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ENSURING THE AVAILABILITY OF FEDERAL
STUDENT LOANS

Friday, March 14, 2008
U.S. House of Representatives
Committee on Education and Labor
Washington, DC

The committee met, pursuant to call, at 9:00 a.m., in room 2175,
Rayburn House Office Building, Hon. George Miller [chairman of
the committee] presiding.

Present: Representatives Miller, Kildee, Payne, Andrews, Scott,
McCarthy, Tierney, Kucinich, Holt, Grijalva, Timothy Bishop of
New York, Sanchez, Sarbanes, Loebsack, Altmire, Yarmuth, Hare,
Clarke, Courtney, Shea-Porter, McKeon, Petri, Souder, Ehlers,
Platts, Keller, Wilson, Kline, Price, Kuhl, Bishop of Utah, Davis of
Tennessee, and Walberg.

Staff Present: Tylease Alli, Hearing Clerk; Jeff Appel, Senior
Education Policy Advisor/Investigator; Sarah Dyson, Administra-
tive Assistant, Oversight; Carlos Fenwick, Policy Advisor, Sub-
committee on Health, Employment, Labor and Pensions; Patrick
Findlay, Investigative Counsel; Denise Forte, Director of Education
Policy; Gabriella Gomez, Senior Education Policy Advisor; Lloyd
Horwich, Policy Advisor, Subcommittee on Early Childhood, Ele-
mentary and Secondary Education; Lamont Ivey, Staff Assistant,
Education; Thomas Kiley, Communications Director; Ann-Frances
Lambert, Administrative Assistant to Director of Education Policy;
Danielle Lee, Press/Outreach Assistant; Stephanie Moore, General
Counsel; Alex Nock, Deputy Staff Director; Joe Novotny, Chief
Clerk; Rachel Racusen, Deputy Communications Director; Julie
Radocchia, Education Policy Advisor; Dray Thorne, Senior Systems
Administrator; Michele Varnhagen, Labor Policy Director; Mar-
garet Young, Staff Assistant, Education; Mark Zuckerman, Staff
Director; Julia Martin, Intern; Stephanie Arras, Minority Legisla-
tive Assistant; James Bergeron, Minority Deputy Director of Edu-
cation and Human Services Policy; Robert Borden, Minority Gen-
eral Counsel; Amy Raaf Jones, Minority Professional Staff Member;
Alexa Marrero, Minority Communications Director; Susan Ross,
Minority Director of Education and Human Services Policy; Linda
Stevens, Minority Chief Clerk/Assistant to the General Counsel;
Sally Stroup, Minority Staff Director.

Chairman MILLER. The Committee on Education and Labor will
come to order for the purposes of conducting this hearing on ensur-
ing the availability of student loans. The purpose of this hearing
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is to provide information to the committee and to students, their
families and their schools about our ability to assure them that
student loans will continue to be made available to them and the
development of contingency plans in the unlikely event that some
lenders are unable to continue lending in this market.

In some cases, we have been forewarned that some lenders will
not lend or will reduce their lending, and in other cases, we have
been told by some lenders that they will expand their lending, and
we are trying to balance that information. This is really about us
making the proper preparations so that in the upcoming lending
season for students in their school year and for their families, we
will be able to make sure that there is a seamless system in place
so that we can use already existing legal authority and programs
that are on the books, whether that is the Lender of Last Resort
provisions in the law or whether that is the Direct Lending pro-
gram.

Senator Kennedy and I sent the Secretary a letter outlining why
we thought it was necessary to have plans in place so that we can
deal with these contingencies. Under the existing laws, some 35
guarantee agencies around the country are obligated to serve as
lenders of last resort to avert any possible problem in access to stu-
dent loans and thereby provide a nationwide network of back-stop
lenders. The Education Department established a Lender of Last
Resort plan back in 1998 when some lenders were indicating they
might withdraw from the Government Guaranteed Loan program.
But the Department did not need to have that program imple-
mented at that time because of a change in the law. Our interest
this morning is whether or not that plan has been updated, wheth-
er or not meetings have been held with the guaranty agencies,
whether or not the agreements that were arrived at at that time
have again been updated for today’s contingencies, and whether or
not all lines of operations are in fact clear should the Secretary
need to impose that authority to continue access to loans for stu-
dents and families.

In addition, the Federal Direct Loan program is available to
schools that wish to temporarily or permanently use the program
to ensure that students can have access to student loans. The Di-
rect Loan program does not rely on private credit markets for rais-
ing capital to originate these new loans. One of the questions we
asked the Secretary and will ask again this morning is whether or
not efforts have been made to have schools preregister should they
decide to use the Direct Lending program. Apparently, it is a very
small difference from the information they provide for the FFELP
program and then whether or not they are certified, so that they
can use that program should they decide to use that as an alter-
native. And I would hope that what we would see is that we are
not waiting for a problem to develop because we have been fore-
warned. This committee’s staff and the chairman have held a num-
ber of meetings with lenders from all sectors of the student loan
community. The Democratic leadership has held a series of meet-
ings over the last several months with economists and the invest-
ment community from Wall Street. And all of them are talking
about the unprecedented nature of the credit markets that we have
seen and that has spilled over into the municipal bond market,
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that has spilled over obviously into both the commercial and resi-
dential real estate market and to some extent in the student loan
market as institutions have tried to recapitalize their ability to
make future loans.

That is why we are here today, to make sure that if that recapi-
talization does not take place in the volume that is necessary, that
we have the ability to step in and to make sure that these students
do not miss classes that are necessary for their graduation or for
their majors; that they do not miss semesters or quarters that will
then cause them to have to borrow more money to go on and finish
their degrees. In today’s loan-dependent educational environment,
it turns out that time is money for families and for students. And
we should be in the position of being able to assure those students
and their families that they will not have to spend additional time
because we failed to make the preparations to provide those loans
in the event that the private markets are unable to do so.

Having said that, again, we have received many assurances, both
privately and publicly, that the private markets believe they will
be able to continue to do that. Some have raised the issue that they
think there may very well be a gap. They do not suggest that it
is a terribly sizable gap, but it is a gap that must be filled in a
seamless fashion so that students and families are not required to
go into deeper debt because we couldn’t sort out the bureaucratic
operations between our institutions of higher education, students
and families, and the Federal programs that are designed essen-
tially for this exact situation, whatever that cause may be.

And with that, I would like to recognize the senior Republican
on the committee, Mr. McKeon, for his opening statement.

[The statement of Mr. Miller follows:]

Prepared Statement of Hon. George Miller, Chairman, House Committee on
Education and Labor

Good Morning. Welcome to today’s hearing on “Ensuring the Availability of Fed-
eral Student Loans.”

For months now, the worsening economic downturn has made life more difficult
for America’s workers and their families.

First the foreclosure signs began sprouting up in front yards. Then, in increasing
numbers, the pink slips started arriving. Many American workers are wondering if
they will be able to hold onto their homes and their jobs in the months ahead.

In Congress, our priority has been to help get the economy back on track, help
workers keep their jobs, and help families keep their homes.

Last month, Democrats and Republicans in Congress acted to give the economy
a shot in the arm and deliver relief to families in need right now.

By putting money into the hands of low- and middle-income families who will
spend it quickly, the bipartisan stimulus package we enacted will inject demand
back into the economy.

This downturn had its roots in the subprime mortgage crisis, which has led to a
significant tightening in the credit markets. As a result, what began as a challenge
for home loan borrowers has also become a challenge for other borrowers, like those
with credit card debt.

Recognizing that the financial markets are not functioning well, the Federal Re-
serve has recently announced that it has made $400 billion available to financial
institutions to help provide liquidity for, and restore confidence in, the general cred-
it markets.

Recently, some federal student loan lenders have encountered difficulties in ac-
cessing the capital market to finance their lending activity. While these disruptions
have had an impact on some lenders, they so far have not negatively affected stu-
dents’ ability to access federal loans.

Some lenders have expressed concern about their ability to continue to make
loans through the Federal Family Education Loan Program, but others are antici-
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pating increasing their student loan business in response to changes in the FFELP
marketplace, in particular depository institutions like JP Morgan Chase who have
publicly indicated their desire to increase market share.

While I am hopeful that overall credit market conditions will soon improve, it is
only prudent to prepare now to ensure that stress in the credit markets does not
prevent students and parents from continuing to have uninterrupted, timely access
to federal college loans.

As we have seen far too often, shocks in the credit and financial markets come
as a surprise, leaving those affected little time to react.

In the unlikely event that stress in the credit market leads a significant number
of lenders to substantially reduce their activity in FFELP, federal law already in-
cludes tools that the U.S. Education Secretary can use to ensure that all eligible
students continue to have uninterrupted and timely access to federal student loans.
We will examine these tools in today’s hearing.

Specifically, the Higher Education Act allows the Secretary to designate the 35
guaranty agencies around the country as “lenders of last resort”.

Under existing law, these guaranty agencies are obligated to serve as lenders of
last resort to avert any possible problem in access to student loans, thereby pro-
viding a nationwide network of backstop lenders.

The Education Department had established a lender-of-last-resort plan in 1998,
when some lenders were indicating that they might withdraw from the guaranteed
loan program. The Department never needed to implement the plan.

In addition, the federal Direct Loan program is available to schools that wish to
temporarily or permanently use the program to ensure students can access federal
student loans. The Direct Loan program does not rely on private credit markets for
raising capital to originate new loans.

I look forward to hearing from Secretary Spellings about her Department’s prep-
arations for implementing a lender-of-last-resort plan and for helping schools enroll
in the Direct Loan program in the unlikely event that such steps are necessary.

Having plans in place and operational now will help ensure that all stakeholders,
including colleges and the federal government, can respond to any potential loan ac-
cess problems with the least possible delay for students, families, and schools.

And knowing that the Education Department is fully prepared to act if necessary
will reassure students and families that they will continue to have uninterrupted
access to federal student loans.

One of the key priorities for this Committee has been to make college more afford-
able and accessible for every qualified student who wants to attend.

Last year, we took a truly historic step towards this goal by providing more than
$20 billion in financial assistance to low- and middle-income students and families
over the next five years.

Among other things, this legislation will reduce the cost of federal college loans
for student and parent borrowers.

I am confident that, with proper planning by the federal government, students
and parents will continue to be able to access these low-cost loans.

I'd like to thank all of our witnesses for joining us today, and I look forward to
your testimony.

Thank you.

Mr. McKEON. Thank you, Mr. Chairman.

Good morning. Good morning, Madam Secretary.

Thank you, Mr. Chairman, for holding this hearing to examine
a looming challenge for our Nation’s higher education system. We
are here today to examine how to ensure the availability of Federal
student loans. By virtue of holding this hearing, we are acknowl-
edging the potential risk to loan availability that has developed in
recent months. I consider it a positive sign that Members on both
sides of the aisle recognize these challenges. I only hope we can
come together in the same way to find solutions.

There are several factors that have contributed to the current
student loan uncertainty: deteriorating confidence and reduced in-
vestor demand in the capital markets due to the subprime mort-
gage meltdown; increased financing costs; the possibility of higher
defaults because of overall economic weakness; and the real and
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perceived impact of the subsidy cuts imposed just a few months
ago.

I want to be clear on this point, while the program cuts imposed
last fall are not the cause of the current market instability, they
are certainly playing a role. There are real questions about wheth-
er loan providers will continue to participate in the Federal loan
program as a result of the cuts enacted in the College Cost Reduc-
tion and Access Act. Those cuts, when coupled with the current in-
stability in the current markets, may create the perfect storm
where loan providers may find themselves unable to finance stu-
dent loans.

The Federal Family Education Loan program has used innova-
tion to absorb various program cuts and policy changes over the
years. However, there is a point at which no further cuts can be
absorbed, and in all likelihood, we will not know with certainty
that we have reached that point until it is too late. Our intention
today is not to sound a false alarm. Each of us hopes that the pre-
dictions of a loan crisis never come to pass.

Part of our purpose today is to identify solutions so that we are
prepared whether or not the situation grows worse. Members on
both sides of the aisle have joined together in an effort to engage
Federal regulators immediately. Letters have been sent to the Sec-
retary of Education, who we will hear from shortly. They have been
sent to the Secretary of the Treasury. And a letter will soon be sent
to the Chairman of the Federal Reserve.

