgage lenders a conduit to the vast sums of
money available in the bond markets. In doing so,
the government hoped to avoid periodic credit short-
ages for home buyers. Federal policy to give mort-
gage lenders access to Wall Street through Fannie
Mae and Freddie Mac has clearly succeeded. In suc-
cessfully channeling money from investors to home
buyers and back to investors, the housing GSEs have
demonstrated the profitability of such activity. Asa
consequence, credit is now reliably available to home
buyers at all times. But an unfortunate side effect
has been that the two GSEs now virtually monopolize
the resale, or "secondary," market for fixed-rate
home mortgages. In 1993, the volume of mortgages
purchased by Fannie Mae and Freddie Mac exceeded
one-half of all single-family mortgages that were
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originated. The GSEs dominate the market in part
because the federal government's seal of approval
helps reduce the cost of their borrowing.

An offset fee equal to one-half of the savings in
capital costs that Freddie Mac and Fannie Mae derive
from federal affiliation would be a step toward more
equitable competition. In addition, it would compen-
sate taxpayers for the value of the capital services
that the government provides. Because of the differ-
ential effect of federal affiliation, separate fees
should be applied to the GSEs' debt and to mortgage-
backed securities (MBSs). (Such securities essen-
tially give their buyers rights to share in the future
stream of income generated by a large pool of mort-
gages put together by the GSE.) One-half of the esti-
mated 30-basis-point saving on debt and one-half of
the 5 basis-point-saving on MBSs imply a fee sched-
ule of 15 and 2.5 basis points on the average amount
of debt and of MBSs, respectively, that are outstand-
ing each year. Outstanding debt and MBSs for the
two GSEs currently stand at about $1.3 trillion ($300
billion of debt and $1 trillion of MBSs). Under the
fee schedule proposed in this option, in 1994 federal
revenues would have increased by about $700 mil-
lion based on the GSEs' currently outstanding obliga-
tions.

Initially, the fee would reduce the GSEs' earn-
ings, which are projected to total about $3 billion this
year. The fee could also raise interest rates on mort-
gages that have a face value of $203,150 or less and
that are eligible for purchase by Freddie Mac or
Fannie Mae. If the GSEs were unable to shift any of
the cost of the fee to others, their return on their

shareholders' investments would fall by about one-
fourth—Fannie Mae's from a projected 24 percent and
Freddie Mac's from a projected 20 percent. But two
effects would be likely to dampen the consequences
of the fee for the GSEs' earnings. First, Freddie Mac
and Fannie Mae would pass the fee on to others by
charging higher interest rates on new mortgage pur-
chases and higher fees on new MBSs. Second, both
entities would be likely to shift their funding toward
MBSs and away from debt securities, thus lowering
the amount of fees they would have to pay. If the
entire fee was passed on, home buyers could face
interest rates that were up to 0.1 percentage point
higher.

The fee discussed here has characteristics of both
a user fee and a tax. That ambiguity makes it unclear
whether the proceeds should be shown on the reve-
nue side of the budget as governmental receipts or on
the spending side as offsetting collections. On bal-
ance, however, the charge seems more closely to re-
semble a fee for services than a tax. Accordingly,
this option credits collections from the fee to a Trea-
sury account as offsetting receipts, which are paid
into the general fund. That same treatment has been
applied to such fees proposed in the budget requests
of previous Presidents.

Several federal agencies, including the Congres-
sional Budget Office, are now studying the feasibility
and desirability of restructuring Freddie Mac and
Fannie Mae into fully private firms. If the Congress
decided to sever the federal government's links to
these GSEs and revoke its "seal of approval," the
cost-of-capital offset fee would need to be repealed.



LOAN SECURITIZATION

The concept of loan securitization was developed in the residential mortgage market during
the 1970's and has expanded to virtually all areas of finance. In addition to mortgages,
securitization has been used for consumer loans (e.g., automobile loans and credit card
receivables), commercial real estate, equipment leases, corporate bonds and recently,
student loans.

HOW SECURITIZATION WORKS

Asset-backed securities are created when a secondary market acquires loans and "pools"
them together as collateral for securities whose yield is tied to the earnings on the pooled
assets. The securities are offered for sale, whether publicly or privately, and each investor
that buys a portion of the offer receives a proportionate share of the "pooled" cash flow
from the assets. Payments collected each month are "passed through" to the investor by
the secondary market that issued the security.

Most asset-backed securities are mirror images of the assets in the pools which underlie
them so as the loans pay down, the security winds down as well.

sells sells
7 assets /7 securities N
FINANCIAL
INSTITUTION TRUST INVESTORS

l\ gets (_/
cash cash

WHY LOANS ARE SECURITIZED

The essence of securitization and what distinguishes it from a normal bond issuance is the
off balance sheet nature of the transaction. In addition, because the rating on the security
is determined by the structure and quality of the collateral (e.g.--the loans in the pool),
financial institutions can frequently obtain higher ratings (and thus lower costs) of financing
through securitization then through corporate debt issuance.

