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Introduction 
 

 

 

 

Background: 
 

he Kentucky Higher Education Student Loan Corporation (KHESLC) is an independent 

municipal corporation established in 1978 to provide a loan finance program for post-

secondary students in the Commonwealth of Kentucky.  (Kentucky Revised Statutes 164A)  

KHESLC functions as a lender of student loans, making loans to parents and students directly; a 

servicer of student loans; and a secondary market for the purchase of student loans from other 

lenders.  KHESLC funds the origination or acquisition of student loans by periodically issuing 

bonds and notes under various debt agreements, including its two general bond resolutions.  

KHESLC also services education loans and collects defaulted education loans, both FFELP; 

Campus based loans and private loans.  KHESLC services and loans are marketed under the 

registered service mark “The Student Loan People SM”. 

 

KHESLC contracts with the Kentucky Higher Education Assistance Authority (KHEAA) to 

provide computer-processing services, acts as the escrow agent for disbursement and receives 

on-line payments.  The Executive Director also serves as the Executive Director of KHEAA. 

 

 

Purpose and Scope 
 

his review was to evaluate the lender’s compliance with the relevant requirements of the 

Taxpayer Teacher Protection Act of 2004 (TTPA). The review was limited to the policies 

and procedures applicable to the funding of the student loans through bond obligations and their 

eligibility for the 9.5% floor billing on LaRS 799 Form.  The scope of the review covered the 

period from September 1993 through March 2005.  A statistical random sample of borrowers 

was extracted and an on-site judgmental sample to verify compliance with the Federal 

requirements. 

 

 

Disclaimer: 
 

bsence of statements in this report about specific practices or procedures followed by KHESLC 

should not be construed as acceptance, approval, or endorsement of those practices or 

procedures.  The specific nature of this report does not limit or lessen KHESLC’s obligation to 

comply with all provisions of the Federal Family Education Loan (FFEL) programs. 

 

 

T 
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Tax Exempt Funding Analysis: 

 
Eligible Bonds 

 
KHESLC held $448,425,000 in 9.5% floor eligible tax-exempt bonds as of September 30, 1993.  

Per KHESLC’s financial statements on 6/30/05 there were no pre October 1, 1993 bonds that had 

not been refunded and still outstanding.  The total outstanding bond debt as of June 2005 was 

$81,800,000.  Prior to January 2004, KHESLC had not routinely transferred loans from bond 

issues to take advantage of the regulatory interpretation allowing the loans to retain the 9.5% 

floor eligibility.  Based on legal opinion provided on the application of the Higher Education 

Act, and applicable Department of Education administrative guidance to student loans made or 

acquired through such pre October 1, 1993 tax-exempt bond estates KHESLC initiated its 9.5% 

floor project on January 16, 2004 to purchase all loans not subject to the 9.5% special allowance 

floor with funds obtained from the issuance of tax-exempt obligations which were originally 

issued prior to October 1, 1993. 

 

9.5% Floor Project 

 

KHESLC used the Senior Series 2003A-2 bond issue as the refinancing mechanism.  Starting 

January 16, 2004 and continuing through September 2004, KHESLC refinanced in excess of 

$800,000,000 of loans that were not eligible for the 9.5% floor.  We reviewed all of the bond 

issue that were re-financed and audited the financial transactions supporting the re-funding.  

KHESLC tracks the bond issue using accounting codes and they monitored the re-funding by 

changing the accounting code when the loans were re-financed.   KHESLC ceased re-funding to 

comply with the Taxpayer Teacher Protection Act of 2004. 

 

Other Activities Performed 

 

We reviewed the refunding process and reviewed the tax-exempt Officially Statements and IRS 

Tax Forms 8038.  We reviewed each Official Statement specifically for the refunding bond 

information and no problems were noted.  We obtained a tax-exempt bond genealogy and 

analyzed the project.  We reviewed the accounting documents and verified the movement of 

monies to re-fund the bonds and fund new loans.  We reviewed 76 loans and traced the LaRS 

799 billing history.  We also reviewed each special allowance code change to verify the accuracy 

of the billing. 

 

The KHESLC procedures used to implement the TTPA were reviewed.  We reviewed the 

process for monitoring cash value of each bond, and the entry process on to the general ledger.  

KHESLC’s procedure for tracking bond activity and entering it into the general ledger appears to 

be adequate. 