Our goal in engaging the various Federal agencies now is to try
to prevent any harm to the Nation’s college students before it oc-
curs. We are trying to avoid a situation similar to the current mort-
gage crisis by intervening before students are left without options.
Concerns have been raised by members on and off this Committee
because the problem is much larger than just this Committee. Any
real solution needs to be a result of extensive discussion with par-
ties who are experts in the financial market arena, and I am glad
we have an expert from Wall Street here today.

I offered an amendment during the recent consideration of re-
forms to the Higher Education Act. With that amendment, I pro-
posed a Sense of Congress that these same Federal agencies should
be closely monitoring the situation in the student loan credit mar-
kets and that they should act quickly to notify Congress in the
event of a problem so that we could act quickly. It was dis-
appointing that my amendment was not made in order. I am afraid
we sent a signal then that we do not care. However, by holding this
hearing today we are sending a powerful signal of our commitment
to a robust and healthy student loan system that continues to de-
liver tens of billions in federally backed loans that help students
achieve their college dreams.

Today’s hearing is on a topic of utmost importance, and so I will
keep my remarks brief. I simply want to note that our purpose
here is not partisan. It should not be an effort to favor one loan
program over another. Nor should it be used to point the finger of
blame. We must look to the future and keep our focus squarely on
what will be best for students and families who are pursuing high-
er education and the benefits and personal enrichment that come
with it.
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Once again, I want to thank Chairman Miller for holding this
hearing. I want to thank Secretary Spellings for being here, as well
as our panel of expert witnesses, and I yield back.

[The statement of Mr. McKeon follows:]

Prepared Statement of Hon. Howard P. “Buck” McKeon, Senior Republican,
Committee on Education and Labor

Good morning. I want to begin by thanking you, Chairman Miller, for holding this
hearing to examine a looming challenge for our nation’s higher education system.

We are here today to examine how to ensure the availability of federal student
loans. By virtue of holding this hearing, we are acknowledging the potential risk to
loan availability that has developed in recent months. I consider it a positive sign
that members on both sides of the aisle recognize these challenges. I only hope we
can come together in the same way to find solutions.

There are several factors that have contributed to the current student loan uncer-
tainty—deteriorating confidence and reduced investor demand in the capital mar-
kets due to the subprime mortgage meltdown; increased financing costs; the possi-
bility of higher defaults because of overall economic weakness; and the real and per-
ceived impact of the subsidy cuts imposed just a few months ago.

I want to be clear on this point. While the program cuts imposed last fall are not
the cause of the current market instability, they are certainly playing a role. There
are real questions about whether loan providers will continue to participate in the
federal loan program as a result of the cuts enacted in the College Cost Reduction
And Access Act. Those cuts, when coupled with the current instability in the credit
markets, may create the perfect storm where loan providers may find themselves
unable to finance student loans.

The Federal Family Education Loan Program has used innovation to absorb var-
ious program cuts and policy changes over the years. However, there is a point at
which no further cuts can be absorbed and in all likelihood, we will not know with
certainty that we have reached that point until it is too late.

Our intention today is not to sound a false alarm. Each of us hopes that the pre-
dictions of a loan crisis never come to pass. Part of our purpose today is to identify
solutions so that we are prepared whether or not the situation grows worse.

Members on both sides of the aisle have joined together in an effort to engage
federal regulators immediately. Letters have been sent to the Secretary of Edu-
cation, who we will hear from shortly; they have been sent to the Secretary of the
Treasury; and a letter will soon be sent to the Chairman of the Federal Reserve.
Our goal in engaging the various federal agencies now is to try to prevent any harm
to the nation’s college students before it occurs. We are trying to avoid a situation
similar to the current mortgage crisis by intervening before students are left with-
out options.

Concerns have been raised by members on and off this committee because the
problem is much larger than just this committee. Any real solution needs to be a
result of extensive discussion with parties who are experts in the financial market
arena and I am glad we have an expert from Wall Street here today.

I offered an amendment during the recent consideration of reforms to the Higher
Education Act. With that amendment, I proposed a Sense of Congress that these
same federal agencies should be closely monitoring the situation in the student loan
credit markets and that they should act quickly to notify Congress in the event of
a problem so that we could act quickly. It was disappointing that my amendment
was not made in order—I'm afraid we sent a signal then that we did not care. How-
ever, by holding this hearing today we are sending a powerful signal of our commit-
ment to a robust and healthy student loan system that continues to deliver tens of
billions in federally-backed loans that help students achieve their college dreams.

Today’s hearing is on a topic of the utmost importance and so I will keep my re-
marks brief. I simply want to note that our purpose here is not partisan. It should
not be an effort to favor one loan program or the other, nor should it be used to
point the finger of blame. We must look to the future and keep our focus squarely
on what will be best for students and families who are pursuing higher education
and the benefits and personal enrichment that come with it.

Once again, I want to thank Chairman Miller for holding this hearing. I want to
thank Secretary Spellings for being here, as well as our panel of expert witnesses.
I yield back.

Chairman MILLER. Thank you.
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Madam Secretary, welcome to the Committee. You are no strang-
er to this committee. But just for our audience, I would say that
Margaret Spellings is the U.S. Secretary of Education.

And we welcome your appearance this morning.

Prior to being Secretary of Education she was Assistant for Do-
mestic Policy to President George W. Bush. And prior to that she
was a Senior Advisor to then Governor George W. Bush with re-
sponsibilities for education reform in the State of Texas.

We look forward to your testimony and thank you for your co-
operation and our conversations and your making your staff avail-
able to our Committee to talk about how we put this in place.

STATEMENT OF HON. MARGARET SPELLINGS, SECRETARY,
U.S. DEPARTMENT OF EDUCATION

Secretary SPELLINGS. Thank you very much, Mr. Chairman.
Thank you for inviting me here today.

Thank you, Congressman McKeon, as well.

I welcome the opportunity to discuss what the Department is
doing to ensure that students and families can access and afford
higher education. I share your concern and I appreciate your vigi-
lance on this issue. Many of you have written to me regarding your
concerns. Today I am responding to you in a letter. Much of my re-
sponse will also be captured in my remarks.

First of all, let me assure you and especially students and fami-
lies that Federal student aid will continue to be available. As your
recent letter noted, Mr. Chairman, disruptions in the private lend-
ing market have so far not negatively affected students’ ability to
access student loans. That is what we are seeing also.

Student loans constitute a more than $400 billion enterprise in-
volving multiple Federal agencies, guaranty agencies and sec-
ondary markets. Federal loans and other Federal aid comprise one
piece of this sector, about 26 percent in dollar terms. In student
terms, more than 10 million of 18 million college students receive
financial aid from my Department. The two sources of Stafford
loans are the Direct Loan program and the Federal Family Edu-
cation Loan program, what we all called FFELP. More than 2,000
originating lenders participate in FFELP.

As recent media reports have noted a small number of these
lenders have reduced their participation or stopped originating new
loans. As you know, these actions are largely a result of broader
stress across credit markets and the economy as a whole. Even in
the limited cases where lenders have reduced participation in
FFELP, other lenders have stepped in to meet student needs.

My Department is in regular contact with schools. In our exten-
sive outreach, no institutions have indicated that any eligible stu-
dent has been denied access to Federal loans. And earlier this
week, the Consumer Bankers Association reaffirmed that banks
plan to continue making both guaranteed and private loans in the
coming school year.

Of course, we all understand the anxiety that students and fami-
lies experience when they hear news accounts suggesting that Fed-
eral student loans could be at risk. We also understand that credit
markets are under stress and conditions may change rapidly. For
that reason, the Department of Education, in consultation with



8

other offices and agencies across the executive branch, including
the Domestic Policy Council, the National Economic Council at the
White House and the Treasury Department, is taking the following
steps.

First, we are monitoring the situation closely, just as you are
doing. We are examining market conditions on a daily basis and
working with the lending community, including the many stake-
holders involved in Federal aid to assess any potential impact on
students. This monitoring will provide us with information on how
best to proceed. For example, we are tracking the volume of loan
originations for both FFELP and the Direct Loan program against
previous years. We know that originations will peak, as they al-
ways do, in July and August before the school year starts. If origi-
nation trends shift, we will be prepared to act. We are also tracking
inquiries daily into the Direct Loan program to be prepared for any
significant shift in loan volume between the programs. Again, rest
assured that we will be ready should such a shift occur.

Second, we are engaging our customers, students, families and
institutions, by helping them understand all of their options. Re-
cently we sent letters to college presidents and financial aid officers
to assure them of the continued availability of Federal loans and
to ask for their help tracking developments, including any reduc-
tion of lender participation. In cases where the institutions are re-
lying heavily on a single lender that chooses to reduce participation
in FFELP, we will help identify other lending options.

Third, we are reviewing the options and tools available should
the situation warrant their use. For example, some have suggested
shifting more of the Federal aid volume to the Direct Loan pro-
gram. Whether to participate in the FFELP or Direct Loan pro-
grams is a choice that schools make. The administration continues
to support having two strong Federal student loan programs. Cur-
rently 850 schools already authorized to make direct loans have
chosen to remain with FFELP as their primary program. We stand
ready to support them in whatever choices they make now and in
the future. We are also reviewing Lender of Last Resort provisions
that ensure eligible students in the FFELP program can access
loans if they are turned down by lenders. Currently, the FFELP
and Direct Loan programs continue to meet student needs. Lender
of Last Resort provisions remain available, and we are closely re-
viewing the readiness of guaranty agencies to play their role. Pri-
vate loans can also be an important resource for students and fami-
lies. However, many who use private loans haven’t fully exhausted
their Federal aid options. To inform them about these, we have cre-
ated materials like this Federal Aid First brochure, a user-friendly
guidance on how to apply for and receive aid.

It is also worth noting that concerns about the availability of stu-
dent loans are related to anxiety about the growing cost of attend-
ance. To pay for higher education families must rely upon numer-
ous funding sources while navigating a Byzantine and often bur-
densome financial aid system. It is like a family having to buy a
new car every year for each student in the family with different
terms and conditions for each one each year. Working together we
can help ease these families’ burdens.
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Already we have worked together to dramatically increase Pell
Grants. We have achieved the largest increase in budget authority
in 30 years, and the President has once again asked to increase the
maximum annual award in his 2009 budget to $4,800 per year. As
early as 2006, my Commission on the Future of Higher Education
called for streamlining the financial aid system by addressing the
interrelated issues of cost, financing and consumer information. As
you work to reauthorize the Higher Education Act, I hope we can
take this opportunity to simplify the system and make it more re-
sponsive to students and families. Postsecondary education grows
more important by the day in our global knowledge economy.
Times of economic uncertainty are all the more reason that Ameri-
cans will look to higher education to acquire new skills and knowl-
edge. Together we can help more of them do so.

Federal student loans are an important part of this effort, and
the steps my Department is taking will help ensure that they re-
main available. Market conditions are dynamic, not static. As you
said in your letter, Mr. Chairman, while we expect that overall
credit market conditions will soon improve, it is only prudent to
prepare now to ensure that these conditions do not negatively im-
pact students. In the coming weeks and months I look forward to
working with you to help students continue to access and afford the
invaluable opportunities of higher education.

And Mr. Chairman, here today with me is Larry Warder, who
leads our Federal student aid operation, as well as my General
Counsel, Kent Talbert.

[The statement of Secretary Spellings follows:]

Prepared Statement of Hon. Margaret Spellings, Secretary, U.S.
Department of Education

Thank you for inviting me here today. I welcome the opportunity to discuss what
the Department is doing to ensure that students and families can access and afford
higher education. I share your concern and appreciate your vigilance on this issue.

First of all, let me assure you, and especially students and families, that Federal
student aid will continue to be available. As your recent letter noted, Mr. Chairman,
disruptions in the private lending market have “so far not negatively affected stu-
dents’ ability to access federal loans.” That’s what we’re seeing also.

Student loans are more than a 400 billion dollar enterprise, involving multiple
federal agencies, guaranty agencies, and secondary markets.

Federal loans and other federal aid comprise one piece of this sector. Of eighteen
million college students, more than ten million receive financial aid from my De-
partment.