STUDENT LOAN SECURITIZATION AND SALLIE MAE

A 1992 SEC ruling opened the door for securitization of student loan assets. Some banks
have already pioneered such issues, and more issues can be expected over the next few
years as a result of the expansion of loan eligibility enacted as part of the Higher Education
Amendments of 1992. But as time goes on, direct lending will shrink the potential for
growth in the FFEL market. Sallie Mae's support will be crucial for the FFEL program to



remain viable as lenders begin to exit the program and as the demand of last resort
increases.

As a private entity, without access to the agency capital markets to support the bulk of its
student lending activities, Sallie Mae will look to securitization as a means for ensuring the
flow of funds to support FFEL loan purchases. The remaining GSE will have access to
agency markets if necessary to meet capital needs for last resort origination. Given the
precedents established in the mortgage arena and recent forays into the asset-backed
securities market by large holders of student loans, Sallie Mae expects that student loan
securitization will prove to be a substantial enhancement to its capital base.
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Robert M. Shireman

03/11/97 02:28:55 PM

Record Type: Record

To: Barry White/OMB/EOP

cc: Patricia A. Smith/OMB/EOP
Subject: Re: TREASURY objection to student loan draft bill [®

“oly

FYI, part of the reason | was willing to say we wouldn't fall on our sword is that I'm worried about
our position on securitization. Consider this analogy to securitization: | own and manage a 20-unit
apartment building. The city imposes a property tax on the property of anyone with more than 10
apartments. | sell five apartments to Pat (holding a one-percent residual interest), with an
agreement that | would continue to manage them, for a fee. She is taking the risk: if there is a fire
or a destructive tenant, it's her loss (99%). | pay the tax on my 15 apartments, but the city
decides I'm skirting the law and tells me that | have to pay the property tax on Pat's five
apartments, too, because | used to own them and am still managing them.

The city woudl be on very shaky ground. The city could tax Pat (along with other similarly situated
individuals). It could tax apartment management contracts, perhaps. But taxing someone for
property he used to own is odd.

ED's position is that Sallie Mae is not using "traditional” securitization, but is actually holding on to
greater control and financial interest in the trusts than is the industry standard. ED could not give
me any experts on that point other than Don F. | asked a financial analyst (who has no financial
interest in S.M. and did not know why | was asking), and he determined that Sallie's securitization
instruments do not differ markedly from the industry standard.

The next appropriate step would probably be for me to go back to folks at ED with my concerns
and see if they can defend their position.

Any thoughts?



Record Type: Record

To:

cc:
Subject: Shamed

Yes, Larry Hough met with the Director on March 3. It made me 45 minutes late for my
appearance on a panel at a conference of direct loan schools. It was okay, though, because | got
to blame my tardiness on Sallie Mae.

Hough had three points:

1. Industry is working together, not fracturing like in the past. The industry supports the
Goodling/Jeffords desire for a "pass” in reconciliation. The President’'s budget drives changes a
year earlier than Congress is prepared to deal with [he admitted that the budget leadership on the
Hill is not necessarily on the same page]. The President's budget destabilizes FFELP, leading to
concerns at schools.

2. Longanecker isn't interested in long-term "structural problems:" Candidate Gore will have a
destabilized FFEL and $100 billion in consumer debt on the government's books. Direct loan
contractors won't have the sophistication for securitization, etc. Sallie Mae is driving its costs
down and can do it cheaply; the Federal government should take advantage of that. Instead, the
focus is just on "beating the bank-based system.”

3. Securitization proposal in the Budget is unfair. It places fees on things that are not even Sallie's
property. How can that be justified?

The Director's response was:

1. Yes, Goodling came to us and said "don't do anything.” But we're going to have a five-year
budget agreement this year. We can't exclude loans. Everything else is on the table.

2. Still learning to appreciate Education, Treasury views on a variety of topics. |I'm always open to
ideas. Talk to Bob.

3. There was a back-and-forth {(and over to me) on securitization, with no particular conclusion.

The meeting ended cordially.
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February 28, 1997

MEMORANDUM

To: Franklin Raines

Through: Ken Apfel

From: Bob Shireman

Subject: Meeting with Larry Hough, CEO of Sallie Mae

Mr. Hough will want to discuss the student loan proposals in the FY 1998 Budget, especially the
Administration’s plan to (1) apply the fee that Sallie now pays on its holdings to its securitized
loans, and (2) reduce the interest rate to students and the government during the in-school period,
when lender costs are low.

This would be a good opportunity for you to encourage Mr. Hough to support the
Administration’s attempt to rationalize the structure and incentives of the guarantee system. A

strengthened guaranteed loan program remains the key to Sallie Mae profits.

The FY 1998 Budget for student loans

The Budget maintains the policy of allowing schools to choose to participate in either the
guarantee system (FFELP, or Federal Family Education Loan Program), or in the Direct Loan
Program. The Budget reduces lender subsidies by $1.8 billion over five years, recalls $2.5
billion in reserves held by guaranty agencies (as part of a plan to turn them into performance-
based administrators of a direct Federal guarantee), and reduces administrative costs by $400
million.