 

 

Other Information 

 

KHESLC earns excess interest (arbitrage) in it’s tax-exempt financing.  Currently, KHESLC has 

borrower benefit programs that can forgive both principal and interest for Kentucky licensed 
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Math, Science, English as a second language, special education, foreign language and minority 

teachers that teach in Kentucky and have their loans owned by KHESLC.  All Kentucky licensed 

teachers and licensed nurses who work in Kentucky and have loans through KHESLC can 

receive an interest benefit.  KHESLC also offers principal and interest forgiveness on KHESLC 

owned loans to certain attorneys who work in certain jobs. 

 

Line of Credit 

 

KHESLC periodically uses a Line Of Credit to provide immediate funding for student loan 

originations or to make a maturing bond payment.  This is typically short term funding that is 

used to assist KHESLC in having a source of funding its student loan program.  The loans are 

originated or acquired in the Line Of Credit and then can be sold and moved into various bond 

issues.  The loans are collateral for the Line of Credit until they are sold out of it.  They may or 

may not acquire floor eligibility depending on the bond issue that acquires them.  
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Findings 
 

 

 

FINDING 1: Billing Loans at the 9.5% Floor Special Allowance Rate That May Have Lost 

Their Eligibility for the Floor 

 

Prior to May 1, 2003, all loans made or acquired with tax-exempt bond issues and eligible for the 

9.5% special allowance floor were not assigned to any particular bond issue.  On May 1, 2003, 

KHESLC begin to identify the specific bond issues by bond account numbers.   There were some 

residual loans that were not attached to a specific bond issue and were given the bond account 

number 100.  These loans may be part of a bond issue that has matured and could no longer be 

eligible for the 9.5% special allowance floor   At the same time that KHESLC specifically 

identified its loan portfolio they also applied the Universal Cap Principle to its tax-exempt bonds 

that revised its previous May 31, 2002 excess earnings calculations.  The Universal Cap allows a 

lender to limit the amount of loans taken into consideration for arbitrage calculation purposes.  

The limit is set at the bond issue amount less the income from the loans residing in the bond 

estate.  The loans that KHESLC had that exceeded the “cap” were not assigned to any specific 

bond issue and were assigned to the generic bond account number of 100.  There were 13 loans 

in the sample in this category and are identified in the attached spreadsheet as (a). 

 

Citation:  34 CFR §682.302(e).  Taxpayer-Teacher Protection Act of 2004. 
 

Required Action:  KHESLC must review all of the loans in bond account number 100 and 

determine if they are or were ever eligible to be billed for special allowance using the code for 

the 9.5% special allowance floor.  All overbilling due to the Department must be refunded on 

loans billed incorrectly for the 9.5% special allowance floor.  Please provide a copy of the work 

papers and supporting documentation to the Atlanta Office.   

 

 

FINDING 2: Underbilling on Re-cycled Loans Eligible for 9.5% Floor 

 

If a loan was eligible for the 9.5% special allowance floor prior to October 1, 2004, then loans 

made or acquired on or after October 1, 2004 with proceeds from such loan (“re-cycling”) are 

also eligible for the 9.5% special allowance floor.  This applies to loans made or acquired with 

re-cycled funds from a 9.5% special allowance floor loan that resides in a bond issue that is not a 

pre-October 1, 1993 tax-exempt bond estate as long as the original loan was not subject to the 

lapsing events listed in the Taxpayer-Teacher Protection Act of 2004.  KHESLC believed that 

the re-cycled loans were not eligible for the 9.5% special allowance floor because these loans 

were made or acquired on or after October 1, 2004 from proceeds of loans eligible for the 9.5% 

special allowance floor, but no longer held in a pre-October 1, 1993 tax-exempt bond estate.  

There were 12 loans in the sample that were in this category and are identified in the attached 

spreadsheet as (c) and (d). 
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Citation:  34 CFR §682.302(e).  Taxpayer-Teacher Protection Act of 2004. 
 

Required Action:  KHESLC may, if it chooses, determine the amount of special allowance 

underbilled and make the necessary adjustments on ED Form 799.  All supporting 

documentation reflecting the adjustments must be forwarded to the Atlanta Office before any 

adjustments are made.  Once the Department has approved the required special allowance 

adjustments, they must appear on the next regularly filed ED Form 799.  If KHESLC decides to 

not recover the underbilled special allowance, please provide the Atlanta Office with a written 

statement that KHESLC is choosing not to recover this special allowance.  This declaration is 

permanent and KHESLC may not decide later to recover this special allowance. 
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Observations 

 

None. 
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