The two sources of Stafford loans are the Direct Loan program and the Federal
Family Education Loan program—what we call FFEL. More than 2,000 originating
lenders participate in FFEL. As recent media reports have noted, a small number
of these lenders have reduced their participation or stopped originating new loans.

As you know, these actions are largely a result of broader stress across credit
markets and the economy as a whole. Even in the cases where lenders have reduced
participation in FFEL, other lenders have stepped in to meet student needs. My De-
partment is in regular contact with schools. In our extensive outreach, no institu-
tions have notified us that any eligible student has been denied access to federal
loans. And earlier this week, the Consumer Bankers Association reaffirmed that
banks plan to continue making both guaranteed and private loans.

Of course, we all understand the anxiety that students and families experience
when they hear news accounts suggesting that federal student loans could be at
risk. We also understand that credit markets are under stress, and conditions may
change rapidly.

For that reason the Department of Education—in consultation with other offices
and agencies across the executive branch such as the Domestic Policy Council, the
National Economic Council, and the Treasury—is taking the following steps:
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First, we are monitoring the situation closely—just as you are doing. We're exam-
ining market conditions on a daily basis and working with the lending community,
including the many stakeholders involved in federal aid, to assess any potential im-
pact on students.

This first step will provide us with information on how best to proceed. For exam-
ple, we are tracking the volume of loan originations for both FFEL and the Direct
Loan program against previous years. We know that originations will peak, as they
always do, in July and August before the school year starts. If origination trends
shift, we will be prepared to act.

We are also tracking inquiries daily into the Direct Loan program to be prepared
for any significant shift in loan volume between the programs. Again, rest assured
that we will be ready should such a shift occur.

Second, we’re engaging our customers—students, families, and institutions—by
helping them understand all their options. Recently, we sent letters to college presi-
dents and financial aid officers to assure them of the continued availability of fed-
eral loans, and to ask for their help tracking developments, including any reduction
of lender participation at their schools.

In cases where the institutions are relying heavily on a single lender that chooses
to reduce participation in FFEL, we have actually communicated with these institu-
tions to ensure that their students will continue to be served, be this either a single
lender or other new lenders.

Third, we're reviewing the options and tools available should the situation war-
rant their use. For example, some are suggesting that we shift more of the federal
aid volume to the Direct Loan program. Whether to participate in the FFEL or Di-
rect Loan programs are choices that schools make. The Administration continues to
support having two strong Federal student loan programs. Currently, 850 schools
already authorized to make Direct Loans have chosen to remain with FFEL as their
primary program. We stand ready to support them in whatever choices they make,
now and 1in the future.

Congress included the Lender of Last Resort provisions in the Higher Education
Act to provide a way for the Federal Government to ensure, should the need arise,
that students and families can continue to access FFEL loans. These provisions are
called “last resort” for a good reason—they’re the final option for eligible students
unable to access federal loans. At present, the FFEL and Direct Loan programs con-
tinue to meet student needs. Lender of Last Resort provisions remain available, and
guarantee agencies are already using their authorities as needed.

Private loans can also be an important resource for students and families. How-
ever, many who use private loans haven’t exhausted their federal aid. To inform
them of the more affordable Federal options, we’ve created materials like this Fed-
eral Aid First brochure—user-friendly guides on how to apply for and receive Fed-
eral aid.

As early as 2006, my Commission on the Future of Higher Education called for
streamlining the entire financial aid system by addressing the interrelated issues
of cost, financing and consumer information. As you work to reauthorize the Higher
Education Act, I hope you will take this opportunity to simplify the current system,
f\{vhiclh is burdensome and complex, and make it more responsive to students and
amilies.

Already, we’ve worked together to dramatically increase Pell Grants, to address
the needs of 5.8 million low-income students. We achieved the largest increase in
budget authority in 30 years, and the President has once again asked to increase
the maximum annual award in his 2009 budget, to $4,800 per year.

Postsecondary education grows more important by the day, and ever more nec-
essary in our global knowledge economy. Times of economic uncertainty are all the
more reason that Americans will look to higher education to acquire new skills and
knowledge. Together, we can help more of them do so.

Federal student loans are an important part of this effort, and the steps my De-
partment is taking will help ensure that they remain available. Market conditions
are dynamic, not static. As you said in your letter, Mr. Chairman, while “we expect
that overall credit market conditions will soon improve * * * it is only prudent to
prepare now to ensure that these conditions do not negatively impact students

access and afford the invaluable opportunities of higher education.

Chairman MILLER. Thank you very much.
Welcome, Mr. Warder, also.
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Under a previous agreement, Mr. McKeon and I will both be al-
lowed to exceed our initial 5 minutes but not by more than 10 min-
utes. So hopefully it will be somewhere between 7 and 8 minutes
to ask more extensive questions on these two programs.

I think we all agree that we hope that the FFELP program stays
in place and it meets the demand and it sorts out the difficulties
that have been imposed upon the various lenders by the rather
dramatic shift in the credit markets. But I would like to run
through the Lender of Last Resort program with you because that
is where we have had some experience in the sense of preparation
back in 1998 when we thought that some lenders might leave the
field. Then-Secretary Riley put in place a program and an agree-
ment with the guaranty agencies for those loans to be made if nec-
essary.

And maybe, Mr. Warder, you can tell me, has that agreement
been reviewed, and has that agreement been updated with the
guaranty agencies?

STATEMENT OF LAWRENCE A. WARDER, CHIEF FINANCIAL
OFFICER, U.S. DEPARTMENT OF EDUCATION

Mr. WARDER. Yes. We have asked all of the agencies—we have
gone out to all of the 35 guaranty agencies and asked them to sub-
mit to us what their current plans are. We have reviewed those,
and we are in the process of issuing guidelines on how you would
implement Lender of Last Resort in the instance that it is needed.
So those guidelines will be going out in the coming week, along
with any suggestions on how to improve the agreements that they
currently have. Again, this has been a rarely used program over
the last few years, so what we are doing is updating it, making
sure they are consistent, in the best interest of both the tax payers
and the students.

Chairman MILLER. And you expect those guidelines to be in place
when?

Mr. WARDER. We are sending them out next week, so we would
expect them to be in place in the near future.

Chairman MILLER. And then how will you determine whether
they are operational or not?

Mr. WARDER. We will go out and meet with the GAs either collec-
tively or individually to review the program and make sure that
they have the financing capability to in fact act as Lender of Last
Resort or have another lender who can do that.

Chairman MILLER. Well, Lender of Last Resort, as I understand
the program, is the Secretary in that case?

Mr. WARDER. Actually, the Lender of Last Resort in the current
environment, since there is no longer a national, the Lender of Last
Resort is the guaranty agency. Our relationship is with them.

Chairman MILLER. But they turn to you to be capitalized?

Mr. WARDER. Generally, no. That would be only in an absolute
last resort.

Chairman MILLER. That is what I want to talk about.

Mr. WARDER. Their obligation is to have the financing capability
in place and use it.

Chairman MILLER. As I understand the 1998 agreement, that
agreement was in place, so then the Secretary, if necessary, turned
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to the Treasury to fund them so that they could make those loans.
That is not your understanding?

Mr. WARDER. Let me ask our general counsel who can probably
respond to that better than I.

STATEMENT OF KENT D. TALBERT, GENERAL COUNSEL, U.S.
DEPARTMENT OF EDUCATION

Mr. TALBERT. Mr. Chairman, as I understand the 1998 plan that
the prior administration had, it had a list of eligible lenders, enti-
ties that would be able to make loans of last resort should the need
arise. But, again, it is the guaranty agencies and then eligible lend-
ers if the guaranty agencies are not providing Lender of Last Re-
sort loans who make the loans available.

Chairman MILLER. But the guaranty agencies, as I understand
the 1998 agreement, turn to, if necessary for capitalization to make
those loans, turn to the Secretary of Education who then turns to
the Treasury.

Mr. TALBERT. Certainly the Lender of Last Resort statute pro-
vides for advances, that advances can be made should the need
arise when certain criteria are met.

Chairman MILLER. We are working on the scenario where the
need arises. What I want to know from you is if you understand
that that is your legal authority and you have the ability to do
that?

Mr. TALBERT. Yes, we understand the statute, yes.

Chairman MILLER. And you have the ability to do that?

1\{[{1‘. TALBERT. Certainly, the administration has the ability to
make

Chairman MILLER. Have you road tested it? Have you turned to
the Treasury and said, if we have to make a demand on you for
$100 million or for $5 billion, will we be able to have that demand
met so that we can give it to the guaranty agencies to make these
loans if that is the shortfall that exists at that time?

Mr. TALBERT. Certainly, again, the authority is

Chairman MILLER. I know the authority exists, sir. I am asking
whether or not if you have asked the operational question? We had
a lot of authority going into Katrina, but nobody asked whether or
not we could do it, whether we could do it in the sense—could we
physically get people out of there, people there, water, all the rest
of it? I am asking you, operationally, have you sat down with the
Treasury Department and asked them, if we turn to you and make
a demand on short notice, because most of the things that have
taken place around the credit markets have come to a surprise to
everyone, including those involved, could you do this?

Mr. TALBERT. We are having ongoing discussions within the ad-
ministration, including——

Chairman MILLER. So you have not received an answer to that
question of whether or not, if you make a demand, that demand
can be met?

Mr. TALBERT. Again, Mr. Chairman, we are having ongoing dis-
cussions in the administration about this particular matter.

Chairman MILLER. Well, I hope you are not standing in 8 feet of
water and a lot of students around you looking for relief and you
are having ongoing discussions. The purpose of this hearing is to
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push those discussions so an agreement and an operational plan is
arrived at.

Mr. TALBERT. Well, again, our position now is that, again, no bor-
rower has been unable to obtain loans.

Chairman MILLER. I understand that. This isn’t about the envi-
ronment.

Madam Secretary, we have been through this. This isn’t about a
well operated system. We hope that the FFELP program is in
place. We have been notified by lenders that they will not partici-
pate. We have been notified by lenders that they hope they will be
able to continue to participate. We have been notified by lenders
they expect to participate but are not quite sure how long. And all
of them have said they suggested there would be a gap. Rather
than operating on the theory that nobody has notified you, what
will you do in July and August if in fact the gap appears, and how
seamless will it be?

Secretary SPELLINGS. As you know, Mr. Chairman, the 35 guar-
anty agencies exist. We have reached out to them. We are looking
at their plans. They have been uneven. They need to be made cur-
rent. That is the guidance that is going to them next week. We will
evaluate their capacity to seek financing should that case occur,
and obviously, if not, we are the lender of very last resort.

Chairman MILLER. Have you spoken to the Treasury about that?

Secretary SPELLINGS. We have; my staff has. I have spoken with
Secretary Paulson once, and I will be meeting with him next week.
I can assure you I will be asking him that very question, very spe-
cifically. I think at the moment, we are getting a beat on the capac-
ity of the guaranty agencies who are now updating their plans ac-
cordingly. Yes, I will ask him that.

Chairman MILLER. And do you need to arrive at an agreement
with those agencies?

Mr. TALBERT. Well, the agencies have their plans and procedures
in place now. Again, we are reviewing those to make sure that they
are adequate and good to go.

Chairman MILLER. Let me just suggest that if you look at the
1998 agreement, there was just a modest little modification for that
agreement with the law. Today a borrower has to run around and
find out that two lenders have turned that borrower down. A sug-
gestion was made in 1998 that an institution could stand in the
shoes of that borrower and make that decision and turn to the Fed-
eral Government and therefore be able to invoke the Lender of Last
Resort. A modest change, but could be very important in terms of
being able to answer the question from a student or family, will the
money be here so I can start school this coming semester? It is
those kinds—you know, a number of these agencies, they prepared
for this. A number of the people who were there in 1998 are still
here today. And somehow, I think, rather than sort of this arms
distance length, you ought to get in the same room and say, what
are the agreements we need so this plan will be operational if you
pick up that phone at 3:00 in the morning and have to call one of
them. That is the best I can come up with. I want to know they
say, we are ready to go.