Student-paid fees are cut in half for borrowers in the need-based Stafford program, and are cut by
a quarter for other student and parent loans.

The net savings are $3.5 billion over five years.
Securitization
Hough will complain about the Administration’s legislative proposal to extend the current fee on

Sallie Mae’s loan holdings to loans that it has securitized. The provision saves $92 million over
five years. '



The 1993 reconciliation bill imposed an annual 30 basis point “offset fee” on loans held by Sallie
Mae, to compensate for Sallie’s GSE advantages. At least in part to avoid paying the fee, Sallie
Mae began to securitize loans. The Education Department insisted that the securitized loans
should be subject to the fee, because Sallie Mae is not using traditional securitization which
would truly separate the portfolio from the company, but instead is maintaining greater control
and greater financial interest in the trusts than is the industry norm. A district court, however,
ruled that Sallie Mae does not “own” the securitized loans and -- in the absence of evidence that
Sallie "intends" to use the procedure for fee avoidance -- accepted Sallie Mae’s argument that
securitization is just an innovative experiment. The Education Department appealed.

Meanwhile, Education and the Treasury Department were negotiating legislation to privatize
Sallie Mae. The Education Department insisted that a provision be included clarifying that Sallie
Mae’s securitized loans be subject to the offset fee. Sallie Mae objected, and ultimately the
Education Department agreed to await the appeals court ruling to determine whether the
amendment would be necessary.

On January 10, 1997, the appeals court ruled for Sallie Mae. In its FY 1998 Fall budget
submission, Education had already proposed again to clarify the provision so that the securitized
loans would be subject to the fee, for five-year savings of $92 million. OMB concurred.

Sallie Mae officials claim they had not expected that the provision would be in the FY 1998
Budget. Some of them erroneously thought that Education had agreed to abide by the appeals
court decision, when in fact Education only agreed to await the decision before taking any
action. There is absolutely no question that Sallie Mae is wrong on this point.

Treasury now wants to encourage faster privatization for Sallie Mae (the bill its former officials
negotiated allows over a decade), and thinks that securitization is a step in that direction. Our
view is that if securitization provides Sallie Mae with a way to avoid the fee without actually
privatizing, it may be a disincentive to privatization. The statutory language for the
securitization provision remains important.

Reduced subsidies in the FY 1998 Budget

Hough will express concern that the savings proposals in the Budget (combined with a change in
interest rates that is scheduled under current law to begin in FY 1998) are too severe and will not
sustain the guaranteed loan program. There is no evidence Education or we are aware of to
support this view and nothing in the history of the program to suggest it.

The Budget reduces lender subsidies in the student loan program by $1.8 billion, similar to the
total reductions (but different in the components) that were in the Republicans’ 1995
reconciliation bill. More than $1 billion of the savings are from a 100 basis point reduction in
the in-school interest rate (paid by the government). During this period, lenders have virtually no
cost.

Under the plan, the Education Department would pay the government’s borrowing rate --



currently assumed to be a meld of 10- and 20-year Treasury bonds, which is assumed to be the
cost of money; however, the rate would be adjusted annually, so lenders are still likely to finance
loans with shorter-term securities, which would generally provide them with a small spread
during the low-cost in-school period. During repayment, the interest rate is scheduled (under
current law) to change to the 10-20 year Treasury rate plus one percentage point, adjusted
annually.'

The Budget also reduces the guarantee from 98% to 95%, and requires lenders to offer the same
flexible repayment options (except income-contingent) that are offered in the Direct Loan
Program.

Creating a rational, straightforward guarantee system

Notwithstanding his animosity toward the Administration and direct loans and any budget
savings, this may be a good opportunity to encourage Hough to support the Administration’s
proposal to reform the guarantee system. Some lenders have privately expressed support for the
concept of a straightforward Federal guarantee, administered (to the extent necessary) through
performance-based agreements with the best of the current guaranty agencies or by private
contractors. (This change allows for the return of $2.5 billion in reserves held by the agencies).

The GAs are the weakest management link in the system (albeit politically one of the strongest).
The guarantee system has dready responded to the threat of the more efficient direct loan system
by self-initiated reforms and efficiencies that can stop the growth of direct lending. A major
guarantee system reform of the type heralded by the Administration's proposals can only improve
the outlook for growth in guaranteed loans, the heart of Sallie Mae profits.

'This change was made in the 1993 reforms in an attempt to match the interest rate to the
discount rate that OMB has used for the loan programs. It does not match lender costs, however,
because lenders match the student loan’s variable interest rate with short-term securities, while
OMB has held to its Credit Reform Act interpretation that a long-term Treasury bond is most
“comparable” to a student loan which tends to be paid back over 10 or more years. The current
rate paid by students (or by the government) is T-bill plus 3.1 percentage points, or T-bill plus
2.5 points during the in-school period.