Secretary SPELLINGS. As you know, none of that was needed in
1998.
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Chairman MILLER. I know that. That was because it was solved
by a change in the law. We can change the law until hell comes
home, and it is not going to unfreeze the credit markets from this
Committee.

Secretary SPELLINGS. We will be ready.

Chairman MILLER. And then with respect to the direct lender
program. My understanding is that essentially, if you are making—
if you are eligible for Pell Grants as an institution, you are eligible
for the DL program, but you still have to sort of make application
and be certified?

Secretary SPELLINGS. That’s correct. And 850 institutions, if you
will, sort of have that franchise.

Chairman MILLER. Right. And they sort of leave it over there in
reserve, and they continue in the FFELP program?

Secretary SPELLINGS. That is correct.

Chairman MILLER. I am just asking whether it would be prudent
or not to suggest that other institutions may want to be
precertified. Again, if they don’t need it, they can leave it over
there, continue in the FFELP program and go on about their busi-
ness. Because, again, you know, schools have deadlines for applica-
tions, for receiving funds and all the rest of this and very small
glitches can be leveraged into major disruptions in students’ lives.
I have suggested to the institutions in my area that is what they
may want to consider; that, one, they clearly understand what the
arrangement is with their guaranty agency, and they clearly under-
stand if they want, how they get certified and eligible for the Direct
Lending program, and then we hope that this gap will not exist.

Secretary SPELLINGS. I think they do understand that. There is,
and frankly the private sector has led the way on establishing inop-
erability and protocols. We are updating our system in the Depart-
ment so that those transitions can be made if necessary. I would
also say, and I know you are well aware, that institutions, were
they to turn to Direct Loan, obviously that places additional sort
of an administrative burden on them that now you know lives in
the marketplace. And so I think they are evaluating those issues
now. They make those choices, and we are ready to support them
in whatever choice they make.

Chairman MILLER. Also in our discussions with some of the guar-
anty agencies they are very concerned about whether or not this
system will—they believe this should be prepared on an electronic
basis; that if the Lender of Last Resort programs are necessary,
that they reflect an electronic processing environment. And, again,
I don’t know if you have run the traps, operationally, whether or
not you can do that or not, because you may have to handle a sig-
nificant volume of loans in a very short period of time, and that
is not going to work absent an electronic environment.

Secretary SPELLINGS. As I understand it, there is increasing
interoperability across this sector, including our work at the De-
partment of Education.

Chairman MILLER. Mr. Warder, is that your understanding?

Mr. WARDER. Yes, it is. The institutions that are FFELP institu-
tions generally can switch from lender to lender very easily. We are
in the process of putting in place, and this will take a few months,
the ability to tap into that same network so we can look like a
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lender just like the other FFELP lenders. Currently, today, we
have a process that can get somebody ready and certified within
one to two weeks. Then it is how long, how sophisticated is the in-
stitution in implementing whatever changes they need to make in
order to access direct loans.

Chairman MILLER. So, again, if they make that demand in July,
you say it takes about two weeks?

Mr. WARDER. It is two weeks to get the authorization. Then it
is whatever their implementation time frame is to get their own
procedures and processes in place.

Chairman MILLER. I think I will stick with my advice to my in-
stitutions; they ought to consider doing that now since you are
talking about several months to be electronically able to do this.
That sounds like June. And if they make a demand, it is two weeks
for the application and then for whatever negotiations. I would sug-
gest they may want to do it now.

I thank you, and my time has expired.

Mr. McKEON.

Mr. McKEON. Thank you, Mr. Chairman.

Chairman MILLER. Could we just have the counsel state your full
name for the record? I am sorry.

Mr. TALBERT. Kent Talbert.

Chairman MILLER. Thank you.

Mr. McKEON. Thank you, Mr. Chairman.

I came to Congress in 1992, the same time as President Clinton.
One of the things he campaigned on was Direct Lending, and that
was quickly put into place. And a lot of the schools jumped into Di-
rect Lending, and I think they got up to 30, 35 percent of the loan
volume. And then, over the years, we did the reauthorization in
1998, and one of the things we did was adjust the interest rate.
And one of the concerns I had was that FFELP lenders would be
dropping out of the program, and that has happened. And then we
tried to have a level playing field. I know Mr. Kildee and I agreed
on that. The Secretary at the time, the administration, didn’t, and
there were things done during that administration that pushed
people into Direct Lending.

But over the years, the market has reacted, and FFELP had
about 80 percent of the business and Direct Lending about 20. We
had problems with Direct Lending back when they had to shut the
program down because they couldn’t keep up with demand. And we
have seen this kind of a problem over the years. In 1995, we cut
the FFELP lenders $18 billion out of their subsidies. More lenders
dropped out of the program. And then, last year, the same thing
was done, another 518 billion. And now we are looking at, gee,
maybe we have a problem. I think it doesn’t take a lot to realize
that if you cut the subsidies to the point where lenders no longer
can make a profit, why should they stay in the business. There are
other things they can lend.

One thing that is helping us right now ironically is, because of
the problem in the housing market and the lack of funds, there is
less interest for the banks to move in to making home loans, and
so there is still some interest in staying with making student loans.
But the loan consolidation companies have gone out of that busi-
ness. FFELP lenders I know have laid off a lot of people because
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they are getting out of the business. I am hearing from schools, it
is like there is a disconnect.

Madam Secretary, you say that you are not hearing from schools
that there is a problem. I am hearing from schools that there is a
problem. And I am hearing from schools that they have been told
that lenders will not make loans to their students, especially in the
proprietary area; that the cost of direct or of private loans is a lot
more to students than the federally backed loans. And so, where
we passed this bill to cut the cost of college, we have actually in-
creased what students are going to be paying in interest for their
loans. Have you heard from any proprietary schools that they have
been told that their students will not be able to get loans?

Secretary SPELLINGS. Well, as I said, Congressman, we have
reached out to every institution. We have heard some limited cases
of contraction where they have been able to readily find another
lender in those cases to date.

Mr. McKEON. Well, okay. I am glad we are having this hearing
because I think a few months from now, we are going to look back
on it and say, you know, where did all this stuff come from? I think
the question that the chairman just asked, can you come up with
$1 million or $5 million, we are talking $60 billion that we are ex-
pecting the FFELP lenders to make this year this summer and fall
for students to get into school. And if that has to all of a sudden
be found, I just see a very serious problem coming down the pike.
And I hope this hearing is soon enough that there is a wake-up call
that you are able to work together with the Treasury and are able
to come up with substantial funds that students that don’t have a
clue what is coming down the pike when they go in to meet with
their Federal financial aid officer, that you are able to make sure
that there is sufficient money in the pipeline that either through
FFELP or through Direct Lending, they will not have a glitch and
that the interest rate will not be such that it drives up the cost of
their education. Do you feel confident that this will be the case?

Secretary SPELLINGS. We are taking every step possible to ensure
that that is the case. As I said, we have reached out. We have
plans. We are meeting regularly with Treasury. As I said, I am
going to be meeting with Secretary Paulson next week and, you
know, will provide additional assurances and ask them those very
questions. We are still in the fact-finding mode about what the ca-
pacity, what the potential gaps might be. As you are also aware,
lenders have likewise stepped forward and said that they do intend
to and will make FFELP loans this year.

Mr. McKEON. It is my understanding that you are talking and
have talked to Secretary Paulson and other officials within the ad-
ministration to help you monitor the credit markets. Can you tell
me about those conversations and whether officials outside of the
Department of Education are concerned about students’ access to
lending?

Secretary SPELLINGS. Well, clearly, Congressman, we are talking
very regularly, daily with our colleagues within the administration,
obviously, about all these provisions. And likewise, as you are
reaching out to the community more broadly; guaranty agencies,
institutions, banks, lenders, all of those affected. So, yes, we are
monitoring regularly.
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Mr. McKEON. Mr. Chairman, thank you.

I will yield.

Chairman MILLER. Thank you.

Mr. ANDREWS.

Mr. ANDREWS. Thank you, Mr. Chairman.

Thank you, Madam Secretary, for working with us to solve what
I hope is a hypothetical problem that never comes. But the virus
that spread throughout the credit markets in this country counsels
us to pay attention. And I know you are. And I wanted to walk
through with you some of the Chairman’s questions about the
Lender of Last Resort program. I hope we don’t need it. But if we
do, there is a couple of mechanical steps that I want to see if you
would be willing to be supportive of. I know you have the author-
ity. I think we have established that. The question is whether you
would be willing to embrace certain principles to get this up and
running, should it be needed.

First, how about school-based qualification rather than student-
based? The existing procedure is that a student has to demonstrate
that he or she has been turned down by at least two lenders. What
do you think of the idea of having some threshold, or if we hit that
threshold, that the whole school is eligible and every student at
that school is eligible for a loan under the Lender of Last Resort
program; do you support that?

Secretary SPELLINGS. Well, again, we are engaging with the
guaranty agencies about those sorts of thing. As you may or may
not know, various lenders and schools have different types of ap-
proaches for different types of students. So, for undergraduates,
they may seek one route; for graduate students, they may seek an-
other. And so I don’t think we know enough yet to answer that
question.

Mr. ANDREWS. When do you think you might know? Because here
is what I am worried about, you get a student from—a first in a
family to go to college, and it is July 15th, and she goes to a bank
and fills out these papers and the bank says, sorry, we are not
making any more student loans. There is a very high probability
she just stops, because she is not someone who is used to dealing
with bureaucracy and these kind of things, she just stops and
doesn’t go to school. I just think, as happened in 1998, that some
metric ought to be established that says, if this happens to a cer-
tain critical mass of people, then let us switch to a deal where the
school can apply for LLR participation and everybody at the school
is eligible if they fit the other criteria. I would urge you to do that
and think that through. Second is, how about electronic loan proc-
essing? If we are mailing documents back and forth on August
25th, there is going to be a lot of people who don’t go to school. Not
to mention, by the way, the technical and career schools which
have a revolving calendar. This is already happening at some of the
schools that are trying to enroll people for courses that start April
1st or March 25th. It isn’t just with courses with a traditional cal-
endar that starts up around Labor Day. How many of the guaranty
agencies and schools are ready to process these loans in an elec-
tronic processing context? Do we know? How many of the agencies
are ready to do that?
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Mr. WARDER. Are you asking about the GAs, are they prepared
to do it?

Mr. ANDREWS. The guaranty agencies, yes.

Mr. WARDER. I don’t know. We are looking at their capabilities
around Lender of Last Resort as we speak.

Mr. ANDREWS. When do you think we would know? I think there
are 36 guaranty agencies, you said, right? I think the optimal situ-
ation would be that all 36 could originate, process and fund loans
electronically to the extent possible. If that—do you agree that that
is a standard?

Mr. WARDER. I would agree that is an objective. In fact, the
schools through their normal FFELP program or DL program do
process them electronically. However, we do need to look and see
how well prepared the GAs are on the LLR.

Mr. ANDREWS. That is right, because, frankly, the schools being
able to do it is only half the battle, and that is 20 percent of the
schools, right, that are in the Direct Lending program? So, again,
if we are using 1965 technology to send these documents back and
forth, and we have a huge spike in loan volume, it isn’t going to
happen.

The third thing I would urge you to consider is permission for
the guaranty agencies to sell these loans, these LLR loans, if a
marketplace exists, to be able to sell those loans in that market-
place to be liquid again. My sense is they already have the legal
authority to do that and for purposes of keeping them viable. What
is your position on that, that if they have a bundle of LLR loans,
we think they have the legal authority to turn around and sell
them to cash them out? Do you, and if so, would you support that?

Mr. TALBERT. There is no prohibition on selling the loans. Now,
if advances are made, the guaranty agency would need to hold onto
the loans because the Department can demand that they be as-
signed back to the Department.

Mr. ANDREWS. I would urge you to rethink that, because as long
as the Federal taxpayer interest is protected I think increasing li-
quidity in the system is a huge value. The following thing, I would
say, is I would urge you to take a look at the testimony from the
witness from the University of Maryland who is about to come up,
the financial aid director. And she lays out the case of a first-year
residential student that falls $3,600 short of what she is going to
need, even after she maxes out on the Federal programs. I would
urge you to think about how we are going to capitalize PLUS and
private gap loans in this environment should that eventuality occur
as I think it already is.

Secretary SPELLINGS. Clearly that is the sort of thing that we are
describing in the new materials that we are making available. Con-
gressman, one thing that strikes me about your various questions
is the need for us to, and certainly I commit this to Chairman Mil-
ler, to communicate regularly with you about what we find as we
survey guaranty agencies as to their electronic capacity or lack
thereof.

Mr. ANDREWS. I see my time is up. I certainly hope that is the
case. I think you heard from both the Chairman and Mr. McKeon
a bipartisan interest in working this problem through, not assign-
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ing blame, but avoiding the problem and trying to solve whatever
comes along. Thank you very much.

Chairman MILLER. Mr. Keller.

Mr. KELLER. Thank you, Mr. Chairman.

And I am very concerned about the impact of the credit market
on the student loan programs and on the ability of students to gain
access to college.

Madam Secretary, let me ask you a couple of questions relating
to the FFELP and the direct loan program. As you know, four out
of five schools use the FFELP program rather than the direct loan
program, I believe, because there are many advantages that the
FFELP program has in terms of the ability of these lenders to offer
low origination fees, lower rates, better repayment benefits, if they
so choose. On the other hand, there are many good advocates in
government for the direct loan program as well.

In your testimony, you said that you have been tracking inquir-
ies daily into the direct loan program. Have you seen any increase
in the number of inquiries from schools considering switching to
the direct loan program?

Secretary SPELLINGS. A small number, Congressman.

Mr. KELLER. You mention that there are 850 schools authorized
to make direct loans, but they have chose to remain with the
FFELP program. You are not suggesting, are you, that those
schools who are authorized to be in the direct loan program but
curl‘*?ently use FFELP should switch to the direct loan program are
you?

Secretary SPELLINGS. Absolutely not. And I do think it is impor-
tant to—you know, obviously, financing is not the core mission of
higher ed institutions. And they enjoy having the capacity of serv-
ice and other features that benefit students, you know, live in the
private sector as opposed to having to create those structures inter-
nally themselves.

Mr. KELLER. We have heard about the Lender of Last Resort pro-
gram. Just by the way that that is set up with the Federal Govern-
ment having to turn around and pay the guarantors to make the
loans, while there certainly seems to be a benefit of having that
last safety net there, isn’t it also true that if we were to go to the
Lender of Last Resort model, it would in fact be even more costlier
for the taxpayers than either the FFELP program or the Direct
Lending program?

Secretary SPELLINGS. That is correct, as we would be liable for
100 percent of the default. We are also working with OMB to cal-
culate the potential costs of those issues at various levels should
that occur, and we will share that with you as we do.

Mr. KELLER. Now, as we look at this potential crisis there doesn’t
seem to be yet a crisis from your testimony, it seemed that there
are different levels of exposure right now in the student lending
world. For example, and I want to ask your opinion, if you were
at a school that has the FFELP program or direct loan program,
pretty good graduation rates, low default rates, chances are you are
going to be in good shape in getting your federally backed student
loan this year; correct?

Secretary SPELLINGS. I would think that would generally be true,
yes. Large public institutions, that sort of thing.
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Mr. KELLER. Now, let us go to the other extreme. Let us say that
you were at a private career college that has a pretty high tuition
and your federally backed student loan doesn’t cover everything, so
you have to go out and get a private loan to cover the difference.
If you have

Secretary SPELLINGS. As is currently the case, of course.

Mr. KELLER. Right. And obviously, in that scenario, they look at
your credit score, or your mom and dad’s credit score; there is no
Federal backing. And if you happen to be at a school with a high
default rate and a low graduation rate and you or your parents
don’t have a pretty good credit score, you are exposed in terms of
your ability to get a competitive low interest loan; is that right?

Secretary SPELLINGS. Well, obviously, there is a guaranty agency
that surrounds that type of institution. And as you know, there is
no credit check when that Lender of Last Resort provision is in-
voked. So, ultimately, that student gets financing.

Mr. KELLER. Right. But at a higher rate just because the market
determines the financing. And if money is tight and your credit
score is low, inevitably those students in this type of credit crunch
are going to be faced with higher student loan interest rates?

Secretary SPELLINGS. In the private sector, in the private mar-
ket, yes.

Mr. KELLER. Correct. From your conversations with the Treas-
ury, Secretary Paulson, and other officials within the administra-
tion, what is your level of optimism that, at least with respect to
the next 12 months, the existing federally student backed program
will be sound moving forward for young people in America?

Secretary SPELLINGS. My level of optimism is high, and my level
of hope is higher, obviously. But even notwithstanding that we are
going to be fully prepared to react to whatever situation confronts
us. Obviously, it is completely in the context of the overall eco-
nomic picture. And you know, as such, student loans will be impli-
cated if situations worsen generally. But you know, I think we are
taking all necessary steps, not only in this arena but in the admin-
istration more broadly, to stem that.

Mr. KELLER. Thank you, Madam Secretary.

My time is expired.

Chairman MILLER. Mr. Scott.

Mr. ScorT. Thank you, Mr. Chairman.

Madam Secretary, let me follow up on that because I was a little
confused by the answer. Whatever school you go to, if you apply for
a loan, I thought you indicated that no one so far has been denied
a loan that is looking for a loan. Is that right?

Secretary SPELLINGS. To our knowledge, that is correct.

Mr. ScoTT. And wherever you go, the interest rate you will pay
on that guaranteed loan will be the same whether it is a fancy
school or not?

Secretary SPELLINGS. What Congressman Keller was asking
about, I believe, was loans in the private sector. Certainly that is
true up to the limits within the Federal financial aid system. Obvi-
ously, private loans, interest rates, can and do vary.

Mr. ScotrT. But up to that limit, credit worthiness is not a factor?

Secretary SPELLINGS. That is correct.
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Mr. ScoTT. Traditionally student college assistance has been in
the form of loans, Pell Grants and work study. It seems to me that
we are leaning much more heavily on loans than we traditionally
have. Can you comment on the direction we are going in and
whether that is a healthy direction?

Secretary SPELLINGS. Well, as you know, together we have
worked hard to raise that Pell Grant. And I agree with you; I
mean, with tuition rising as rapidly as it is, we are having a hard
time keeping up with those increases. And I think the system,
while we are obviously talking about a critical symptom today and
certainly at this time, there are certainly bigger issues throughout
the entirety of the system about affordability and transparency and
levels of aid and so on and so forth. But, yes, I think we have to
continue to work to increase need-based aid, and we have.

Mr. ScoTT. How many students are participating in the income
contingent repayment plan?

Secretary SPELLINGS. How many students?

Mr. WARDER. I don’t know. We will have to get you that. I am
not sure how many are.

Mr. ScorT. Many?

Mr. WARDER. It is a reasonable number, but I couldn’t even give
you an estimated percentage.

Mr. Scort. What about the loan forgiveness plan which passed,
several bills that allow loan forgiveness if you go into certain pro-
fessions? Have those plans shown any evidence of encouraging stu-
dents to get into those fields?

Secretary SPELLINGS. We are in the process of implementing
those. As you know, they are fairly recently passed and are in the
rule-writing process. And we can certainly get you the numbers of
people who get teacher loan forgiveness and some of the things
that are on the books. I don’t have that off the top of my head, but
we can get that for you.

Mr. Scorr. I yield.

Mr. McKEON. Back to the question you were asking and the
question Mr. Keller was asking. If a student has used all their
help, the Pell grant, and they get the full Federal financial aid
loan, and they still need a gap loan, the Lender of Last Resort
doesn’t kick in there. That is a private loan, and they would be—
and if they can’t get that loan, they are out. And that is one of the
students that I am really concerned about.

Mr. ScotT. I reclaim my time. If you have used up all your Pell
grant, all your loan eligibility, you are on your own to find the rest
of the money. Your credit worthiness and everything else comes
into play.

Secretary SPELLINGS. That’s right.

Mr. ScorT. That is why we need to make sure that the Pell
grants cover more of a portion and work study covers more of a
portion so that the loan amount will in fact cover their full edu-
cation.

Secretary SPELLINGS. What we are engaged in today is a discus-
sion around 26 percent of the full financing of education. That is
our discussion. The other 24 percent of those resources come from
States, from families, from home equity loans, often credit cards,
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on and on. We are talking about this slice of the pie that we have
jurisdiction over.

Mr. ScoTT. We measure the school’s effectiveness in loan repay-
ment on a default rate. If a school has a high default rate, they
may become ineligible for participation in the student loan pro-
gram; is that right? If you exceed the default rate, is that right?

Mr. WARDER. Well, there is a threshold on default rates on the
2-year cohort default rate that if they exceed it, the schools are out
of the program.

Mr. ScotrT. It seems to me that that is a poor measure of how
well a school is doing in having the payments repaid, because it
seems to be more a function of who you admitted than how hard
you are working to get the payments back. If you had a first gen-
eration college student, low income, someone with marginal grades,
you are discouraging colleges from opening their doors and giving
people a second chance and limiting them to those who are credit
worthy when they walk in. Is there some other measure that we
could use other than a default rate?

Mr. WARDER. Well, we do use a number of measures, that being
one of them. Certainly they need to be accredited and have an ap-
propriate amount of their financing coming from other than Fed-
eral sources. So there are multiple measures.

Mr. ScoTT. But the default rate, if you exceed the default rate,
you are out, period?

Mr. WARDER. But very few have exceeded the default rate. With
a change to a 3-year default rate, that may be different. But cur-
rently, there has been very few suspended for default rate.

Secretary SPELLINGS. Congressman also, as you know, through
the accreditation process, issues of financial management, financial
solvency, are absolutely part of that gateway. That is what gets you
a proxy of eligibility for Title IV aid in the first place. And so I
think that is probably more appropriate for the accreditation dis-
cussion or is implicated more in the accreditation discussion than
in this arena.

Chairman MILLER. The gentleman’s time has expired.

Mr. Hare?

Mr. HARE. Thank you, Mr. Chairman.

Welcome, Madam Secretary.

You stated in your testimony that you and your department are
monitoring the situation, the student loan industry, and you are in
contact with schools and students, et cetera. By these actions, you
say you will be prepared to act, should there be a shift in the origi-
nation trends.

Could you maybe explain a little bit more about what you mean
here? In other words, what would be the first steps you would take
if you see a shift?

Secretary SPELLINGS. Well, as you know, it would be largely fact-
specific. But I think the tools that are available to us I have de-
scribed as support for the Direct Loan program should it become
necessary, use of the Lender of Last Resort provisions should that
become necessary. Those are obviously the main two tools that are
available to us, the Department of Education, should such a situa-
tion arise.
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Mr. HARE. Are there any other resources or authority that we,
the Congress, can provide you to yield quicker and more aggressive
responses should we find ourselves in a major-league crisis here?

Secretary SPELLINGS. We believe that the statute that you all
have described is adequate to respond to this situation. But I re-
serve the right to come back and tell you otherwise in the near
term if it is not. But we believe, as you indicated in your opening
statement, Mr. Miller, that it is, that we do have the tools avail-
able.

Mr. HARE. And then just lastly, you said, in addition to the Lend-
er of Last Resort in the Higher Ed Act, are there other measures
that you are aware of, that are authorized in the law, that allow
you to respond to a certain crisis that you may encounter in the
student loan industry?

Secretary SPELLINGS. Are there other tools available besides the
ones I described?

Mr. HARE. Right.

Secretary SPELLINGS. Well, I know some have suggested things
that reflect in the credit market more broadly that are issues that
Treasury would have jurisdiction over with respect to the Federal
Home Loan Bank or the Federal Reserve or other mechanisms like
that, but not that are within the discrete discretion of the Depart-
ment of Education.

Mr. HARE. And lastly, my colleague Mr. Andrews’s suggestions
that he laid out—I thought every one of them made perfect sense.
And I think they would go a long way toward helping, should we
have a problem here. And who knows whether we are going to have
one or not, but I think it is better—you know, the old adage is, bet-
ter to be safe than sorry.

So I would hope that you take those into consideration, because
I think Mr. Andrews is right on point with each one of these three
that he brought up specifically, you know, to you as recommenda-
tions. And I would hope that you take a look at them and maybe
get back with us and see if those can’t be implemented. I think
they make a lot of sense and go a long way toward helping if we
have a problem here.