- ’/\/U
M’a V1 qa/(‘ i
FW\
L/

(4

| »

W[ S IIMQH 7<
<







10
11
12
R
14
15
16
17
18

19

21

22

23
24
25

26

. 02/14/97 FRI 18:56 FAX _ wves

‘o/ (tw“@‘*mQ
'f“f‘\v (\r ‘\M\

AN
A

s

loans made under sections 428C, 439(o) cor 439(q))-- v

"(1) owned, in whole or in part, by the

Association,[i?y subsidiary of the Association, or any company,

her entity owned by, controlled bv,<§§i§£§§£§£€§::i>

trust
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"(ii) held by a trust (including by a trustee on

behalf of a trust), or by any other entity in which the
Association, or any subsidiarﬁipr related company or entity,

holds more than a minimal beneficial interest (as determined hy
"
the Secretary). \\‘@/ﬂ /L gf7%“ 6%%%
NIRECT LOAN ORIGINATION FEE
SEC. £114. Sectien 452 of the Act is amended--
(1) by stxiking out subsection (b); and
(2) by redasignating subsectione (¢) and (d) ao

subsactions (b) and (¢), xrespectively.

PUNDS FOR ADMINIESTRATIVE EXDENSES
SEC. 6115. Bcction 458 (a) of the Act is amended--

(1) in the first sentence therein, by striking out
"5260,000,000" through the end thereof and inserling iun lieu
thereof the following: "$532,000,000 lu [iscul year 1998,
$610,000,000 in [iscal year 1999, $705,000,000 in fiscal year
2000, $806,000,000 in fiscal year 2001, and $904,000,000 in

fiscal year 2002."
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“(G) (1) Notwithstanding any other provision of
this section, in the case of loans made or insured on or after
October 1, 1997, the special allowance paid pursuan:c to this
subsection shall be computed for any l12-month period beginning on
July 1 and ending on June 30 by--

"(I) determining the bond eguivalent
rate on the preceding June 1 of the securities with a comparable
maturity, as established by the Secretary; and

"(II) subtracting the applicable
interest rate on such loans from such amount.

"(ii) The amount of special allowance
computed under clauge (i) shall be paid in quarterly increments
for the 3-month periods described in paragraph (1) ."; and

(B) in paragvaph (1), in the geecond sentence
therein, by striking out "determined for any such 3-month period
ghall he pnid promptly after the close of such period," and
inserting in lieu thereof "calculated under thisgs subgection chall
be paid promptly after the close of the 3-month period for which

such special allowance payment ie due,".

STUDENT LOAN MARKETING ASSOCIATION OFFSET FEE
SEC. 6113. (a) Section 439(h) (7) of the Act is awmeunded by
ndding at the end thereof following new subparagraphli:
| " (D) The calculation bf the fee reqguired under
subparagraph (A) or (B), &s Lhe case way be, shall be determined

on the basis of Lhe princlpal amount of all loans (except for
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MEMORANDUM

To: Franklin Raines

Through: Ken Apfel

From: Bob Shireman

Subject: Meeting with Larry Hough, CEO of Sallie Mae

Mr. Hough will want to discuss the student loan proposals in the FY 1998 Budget, especially the
Administration’s plan to (1) apply the fee that Sallie now pays on its holdings to its securitized
loans, and (2) reduce the interest rate to students and the government during the in-school period,
when lender costs are low.

This would be a good opportunity for you to encourage Mr. Hough to support the
Administration’s attempt to rationalize the structure and incentives of the guarantee system. A
strengthened guaranteed loan program remains the key to Sallie Mae profits.

The FY 1998 Budget for student loans

The Budget maintains the policy of allowing schools to choose to participate in either the
guarantee system (FFELP, or Federal Family Education Loan Program), or in the Direct Loan
Program. The Budget reduces lender subsidies by $1.8 billion over five years, recalls $2.5
billion in reserves held by guaranty agencies (as part of a plan to turn them into performance-
based administrators of a direct Federal guarantee), and reduces administrative costs by $400
million.

Student-paid fees are cut in half for borrowers in the need-based Stafford program, and are cut by
a quarter for other student and parent loans.

The net savings are $3.5 billion over five years.

Securitization

Hough will complain about the Administration’s legislative proposal to extend the current fee on
Sallie Mae’s loan holdings to loans that it has securitized. The provision saves $92 million over
five years.

The 1993 reconciliation bill imposed an annual 30 basis point “offset fee” on loans held by Sallie
Mae, to compensate for Sallie’s GSE advantages. At least in part to avoid paying the fee, Sallie
Mae began to securitize loans. The Education Department insisted that the securitized loans
should be subject to the fee, because Sallie Mae is not using traditional securitization which
would truly separate the portfolio from the company, but instead is maintaining greater control
and greater financial interest in the trusts than is the industry norm. A district court, however,



ruled that Sallie Mae does not “own” the securitized loans and -- in the absence of evidence that
Sallie "intends" to use the procedure for fee avoidance -- accepted Sallie Mae’s argument that
securitization is just an innovative experiment. The Education Department appealed.

Meanwhile, Education and the Treasury Department were negotiating legislation to privatize
Sallie Mae. The Education Department insisted that a provision be included clarifying that Sallie
Mae’s securitized loans be subject to the offset fee. Sallie Mae objected, and ultimately the
Education Department agreed to await the appeals court ruling to determine whether the
amendment would be necessary.

On January 10, 1997, the appeals court ruled for Sallie Mae. In its FY 1998 Fall budget
submission, Education had already proposed again to clarify the provision so that the securitized
loans would be subject to the fee, for five-year savings of $92 million. OMB concurred.

‘Sallie Mae officials claim they had not expected that the provision would be in the FY 1998
Budget. Some of them erroneously thought that Education had agreed to abide by the appeals
court decision, when in fact Education only agreed to await the decision before taking any
action. There is absolutely no question that Sallie Mae is wrong on this point.

Treasury now wants to encourage faster privatization for Sallie Mae (the bill its former officials
negotiated allows over a decade), and thinks that securitization is a step in that direction. Our
view is that if securitization provides Sallie Mae with a way to avoid the fee without actually
privatizing, it may be a disincentive to privatization. The statutory language for the
securitization provision remains important.

Reduced subsidies in the FY 1998 Budget

Hough will express concern that the savings proposals in the Budget (combined with a change in
interest rates that is scheduled under current law to begin in FY 1998) are too severe and will not
sustain the guaranteed loan program. There is no evidence Education or we are aware of to
support this view and nothing in the history of the program to suggest it.

The Budget reduces lender subsidies in the student loan program by $1.8 billion, similar to the
total reductions (but different in the components) that were in the Republicans’ 1995
reconciliation bill. More than $1 billion of the savings are from a 100 basis point reduction in
the in-school interest rate (paid by the government). During this period, lenders have virtually no
cost.

Under the plan, the Education Department would pay the government’s borrowing rate --
currently assumed to be a meld of 10- and 20-year Treasury bonds, which is assumed to be the
cost of money; however, the rate would be adjusted annually, so lenders are still likely to finance
loans with shorter-term securities, which would generally provide them with a small spread
during the low-cost in-school period. During repayment, the interest rate is scheduled (under
current law) to change to the 10-20 year Treasury rate plus one percentage point, adjusted



annually.'

The Budget also reduces the guarantee from 98% to 95%, and requires lenders to offer the same
flexible repayment options (except income-contingent) that are offered in the Direct Loan
Program.

Creating a rational, straightforward guarantee system

Notwithstanding his animosity toward the Administration and direct loans and any budget
savings, this may be a good opportunity to encourage Hough to support the Administration’s
proposal to reform the guarantee system. Some lenders have privately expressed support for the
concept of a straightforward Federal guarantee, administered (to the extent necessary) through
performance-based agreements with the best of the current guaranty agencies or by private
contractors. (This change allows for the return of $2.5 billion in reserves held by the agencies).

The GAs are the weakest management link in the system (albeit politically one of the strongest).
The guarantee system has aready responded to the threat of the more efficient direct loan system
by self-initiated reforms and efficiencies that can stop the growth of direct lending. A major
guarantee system reform of the type heralded by the Administration's proposals can only improve
the outlook for growth in guaranteed loans, the heart of Sallie Mae profits.

'This change was made in the 1993 reforms in an attempt to match the interest rate to the
discount rate that OMB has used for the loan programs. It does not match lender costs, however,
because lenders match the student loan’s variable interest rate with short-term securities, while
OMB has held to its Credit Reform Act interpretation that a long-term Treasury bond is most
“comparable” to a student loan which tends to be paid back over 10 or more years. The current
rate paid by students (or by the government) is T-bill plus 3.1 percentage points, or T-bill plus
2.5 points during the in-school period.
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To: Franklin Raines o

Through: Ken Apfel
From: Bob Shireman
Subject: Meeting with Larry Hough, CEO of Sallie Mae

Mr. Hough will want to discuss the student loan proposals in the FY 1998 Budget, especially the
Administration’s plan to (1) apply the fee that Sallie now pays on its holdings to its securitized
loans, and (2) reduce the interest rate to students and the government during the in-school period,
when lender costs are low.

.I.
~ This would be a good opportunity for you to zicgdage Mr. Hough to support the
Administration’s attempt to rationalize the strucure and incentives of the guarantee system. 4
QM(M-QJ f“-‘(‘lt\'?-to( ,dM rAc-jA'm A‘,Mg.‘,‘,/‘é /(4’ ,I° S, /t‘ P et ?ﬂd“

The FY 1998 Budget for student loans

The Budget maintains the policy of allowing schools to choose to participate in either the
guarantee system (FFELP, or Federal Family Education Loan Program), or in the Direct Loan
Program. The Budget reduces lender subsidies by $1.8 billion over five years, recalls $2.5
billion in reserves held by guaranty agencies (as part of a plan to turn them into performance-
based administrators of a direct Federal guarantee), and reduces administrative costs by $400
million.

Student-paid fees are cut in half for borrowers in the need-based Stafford program, and are cut by
a quarter for other student and parent loans. A'he net savings are $3.5 billion over five years.

g
Securitization

lepsol Kt

Hough will complain about the Administration’s proposal to extend the current fee on Sallie
Mae’s loan holdings to loans that it has securitized. The provision saves $92 million over five
years.