Secretary SPELLINGS. May I say—and I fully expect to do this—
that, as we gather information about capacity and gaps and so
forth as we interface with these guaranty agencies and the like,
this guidance we are issuing next week and so forth, I look forward
to sharing this. This is very much an iterative, organic, dynamic
situation. And we will be in close communication between now and
August, I assure you, Mr. Chairman.

Mr. HARE. If I could, I would like to yield the balance of my time
to my friend, Mr. Andrews.

Mr. ANDREWS. I appreciate it. I just wanted to ask one quick fol-
low-up question. I thank my friend for his compliment and appre-
ciate his help.

Madam Secretary, do you think some sort of Federal guarantee
facility is necessary for the gap loan situation that Mr. McKeon
talked about, that others have raised? The person who is $2,000 or
$3,000 short under the Federal programs, has read your brochure,
but is maxed out? How do we attract capital into the system to
help that person who is in the subprime market borrow money?
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Secretary SPELLINGS. You mean essentially a guarantee of pri-
vate loans that would work like that? You could certainly——

Mr. ANDREWS. I am asking what you think the strategy would
be to help attract capital to that market for those gap loans. What
would work?

Secretary SPELLINGS. Well, I would say, you know, I think that
we have a great deal of work to do, frankly, on the cost side before
we talk about, you know, additional supports for private lenders.
I think we have not done enough to make transparency about cost,
to make information available about how to maximize Federal aid.
I mean, lots of kids with private loans still have money on the table
federally. So I think we have some work to do.

Mr. ANDREWS. But many do not. But many do not. I appre-
ciate

g{l?lairman MILLER. If the gentleman would yield just for a sec-
ond?

Mr. ANDREWS. Yes.

Chairman MILLER. Just to the last point the Secretary made, 1
think we have looked at one and maybe a couple of studies that
have suggested about 50 percent of the students have not maxi-
mized their access

Mr. ANDREWS. Right.

Chairman MILLER [continuing]. To government loans, but they
are under intense marketing pressure sometimes, and they turn to
the private loans prematurely.

Mr. ANDREWS. Right.

Chairman MILLER. And, of course, then they find out that they
could be in trouble.

So we are not quite clear yet. I mean, clearly there are students
who need that private loan to fill that gap, to make that tuition
and cost. But there is a good number of students and families who
have turned to private loans without maximizing the Federal pro-
gram. And that is a matter of educating people, to make sure that
they do that.

Secretary SPELLINGS. And simplification. I mean, I think one of
the things that you can see from this chart——

Chairman MILLER. That is in the conference committee.

Secretary SPELLINGS [continuing]. Is this is a very difficult sys-
tem to interface with. And I think we could do a lot on the sim-
plification side that would help students maximize the rate.

Chairman MILLER. It has been suggested it is easier if these stu-
dents and families went to the World Bank, they would be more
likely to get a loan, than if they accessed this system of banking.

Secretary SPELLINGS. I sometimes say it is like we are trying to
keep them out.

Chairman MILLER. With Mr. McKeon’s help, we are going to sort
that out in the conference committee.

Mr. Davis?

Mr. DAvis OF TENNESSEE. Thank you, Madam Secretary, and
thank you for understanding the pressure that students and fami-
lies are under.

One of the things that we need to do, as they are looking for
money to pay for higher education, is understand that we need to
do everything we can to lower the cost of higher education. Because
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one of the things I see is, as we put more money in, the cost of
higher education goes up. And then there is a need to put more
money in, and then the cost of higher education goes up. And that’s
where families are really feeling it, back in my district in east Ten-
nessee. And thank you for understanding that.

And, with that, I would like to yield the remainder of my time
to Mr. McKeon.

Mr. McKEON. I thank the gentleman for yielding.

Madam Secretary, can you describe how you plan to monitor the
market beyond waiting for responses from college presidents and
their financial aid offices?

Secretary SPELLINGS. Larry can speak to that, as well.

But, as I said, we have written every single one of them and
asked for a response if they saw any problems. We have heard from
about 60 to date.

Mr. McKEON. You have heard from 60?

Mr. WARDER. Yes.

Mr. McKEON. Out of?

Secretary SPELLINGS. More than 4,100.

Mr. WARDER. We are doing some other monitoring, as well. Obvi-
ously, we read the newspapers, as you do, and when we hear of a
lender discussing either withdrawing, reducing or whatever their
FFEL support, we immediately contact all of those schools that
have 50 percent or more of their volume with that lender. And
every time we have run into one of those, we have contacted them
and they have been able to line up another FFEL lender. So we
continue to monitor those situations. Any wind we get, we are on
the phone with the schools to see what their intent is.

Also, we monitor every month the originations that occur, both
in FFEL and in DL. And so far there has been—I mean, it looks
just like every other year. But we are watching our data, as well.

Mr. McKEON. In your statement, you state that the Department
supports both the FFEL program and the Direct Loan program.
Haven’t we already failed the FFEL program if you find that the
Lender of Last Resort provision needs to be implemented?

Secretary SPELLINGS. Well, I don’t believe so, Congressman. I
think that this industry is—and, obviously, people with far greater
expertise, like Chairman Bernanke, have asserted this also—this is
a viable sector of the financial market. Obviously, it is impacted by,
you know, broader things in the credit market. But we look for-
ward to that being, sort of, stabilized over time and that it will con-
tinue to be and has been a very financially viable sector.

Mr. McKEON. Do you have any reports or information as to how
many people have been laid off as a result of the—you know, work-
ing in the FFEL program, that have been laid off because of compa-
nies pulling back?

Secretary SPELLINGS. I don’t have a total number. I, too, have
seen anecdotal reports of that, but I do not a have a total number
in the industry.

Mr. McKEON. The last report we have is it is over 2,000 people.
And those people were working in making those loans. And if they
are not now working in that, I am sure there has been a pull-back
that—you know, where you are monitoring loans being made right
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now. We are not in the season of loans being made. It would be
interesting to see

Secretary SPELLINGS. Right.

Mr. McKEON [continuing]. What starts happening by June, July.
And then if we find out there is a serious problem in August, it is
too late.

It is my understanding that the Pennsylvania Higher Education
Assistance Authority, PHEAA, has stopped making loans in Penn-
sylvania.

Secretary SPELLINGS. Originating.

Mr. McKEON. Originating. And do you know of an example of
how the Department is assisting institutions within the State to
find other lenders? Do you know how successful they are being?

Secretary SPELLINGS. There are about 40-some-odd or so that
have—17 institutions are new entrants. In other words, they are
just now becoming eligible for Title IV aid and so forth; they are
new to the program. There are some other double-digit number, 40
or so, I believe—do you want to speak to that, Larry?

Mr. WARDER. Again, PHEAA being another lender, we have con-
tacted all of the schools that have 50 percent or more of their origi-
nation volume with PHEAA. And, so far, they have continued to be
able to find another FFEL lender, or, in the case of one large insti-
tution, they switched to DL. They already had the DL authoriza-
tion, and they have announced that they are going to switch to DL.
And that will be a fairly large increase for DL.

Mr. McKEON. I guess that is the ultimate goal anyway, for some
of us.

Chairman MILLER. Not for you.

Mr. McKEON. Not for me. I am not included in that “us.”

Secretary SPELLINGS. Neither am 1.

Mr. McKEON. Thank you very much.

Secretary SPELLINGS. Thank you, Congressman.

Chairman MILLER. Thank you.

Mr. Bishop?

Mr. BisHOP OF NEW YORK. Thank you, Mr. Chairman.

First, let me ask unanimous consent that I can enter into the
record a statement on this subject from Dr. Phillip Day, the presi-
dent of NASFAA.

Chairman MILLER. Without objection.

Mr. BisHOP OF NEW YORK. Thank you.

[The information follows:]
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Mr. Chairman and Members ol the Committee. On behalf of the National Association of Student
Financial Aid Administrators (NASFAA). [ am pleased to offer this statement. [ am Dr. Philip
Day. President and CEO of NASFAA, Formed over forty years ago, NASFAA represents student
financial aid administrators at some 3.000 postsecondary institutions across the nation.

Our association ilustrates the diversity of our higher cducation enterprise with members from
private and public institutions, community colleges, tour-year schools, proprietary schools, and
graduate/professional institutions. At these schools, NASFAA represents approximately 12,000
financial aid professionals who are dedicated to helping families apply for and receive the funds
they need to send their students to coflege. Each year, financial aid professionals help more than
16 million students receive funding for postsecondary cducation. Given the complexity of the
state, federal. and institutional aid programs, it Is necessary to have someone with that kind of
expertise guiding students and families through the process.

1 want to begin by complementing the work of you, Mr. Chairman, and the members of the
committee for all you have accomplished providing additional numbers of students with
opportumities to gain a postsecondary education. The College Cost Reduction and Access Act
(CCRAA) is magnificent lestimony to your commitment to the Title 1V programs.

Just to name two exampies of that commitment found in the CCRAA are the substantial
increases in the Pell Grant maximum award and establishment of the Teach Grant program.
These two programs iflustrate vour devotion to serving the needs of students expeditiousty and
creatively. We applaud mandatory spending increases for the Pell Grant. We likewise welcome
inventive programs like the TEACH Grant that seck 10 help meet the unique needs of specific
students.

The Commiitee on Education and Labor will soon complete reauthorization of the Higher
Education Act. H.R. 4137, The Colicge Opportunity and Affordability Act. also contributes to
vour record of success, LR, 4137 authorizes a $9.000 Pell Grant maximum award. provides
toan forgivencss tor service in arcas of national need, increases loan limits and provides for
additional public service loan cancellations for Perkins loan borrowers. and simplifies the
FAFSA. The bill brings transparency and accountability to the student loan process by
specifically addressing issues from the recent loan scandals. We are especially pleased by Title X
of the House bill that applies FFELP reforms to private cducational toans.

Again, Mr, Chairman, ! thank vou and the Committee for your accomplishments in the 1 1"
Congress that will help so many students and familics. This is a record of success you can justly
be proud of and NASFAA salutes your cfforts and contributions to making college affordable
and making the student uid process more effective and simpler.

Today’s hearing is timely. On Tuesday I wrote to my membership. Here is what [ told them.

Alarming reports in the media about disruptions in the credit markets that are affecting
student loans have many families worvied that they won't be able to get student loans in the
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fall. 1 have assured tinancial aid administrators. students, and parents that the likelihood of
disruptions in federal student loaps remains {ow.

To date NASFAA s not aware ol any student being denied a federal student foan due to
market conditions.

Some news reports fail to distinguish between federal and private student loans, but
understanding the difference between the two is crucial. The vast majority of student
borrowers use Tederal student loans. Federal student loans - hike Perkins, Statford, and PLUS
louns ~ that are backed by the federal government. Federal student loans are not dependent
on borrowers” credit scores: the repayment lerms and conditions are specified by tederal law,
and are better than private loans. Interest rates and fees on federal student Joans will not
increase. Low-cost federal student foans are still available. Even in instances where student
loan providers have suspended their loan programs, other loan providers have stepped in to
[ilt any vacancies.

A far smaller group of students rely on private student loans or other forms of consumer
financing like home equity loans. These students turn to private loans if they cannot cover
their cost of attendance with federal. state. and institutional financial aid - including federal
Toans. Like other consumer loans affected by the subprime mortgage meltdown, private
student loans will be costlier for some borrowers at some institutions this academic year.
However. students and parents should only use private education foans as a last resort. Before
borrowing private loans, students should exhaust all the federal, siate and institutional
financial aid available to them.

NASFAA understands that what is happening in the student lean market is fluid. The liquidity
that exists today to continue tunding federal student loans could be gone tomorrow if the markets
worsen. Of particular concern are the Hguidity problems that state and non-profit secondary
market fenders face. Unlike traditional banks, nonprolit state agencies that operate secondary
markets raise capital through bond auctions. As you know. these bond markets are currently
frozen and they are unable to raise cnough money o provide additional liquidity to other lenders.
Their inability to raisc capital serves as another warning sign that all is not well in the student
loun markets.