The 1993 reconciliation bill imposed an annual 30 basis point “offset fee” on loans held by Sallie
Mae, to compensate for Sallie’s GSE advantages. At least in part to avoid paying the fee, Sallie
Mae began to securitize loans. The Education Department insisted that the securitized loans
should be subject to the fee, because Sallie Mae is not using traditional securitization which
would truly separate the portfolio from the company, but instead is maintaining greater control ,
and greater financial interest in the trusts than is the industry norm. A district court ruled t . howe?*s
Sallie Mae does not “own” the securitized loans and -- in the absence of evidence that Sallie

" intends'to use the procedure for fee avoidance -- accepted Sallie Mae’s argument that
securitization is just an innovative expefiment. The Education Department appealed.



Meanwhile, Education and the Treasury Department were negotiating legislation to privatize
Sallie Mae. The Education Department insisted that a provision be included clarifying that Sallie
Mae’s securitized loans be subject to the offset fee. Sallie Mae objected, and ultimately the
Education Department agreed to await the appeals court ruling to determine whether the
amendment would be necessary.

Fall
On January 10, 1997, the appeals court ruled for Sallie Mae. In its FY 1998 budget submission,

| " ‘,Jg Educationproposed again to clarify the provision so that the securitized loans would be subject
st

e fee, for five-year savings of $92 million. OMB concurred.

Sallie Mae officials claim they had not expected that the provision would be in the FY 1998
Budget. Some of them erroneously thought that Education had agreed to abide by the appeals
court decision, when in fact Education only agreed to await the decision before taking any
action. 7‘4’/.‘ 2 ﬁ‘,,,/_,/_,; No J'..A. b ot Gl e 17 Wwr m~Fon re:
A (R bl Ho formee oflaciots pegsbotee .-//m oo adic 4
Treasury Avants to encourage faster privatization for Sallie Magsand thinks that securitization is a
step in that direction. Our view is that if securitization provides Sallie Mae with a way to avoid
the fee without actually privatizing, it may be a disincentive to privatization. We-are-working

with-Freasury-and-Education 10 orrthe statutory language for the securitization f;emmn
(Mk |.~{A I’J f

Reduced subsidies in the FY 1998 Budget

Hough will express concern that the savings proposals in the Budget (combined with a change in
interest rates that is scheduled ynder current law to begin in FY 1998) are too severe and will not
sustain the program. /&= o A wideaa & duc;Zﬂ N e 40 A /) do oopprt /"
fotrabeed loer nf%’ @ A.-../»? 7¢ /7“~ i .ov//»f"'/'.
The Budget reduces lender subsidies in the student loan program by $1.8 billion, similar to the
total reductions (but different in the components) that were in the Republicans’ 1995
reconciliation bill. More than $1 billion of the savings are from a 100 basis point reduction in
the in-school interest rate (paid by the government),/Under the plan, the Education Department
would pay the government’s borrowing rate -- currently assumed to be a meld of 10- and 20-year
Treasury bonds ﬂi’le rate would be adjusted annually, so lenders are still likely to finance loans
Shorter-term securities, which would generally provide them with a small spread during the
ow-cost in-school period. During repayment, the interest rate is scheduled (under current law)

t ,change to the 10-20 year Treasury rate plus one percentage point, adjusted annually.'
)

[y "¢ €eod

IThis change was made in the 1993 reforms in an attempt to match the interest rate to the
discount rate that OMB has used for the loan programs. It does not match lender costs, however,
'()" ecause lenders match the student loan’s variable interest rate with short-term securities, while
4 MB has, assurmred-that a long-term Treasury bond is most “comparable” to a student loan which
e ) ;
ends to be paid back over 10 or more years. The current rate paid by students (or by the
government) is T-bill plus 3.1 percentage points, or T-bill plus 2.5 points during the in-school
period.




~ Barry White
" 02/13/97 09:28:58 AM

Record Type: Record

To: Patricia A. Smith/OMB/EOP

cc: Kenneth S. Apfel/OMB/EOP, Robert M. Shireman/OMB/EQP
Subject: Re: how ED will decide the amount of reserve funds to be recalled from each GA _,f]

Hmmm. Not good enough. They have to also have a procedure whereby they determine whether
losing that share will have a deleterious effect on that GA's solvency. We can't have ED accused
of precipitating bankruptcy. If bankruptcy is inevitable for a given agency, then it should be the
subject of a winddown anyway, and that should be taken into account. Please verify the
procedure.



The Budget also reduces the guarantee from 98% to 95%, and requires lenders to offer the same
flexible repayment options (except income-contingent) that are offered in the Direct Loan
Program.