Nonprofit loan providers {ill an important niche in the student Joan market and often times
purposclully target low-cost foans to specitic. underserved populations or offer specific toan
benefits to particular populations such as future teachers. nurses and military veterans. These are
the students and families that are often-times overlooked by other tenders and the types of
students the federai student aid programs were created to help. A total departure by state
agencies and nonprofit lenders would be detrimental to students and parents, especially those
attending schools that fenders have deemed “at-risk.” While federal student loans remain
available for the majority of students, we are hearing reports that some toan providers are shying
away {rom schools with students who need Jow-cost loans the most. 1t is conceivable that if the
nonprofit lenders are unable to offer loans this fall the students who would be harmed most
would be from aur community colleges, proprietary schools. and other urban-based public and
private instituitons, Special measures may be necessary 1o assist these nonprofit, state-basced
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organizations io ensure their continued presence in the federal student foan market.

1t conditions worsen to the point where the availability of federal student loans becomes
threatened, the following alternatives are in place.

e The Department of Education could ulifize the "Lender of Last Resort” provision, where
federally-designated guaranty agencies would line up lenders to continuc making loans
to students or would be given funds directly from the government to disburse to
students,

e A school that has a problem accessing federal student loans through the Federal Family
“ducation Loan Program (FFELP) can join the federal government's Divect Student
{.oan program (DL), where the government lends the money directly to students without
using any lender.

To ensurc a smooth financial transition into college this next academic year. NASFAA advises
students and {amilies to apply for financial aid early by using the Free Application for Federal
Student Aid (FAFSA). We are tefling students 10 work closely with their school’s financial aid
office to complete the tinancial aid process - including applying for federal student toans - as
carly as possible. Students and parents with any questions or doubts about the availability of
student Joans or other forms of financial aid should always comact their financial aid office for
specific information.

‘There arc also things that legislators and the Department can do to ensure there are no
disruptions in federal student loans. Schools who are interested in moving to the Direct Loan
Program face many system conversion costs. (fiven that we are only five months away trom the
beginning of fall term. other schools question whether there is enough time to move into the
Direct Loan Program. We advocate the Departiment take extraordinary steps to ensurc that such a
transition is as seamless as possible for schools.

Lender: ast resort provisions should also be examined to ensure that students have direct
access to federal toan funds without some of the roadblocks currently stiputated in regulation.
For example. current ED regulations atlow guarantors to vequire proof that a borrower has been
denied a loan by as many as two lenders before a lender-of-last resort loan can be approved.
This requirement requires diligence and an understanding of the student loan process, which puts
an undue burden on the student borrower. Another example is the requirement that a guaranty
agency act on the borrower’s lender-of-last resort application within 60-days. Certainly. we
belicve most agencies would not take 60-days. But. the tender-of-last resort statutory and
regulatory provisions should be reexamined in Hght of their possible widespread use.

As we move [orward, NASFAA will continue to research and identify workable solutions that
should be taken to ensure the continued availability of federal student loans.

Let me say a word or two about private educational loans. Approximately 25 percent of student
loan volume comes from these educational Joans. Those loans are made when a student’s
financiat aid package (Federal grants, work/study, and loans, plus any state aid or school-based
grants} is insutficient 1o cover their educational costs.
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Our members are telling us that private educational loans are changing for some borrowers. The
credit score needed to secure these loans are rising. Interest rates and origination fees are also
increasing. Access 10 private Joans could be a problem in certain sectors of higher education.
such as proprietary schools. community colleges and urban-based colleges and universities, all of
whom serve a disproportionately farge number of high-risk. cconomically disadvantaged
students. Correspondingly, and to the best of our knewledge. most traditional colieges are not
experiencing access problems.

We believe that as a nation we should do everything in our power se the need and
growing dependence on private student loans. To thut end. NASFAA recommends fully funding
the Pelt Grant Program to prevent the necdiest students from having to borrow at all. We also
believe the campus-based programs should be tunded at suificient levels to help middle-income
families. Finally. we believe the federal student foan programs’ annual and aggregate loan limits
should be signiticantly increased to reduce reliance on private educational toan borrowing end
keep borrowers within the safety of the federal loan programs. In order to accomplish that
objective we want to strongly express our support for Senator Kennedy's amendment
offered on the Budget Resolution to modify the provision establishing a Higher Education
Rescrve Fund to altow for increases in the federal Joan program’s loan limits.

These actions will go a Jong way towards fulfilling the promises made by the Higher Education
Act when it was signed into law nearly 43 vears ago.

When President Johnson signed the Higher Education Act into law on November 8. 1965, he
said, “J Wihen you fook into the faces of your students and your children and your grandchildren,
tell them that you wese there when it began. Tell them that a promise has been made to them.
Teli them that the leadership of your couniry believes it is the obligation of your Nation to
provide and permit and assist every child born in these borders to receive all the education that
he can take... And tell them that we have opened the road and we have pulled the gates down
and the way is open. and we expect them to travel it. And when we meet back here again a few
vears from now, there will be many more than the 1,300 and the 5.500 that will be here secking
and receiving the knowledge that is an absolute necessity it we are o maintain eur freedom in a
highly competitive world.”

My members know all too well how far away we are from achieving the goat of equat
opportunity to postsecondary education for low- and middle-income familics and students. But
we are getting closer. Our focus, first and foremost inust be on meeting the {inancial needs of
ihe disadvantaged. | know we all share President Johnson’s commitiment to make his dream our
nation’s reality.

J pledge NASEAA's support — along with the 12.000 aid administrators that [ represent - w0
assist you. Mr. Chairman, and to a ‘au address the issues involved in
today’s hearing. You must cajole when cajoling is necessary. You must act when action is
necessary. 1 do not believe the American people will tolerate a meltdown in access to federat
student loans similar to what they’re seeing in other credit markets.

st vour colleagues as

Page 6 - NASFAA

The good news is that tools are available at your and the Department of Education’s disposal to
deat with any disruptions in federal student loans, no matter how unlikely that may be. While
the Jaw has solutiens in place, it is eritical that we test these sotutions and preparc for the worst
case scenario today. In addition. new tools can be created as needed to meet specific needs that
the Congress believes are appropriate to prevent problems. Waiting until the height of the
lending season in July through September is not an option. All parties should meet 1o discuss
sotutions and develop plans to prevent a possible train wreck this fall. We look forward to
working with you to ensure all our citizens credit needs are met in paying for u postsecondary
cducation.
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Mr. BisHOP OF NEW YORK. Madam Secretary, thank you very
much for coming this morning and for working with us to try to
address this issue.

I can’t escape the feeling that we are working at cross-purposes
with this issue. And let me be specific. We are concerned about
some difficulty in accessing student loans, which is just a piece, as
you said, of the overall student financial aid delivery system. And
yet, while we are concerned about that, the administration’s budget
proposal to Congress eliminates SEOG and recalls the Perkins Stu-
dent Loan Revolving Fund. SEOG is about $750 million a year;
Perkins Loan Revolving Fund is around $700 million a year.

And so I am perplexed as to why, when we have this concern
that students will be able to access funds to finance their edu-
cation, that we are taking things away from them that they have
relied upon for years and have worked reasonably well.

And so, whenever I have asked this question before, the response
is, “Well, we want to put our resources into Pell.” But when you
come to an individual student, that just doesn’t work. I mean, the
Pell grant maximum is $4,731. We are going to increase it to
$4,800. So a fully needy student will get $69 more from Pell, but
could easily lose $1,500 in SEOG, could easily lose $1,500 in Per-
kins. We are going to drive that student more to private loans,
which we all agree are something that we need to shape up.

So just tell me what the logic is of an elimination of round num-
bers, a billion and a half, of campus-based money that we have re-
lied upon for years and students have relied upon for years, and
we are replacing it with $69 in Pell. So explain to me how that
helps the student access his or her educational school of choice.

Secretary SPELLINGS. Part of this, Congressman, as you said, is
an effort to strive to increase Pell.

However, the other part of this is that we must simplify the sys-
tem. To have 16 different programs with different types of eligi-
bilities for students, for institutions, and to try to navigate that
kind of system makes it very difficult for students to interface—in
fact, so difficult, that many do not access.

Mr. BisHOP OF NEW YORK. Respectfully, respectfully, let me just
say the campus-based system is a very straightforward system that
requires no separate application on the part of the student. The
student submits one form, the very same form that they need to
file to get Pell, the very same form that they need to file to get
other forms of financial aid. But the financial aid officer at their
school has available to them a pool of resources that they can then
use.

So it seems to me that if the goal is to simplify, what we are
really doing is erecting obstacles. And I just don’t understand—and
I know you share the goal of helping students realize their dreams.
But how is it, if we are going to take a billion and a half dollars
out of the system, even if we think the system is complicated, how
does that help students access their dreams?

Secretary SPELLINGS. Well, as you said, you know, by increasing
Pell—now, obviously there is not a one-to-one correlation about
particular students who may lose aid and so forth. But I think in
a general construct that Pell ought to be greatly enhanced—we
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have asked for it to be again this year—and that we ought to sim-
plify the system.

Mr. BisHOP OF NEW YORK. And we are enhancing Pell. And we
are on a path to get us to $5,400.

Let me focus just on Perkins, if I may. Clearly, we are having
this hearing because we are concerned about whether or not FFEL
program will remain as available for students as has historically
been the case.

If, in fact, FFEL does become less available, would the Depart-
ment rethink its position on Perkins? Would you say, here is a per-
fectly reasonable alternative, low-cost alternative, infrastructure is
in place to deliver it, all we need to do is allow schools to continue
to maintain and administer and award from the revolving loan
fund? Would the Department rethink their position on their desire
to eliminate Perkins?

Secretary SPELLINGS. Well, Congressman, obviously, these all
have budgetary implications. And, you know, obviously, we work
with OMB as we take positions over time. That is a theoretical
question that is not before us and, obviously, not mine alone to
make.

Mr. BisHOP OF NEW YORK. I understand that, and I thank you.

I see my time has expired. Thank you, Mr. Chairman.

Chairman MILLER. Mr. Loebsack?

Mr. LOEBSACK. Thank you, Mr. Chairman.

I don’t have any questions as such. I just want to make a couple
of comments, following up, at least in one case, on Mr. Davis’s com-
ment.

First, I was a long-time college teacher at a small college in
TIowa, at Cornell College. And also I am someone who came from
pretty humble backgrounds, grew up in poverty, and was able to
access what was then the National Defense Student Loan Pro-
gram—3 percent interest, had grants, that sort of thing as well.
And without all that financial aid, I clearly wouldn’t be here, sit-
ting in Congress, as a freshman member from Iowa.

So I am very concerned about some of the issues also that were
just brought up by my friend from New York. But as someone who
was on an institution’s faculty, I want to caution everyone that,
while I am very concerned, obviously, about student access to col-
lege and achieving the American dream, I also want to make sure
that we don’t go too far in terms of, sort of, blaming the institu-
tions themselves too. And I realize that is not what you are doing.
But, being on this committee, I have heard a number of comments
since I have been here about institutions. Obviously, some institu-
tions have raised their costs pretty exorbitantly beyond inflation,
what have you, but I am not at all convinced that in every instance
they are to blame, necessarily, for that, because I think they have
very good reasons for increasing their costs.

So I just want to, sort of, lay that on the table now for the public
record, that I think sometimes some members of this committee,
and perhaps both sides of the aisle, have unfairly bashed institu-
tions since I have been here. And I hope no one here takes any of-
fense at that comment. But at any rate, I think that is important
to keep in mind.
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On the other side, as far as the students are concerned at least,
I have great concerns also about the administration’s budget. I just
want to echo what my friend from New York has said. I simply
don’t understand how it is the case that, in the name of simplifica-
tion, that reducing assistance for potentially millions of students
makes any sense. It makes absolutely no sense to me.

I realize that is sort of a broader issue that is not directly related
to what we are talking about today, but I do think it is really im-
portant to keep that in mind, sort of, the bigger picture here. You
know, we are talking about loans today, but I think we need al-
ways to keep in mind, sort of, the larger goal, which is for students
to have access to higher education so they can achieve the Amer-
ican dream, so they can do things that I have been able to do, for-
tunate enough to do in this country.