Creating a rational, straightforward guarantee system

/f'his may be a good opportunity to encourage Hough to support the Administration’s proposal to
" reform the guarantee system. Some lenders have privately expressed support for the concept of a
straightforward Federal guarantee, administered (to the extent necessary) through performance-

based agreements with the best of the current guaranty agencies or by private contractors.
(This change allows for the return of $2.5 billion in reserves held by the agencies),
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Ellen S. Seidman
02/25/97 04:00:00 PM

Record Type: Record

To: Robert M. Shireman

cc:
Subject: Re: School construction

Message Creation Date was at 25-FEB-1997 16:00:00

Now you know just how much in the loop | am. Obviously one question is whether
Gene told Andy to give the Dems the bill before or after | spoke to Andy. In

any event, what's done is done, and Collins is here. I've sent an e-mail to

Gene telling him of Collins interest and asking what he proposes. Presumably,

if he really told Andy to give them the bill (I'm not doubting Andy), Gene will

have that information as he decides what to do with Steve.

On securitization, Roger and | had the kind of discussion that included lines
like "let me tell you about the budget process,” and regaling him with tales of
the state bank fee and the FHA loan limit increase -- with the ultimate message
that what's done is done, and your trick is to figure out (i) how to live with

it and (ii) how to minimize the damage. | asked him to think about such
questions as (i) do you really in your heart of hearts truly believe that this

will make a difference in how fast they privatize and (ii) if it's even up now
and Sallie is still pushing to securitize, how big a fee will it take (a) now

and (b) when the market is much bigger, to stop them? He'll get back to me,
but | assume I'll have to listen to a fair amount more Treasury diatribe on the
unfairness of the process. You might get some too.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

February 11, 1997

FOR John D. Hawke, Jr.
Under Secretary (Domestic Finance)

FROM: Roger L. Anderson Q‘L#‘
Deputy Assistant Secretary
(Fedegal Fipance)

SUBJECT: Proposed Offset Fee on Sallie Mae

The President’s budget proposes that the current 30 basis point
offset fee on Government-guaranteed student loans (GSLs)
purchased and held by Sallje Mae should be extended to leoans that
the GSE salls into securitization vehicles. Last year, the Court
of Appeals for the D.C. Circuit ruled that Sallie Mae’s
gecuritized GSls are not subject to the fee under current law. -
The budget proposal is the Department of Education’s (DED) latest
effort to legislate its way out of the unfavorable court
decision.

The budget proposal, which was not coordinated at the policy level,
is at odds with Treasury’s position that GSE status should be
terminated as soon as possible, hopefully before the required end
date of either September 30, 2008 or July 1, 2013. @GSE operations
could be extended if the fee reduces securitization and limits
shrinkage in Sallie Mae’s balance sheet.

The fee would remove the immediate incentive for Sallie Mae to
substitute higher cost securitized financing for lower cost GSE
debt. The cost of securitigation over GSE debt is about 30 basis
points, or about equal to the cost of GSE debt plus the offset
fee. Securitization plus a 30 basis point fee would result in
unecononical financing for Sallie Mae.

Sallie Mae might also have to put up additional capital to meet
its statutory capital requirement if legislation to levy the fee
declares that Sallie Mae still "holds™ GSLs after securitization.
The threat to profitability and capital management could hamper
securitization substantially in a company already under
shareholder pressure to reduce costs and conserve capital. The
worst case scenario is that the fee might elicit shareholder
rejection of privatization. The Holding Company’s success in
beconing a well-established issuer of asset-backed securities
that bear none of the benefits of agency debt is central to
Sallie Mae’s success under privatization.

The budget proposal is also at oedds with an agreement reached
last year between senior officiale of Treasury, OMB, and DED. At
that time, everyone agreed to accept the court decision regarding
the fee on securitized GSLs. DED appears intent on using
legislation to tie up Sallie Mae resources, perhaps to protect
the Direct Student Loan Program from its major competitor.

TOTAL P.@2
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Sallie Mae Offset Fee

The Administration’s pesition, both in the courts and in last
year's balanced budget propousal, has been that the particular
type of securitization vehicles that Sallie Mae has used should
not excmpt them from the 30 basis point fee imposed by the

Student Loag geticl‘in ACt,:st 1993. o me‘m &atucn.‘hhk ¢

The comtdmentian of thy policyjin the FY 1998 .would in neo wa

undermine the incentives for privatization. fmmm [

is probably true. The current Situation allows Sallic Mae to ,ﬂwéng
escape Lhe fee without Privatizing, because the company can

continue te hold a substantial interest in and contivl over the
securitized loans. Under the Administration’s propeesal, the best

way to avoid the fee is te privatizc, or to use a more

traditional securitization Etructure in which Sallic Mae would
hold at most » minimal intcrost.

T wonld nota that in documents recently filed with the SEC -— in
which companies must warn of any risks to investors -- Sallie Mae
did not indicate that thc application of the offset fee to
securitized loans would undercut the success of either
privetlization or securitizatien.

Finally, 1 think that you will recall that the agreement reached
last year on this issue was only that, since a court decision was
pending, the Administration would nef insist that this provision
be included with the Sallie Mae privatization proposal. There
was no change in the Administration’s pesition that it is not in
the puklic interest to allow a GSE to cocape applicalion of an
offset fee through this type of sccuritization, R
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SUBJECT: Proposed Offset Fee on Sallie Mae

*his is in response TO your memorandum of February 11, 1997,
criticizing the proposal in the President’a budget that would
extend the 30 basis point oifset fee on government guaranteed
student loans to loans that Sallie Mae sells into gecuritization
vehicles. You believe that the proposal is at odds with
Treasury’'s position that Sallie Mae's GSE status be terminated as
snon as possible and you speculate that the GSE operations could
pe extended if the fee reduces securitizacion.

Contrary to the suggestion in your memorandum, the budget does

/ not propose to apply the offset fee to all loans securitized by
Sallie Mae. Instead, the proposal will apply the fee tc loans

) securitized under a structure in which Sallie Mae continues to

7 hold a substantial interest 1in and control over Lhe loans. The

| propesal will not extend the offset fee to loans under a more

traditional securitization structure where Sallie Mae would hold

ot moet a minimal interest. Nor will the offset fee apply to

loans held, in any form, by ~he privatized sallle Mae. Thus, the

proposal should encourage, and not undercut the privatization

process.

It also appears Cthat gallie Mae does not share your conceris
about the effest of rhe fee on securitization and privatization.
gallie Mae discussed the effect of Education’s interpretalion of
the offact fee in registration statements filed with the SEC in
connection with the securitization and in a publicly issued
report on privatization. In neither dccument has Sallie Mae
;ndicated that the application of the fee to securitized loaus
would undercut the succeas of either process. Since documents
like these are typically cited in lawsuits filed by disgruntled
invesLors, we ascume that Sallie Mae carefully considered whether
the fee created a risk that it needed to discleose. Sallie Mae
cbviously has concluded that the application of the fee to
gecuritized loans did not cause such a risk.

Your suggestion that the budget proposal is inconsistent with an

agreement reachied last year by Treasury, OMB and Education 1is

also inaccurace. Education and OMB agreed to withdraw a proposal
NG to include the courrected offeet fee provisions in the Sallie Mae
. privatization legislation pending a final court decision.

Neither agency agreed to forcgo a legislative correction of a

court decision that it pelisved was not in the public interest.

Finally, I must strongly object to your suggestion that the
legislation is intended tu "tie up Sallie Mae resources" to
benefit the Direct Student Loan Program. As you know, the
success of the Direct Loan Pivyram (which the President proposed
and has strongly supported) remains a priority of the
Administration. However, rhe ol[set fec iesue has nothing to do
witn that Program. In fact, the income from the fee pays costs
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associated with and reduces the di

guaranteed student loamn program-

rect federal cost of the
The budget proposal will, in

fact. improve the budgetary analysis and proper administratiou of

that program. O che ollier kand, Y
Mae be allowed to use complex financi

aur recommendation that Sallie
al and legal structures Lo

avoid imposition ot the foe on loans it continues to control
suggests that you believe that the success of Sallie Mae’s

privatization should be the most i

mportant. corsideration to the

Admjristration. We do no< share that opinion.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220
Pebruary 11, 1997 _ _
FOR John D. Hawke, Jr. . _

Under Secretary (Domestic Finance)
FROM: Roger L. Anderson Rif-
Deputy Assistant Secretary
(Federal Finance)

SUBJECT: Proposed Offset Fee on Sallie Mae

The President’s budget proposes that the current 30 basis polgt
offeset fee on Government-quaranteed student loans (G5Ls)
purchased and held by Sallie Mae should be extended to loans
the GSE =ells into securitization vebicles. Last yeax, the Co
of Appeals for the D.C. Circuit ruled that Sallie Mae’s
securitized GSLs are not subject to the fee under current law. -\ ..
The budget proposal is the Department of Education’s (DED) latest O,
effort to legislate its way out of the unfavorable court ~
decision.

The budget proposal, which was not coordinated at the policy level,
is at odds with Treasury’s position that GSE status should be
terminated as soon as passible, hopefully before the required end
date of either September 30, 2008 or July 1, 2013. GSE operations
could be extended if the fee reduces securitization and limits
shrinkage in Sallie Mae’s balance sheet.

The fee would remove the immediate incentive for Sallie Mae to
substitute higher cost securitized financing for lower cost GSE
debt. The cost of securitization over GSE debt is about 30 basis
points, ox about equal to the cost of GSE debt plus the offset
fee. Securitization plus a 30 basis point fee would result in
uneconomical financing for Sallie Mae.

Sallie Mae might also have to put up additional capital to meet
its statutory capital requirement if legislation to levy the fee
declares that Sallie Mae still "holds" CGSLs after securitization.
The threat to profitability and capital wanagement could hamper
securitization substantially in a company already under
shareholder pressure to reduce costs and conserve capital, The
worst case scenario is that the fee might elicit shareholder
rejection of privatization. The Holding Company’s success in
becoming a well-astablished issuer of asset-backed securities
that bear none of the benafits of agency debt is central to
Sallie Mae’s success under privatization.

The budget proposal is also at odds with an agreement reached
last year between senior officials of Treasury, ONB, and DED. At
that time, everyone agreed to accept the court decision regarding
the fee on securitized GSLs. DED appears intent on using
legislation to tie up Sallie Mag resources, perhaps to protect
the Direct Student lLoan Program from its major competitor.
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