And I just want to caution the administration when it comes to
making cuts in the Perkins program or any other cuts in the name
of simplification or whatever the case may be, especially if it is, in
fact, going to reduce access to higher education, which I think, in
fact, is what will happen.

So I don’t really have any questions as such. If you want to com-
ment on the comments I just made, that is fine.

Thank you.

Secretary SPELLINGS. I would like to react to the first part of
your observation. And that is, I agree with you, I think we do have
sort of a mixed bag of understanding of what the costs, you know—
why do we have such rapidly rising tuition costs. And I think this
area begs out for more information and more transparency and
more understanding by our publics.

And, again, I think, as you all debate the Higher Education Act,
that is certainly something that can be, I think, really addressed
in that context.

Mr. LOEBSACK. I yield back the rest of my time, Mr. Chairman.
Thank you.

Chairman MILLER. Thank you.

Mr. Tierney?

Mr. TiERNEY. Thank you, Mr. Chairman.

Thank you, Madam Secretary, for being here with us this morn-
ing.
I would like to just clarify a couple of points, if I could. One is
you talked a little bit earlier about the Lender of Last Resort situa-
tion and the possible need of going to the Secretary of the Treasury
to discuss with them, in the ultimate last resort, whether there
would be resources available for the Department of Education to
work with guarantors.

Have you had that conversation with the Secretary? And if you
have, in what detail?

Secretary SPELLINGS. We are having conversations about all
available options.

Mr. TIERNEY. Specifically that option have you discussed with
the Secretary?

Secretary SPELLINGS. About specific levels of resources?

Mr. TIERNEY. Whether you have had any at all, whether he
makes them available, and levels.

Secretary SPELLINGS. I certainly intend to.
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Mr. TIERNEY. But you have not yet?

Secretary SPELLINGS. I have not yet. We are in the process of
finding out what are our resources, how much do they cost, what
is the order of magnitude—fact-gathering before we sit down and
reach conclusions.

Mr. TIERNEY. Okay. But you expect to have that conversation
with him in the relatively near future?

Secretary SPELLINGS. I do.

Mr. TIERNEY. The other clarification I wish to ask was, in the
plan, in 1998, it provided for a school—Mr. Andrews mentioned
this earlier—a school that was unable to locate a lender willing to
lend to its students to be able to notify the guaranty agencies, cer-
tify its students that have been unable to obtain loans, and then
being able to work on behalf of the students through the institu-
tion, as opposed to requiring each student to run around and get
two lenders to refuse them.

Is that something you are actively entertaining?

Secretary SPELLINGS. Issues as it relates to the Lender of Last
Resort being implicated?

Mr. TIERNEY. Right.

Secretary SPELLINGS. Well, as I have said, we are looking at,
through the guaranty agencies, the various procedures that they
have in place and whether they are adequate to be able to respond
timely to situations such as that.

Mr. TIERNEY. Okay. And have you contemplated what Represent-
ative Andrews mentioned, the fact that instead of having the stu-
dent, individual students going around and getting two rejections,
that it might be something we consider having the institution be
able to make a certification to the guarantor and then get the loans
for all the students at that school?

Mr. TALBERT. Certainly, Congressman, we are looking at that
issue, particularly with respect to the letter that goes out next
week to the guaranty agencies. The statute speaks in terms of indi-
vidual borrowers. But I understand, administratively and so forth,
the issues. And we are looking at that for purposes of the guaranty
agency letter that goes out next week.

Mr. TIERNEY. And so, are you seriously contemplating this may
be a path you want to take?

Mr. TALBERT. We are discussing it. We are having consideration
of it. And no final decision has been made yet.

Mr. TIERNEY. All right. Thank you.

Chairman MILLER. Would the gentleman yield?

Mr. TIERNEY. Yes, I will yield.

Chairman MILLER. Just on that point, my understanding was
that, in 1998, that arrangement was made. Do you differ with the
legal ability to do that?

I know what the statute says, but apparently they reached an
agreement where

Mr. TALBERT. Yes, I mean, we certainly have the letters that you
do that went out in 1998, and we also are aware of what the stat-
ute says now, which legally seems to say it is a borrower-by-bor-
rower consideration. But, again, looking at the administrative
issues and so forth, we certainly have that under consideration.

Chairman MILLER. Okay. Thank you.
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Mr. TiERNEY. Yield back.

Chairman MILLER. Thank you.

Mr. Sarbanes?

Mr. SARBANES. Thank you, Mr. Chairman. Thanks for having the
hearing.

Thank you to the panel.

Mr. Warder, can you just tell me again, you said, I think, that
you have some communication or notice to institutions in instances
where 50 percent of the loans are coming from one lender. Can you
just go back through that?

Mr. WARDER. Yes. One of the things when we get notification
that a lender is either reducing their origination in FFEL or saying
they will not participate in the next year, we have the information
in our system that lets us know what percentage of loans are made
through a FFEL lender at a school. So if they have 50 percent or
more of their volume, we immediately reach out to them to assure
that they are able to replace that volume.

Mr. SARBANES. And how does the reach-out work? What is it you
are——

Mr. WARDER. We call the aid office.

Mr. SARBANES. And what is the discussion?

Mr. WARDER. The discussion is around, “We have heard that
your lender is not originating. Is that true with you? And what
have you done to replace it? And what other lenders have you gone
to?” And they have all said they have been able to replace that vol-
ume with another lender.

Mr. SARBANES. I guess I am curious why you would only initiate
that with respect to institutions where 50 percent of the loans
originate with that lender as opposed to, say, 25. I mean, 50 per-
cent is a pretty high threshold to establish before you reach out to
the institutions to make sure that everything is okay.

I am wondering, why is it 50? Is 50 percent an internal protocol
that is established? Does it originate someplace in particular?

And could it be moved to, say—I mean, this whole hearing is
about trying to get ahead of the curve and see the trends coming
early and take preventative steps. So, I guess, I would just imagine
that you could move that to, say, 25 percent, again, just to get a
little bit ahead of the curve. Maybe you could respond to that.

Mr. WARDER. We could do that. The reason we haven’t is that if
you picked a 25 percent, for example, it says that the school al-
ready has lenders lined up for the other 75 percent or less and that
they generally have enough relationships with other lenders that
they are probably okay.

We have also asked them, if they are concerned about their ca-
pacity, their FFEL capacity, to get in touch with us. So we have
also asked all of them to get back to us with any concerns they
have about their FFEL origination capacity.

Mr. SARBANES. Fair enough. I guess I would just

Mr. WARDER. But we are not waiting when it is 50 percent or
more.

Mr. SARBANES. Again, I would urge you to have a trigger system
or a tickler system that might make you reach out earlier than
that. You know, even, again, if 75 percent is in the okay category,
the way we have seen this credit tightening happen is it can accel-
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erate very, very quickly. And in light of that, I would think you
would want to be getting some trends identified faster and be hav-
ing those conversations even earlier.

In other words, I guess what I am saying is the 75 percent that
are, quote, “okay” might—you might wake up tomorrow and find
out that there are three lenders in there that yesterday thought
they were fine or were going to stay in the business, today have
decided to get out of it, and they represent 50 percent, between
them, of what that institution is relying on. And now, all of a sud-
den, you are at 75 percent that are in a precarious position. So I
would just urge you to find an earlier trigger point for having the
conversations.

Thank you.

Chairman MILLER. Thank you.

Mr. Ehlers?

Mr. EHLERS. Thank you, Mr. Chairman.

I would like to zero in on a specific problem and get away from
some of the global issues that have been discussed. The specific
problem is that of medical students, particularly medical residents.

I have a communication here from the American Medical Asso-
ciation and from others, and I have a major medical center in my
district. It is a major problem for the medical students, particularly
the residents who had a certain process for keeping their payments
very low while they were residents, because, as you know, they get
paid very small amounts and have substantial debts at that point,
particularly if they are facing a 7-year residency.

The College Cost Reduction Act of 2007 will, I think, eventually
help solve this, but there is a bridging problem. There was a debt-
to-income pathway, the so-called 20/220 pathway, which has sort of
disappeared. And we need something to bridge that.

I just wonder, is the Department working on this, or do you have
an answer prepared?

Secretary SPELLINGS. Yes, Congressman, we have retained this
test by regulation through November of this year as a bridge until
the new provision becomes fully implementable. At that time I
know you are well aware that those payments will be much less
than the normal full amount. But we do have a bridge to segue,
which is essentially the previous system.

Mr. EHLERS. I hope it is not the bridge to nowhere.

Secretary SPELLINGS. No, sir.

Mr. EHLERS. Is this in effect already?

Secretary SPELLINGS. Yes, we have retained that test by regula-
tion.

Mr. EHLERS. And will that stay in place until

Secretary SPELLINGS. Until the transition is made, yes.

Mr. EHLERS. So everything is solved, it is all in place?

Secretary SPELLINGS. Yes, sir.

Mr. EHLERS. That is a refreshing answer. Very seldom do I get
that answer from the Federal Government.

Thank you very much.

Secretary SPELLINGS. Thank you, Congressman.

Chairman MILLER. Thank you.

Mr. Altmire?

Mr. ALTMIRE. Thank you, Mr. Chairman.
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Madam Secretary, nobody, certainly on this committee or even in
this Congress, is looking forward to the scenario in the fall where
we have hundreds of parents and students calling our office every
day who didn’t realize that they weren’t going to be able to qualify
for loans and now can’t seek higher education at this time as a re-
sult. And we appreciate the fact that you have come in the spirit
of helping us avert this problem from the beginning and avoid that
happening. So we appreciate you being here.

And then, trying to work through it—I am from Pennsylvania.
We have the situation with PHEAA, which Mr. McKeon touched on
earlier. And you know what has happened there. We have Penn
State University, which has now gone to the Direct Loan program
in response to that situation. And in the second panel we are going
to have somebody who is going to talk about their experiences
from, I believe, Iowa State, and they made the switch.

I am just curious if you had any advice to people in Pennsyl-
vania, specifically. You know, with the largest dominant loan agen-
cy now unable to participate, you know, the largest university in
the State making the decision to go to the Direct Loan program,
I would assume there are going to be others to follow. It really ap-
pears that it is pretty unstable ground right now, with regard to
student loans in that State.

What advice would you have to students and parents, as far as
the stability of the program moving forward and what the expecta-
tions will be for parents who have children that are about to go
into the higher education system?

Secretary SPELLINGS. Well, as I said, Congressman, we have new
material that is timely for the situation that we are in that encour-
ages them to maximize their aid. I would suggest to students and
families, particularly as we approach April 1, which is the timing
that institutions make acceptances known to students, that they
look at these issues early and that they seek those resources as
early as they possibly can; don’t wait.

Mr. ALTMIRE. Thank you.

And do you think that what has happened in Pennsylvania be-
cause of PHEAA being so big and Penn State being a big school,
that that is unique compared to what other States in the country
are facing? Or would you expect that those problems are going to
be similar across the country?

Secretary SPELLINGS. I think it is somewhat unique. I think with
Penn State, as you know, they had previously been a Direct Loan
institution. They had familiarity with it. And so I think they may
have had an acceptance and adapting process that might be more
streamlined than others.

Mr. ALT™MIRE. Okay. Thank you.

Chairman MILLER. Thank you.

Mr. Payne?

Mr. PAYNE. Thank you very much.

I just have a question regarding—of course we all talk about the
high cost of college and loans that students have to take out.

Two questions. One, basically we have a tremendous amount of
interest today on the part of young people—there seems to be a
new esprit de corps of volunteerism, sort of, a new spirit of wanting
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to help in areas that are underserved and in Third World coun-
tries.

And one of the big areas that we have is the lack of medical per-
sonnel in developing countries, where we have the PEPFAR pro-
gram that President Bush is very proud of, and we support it tre-
mendously. It works on AIDS and TB and malaria and things of
that nature.

And we find that there are students graduating from our medical
schools who would like to immediately go to Africa, parts of Asia,
or where tuberculosis is very tremendous in Eastern Europe, the
new strain of TB, but they have these tremendous loans that they
have to be responsible for and, therefore, cannot participate—and
even in some of the underserved areas in the United States.

Have you thought in terms of any serious programs that could
either defer or offset the immediate loan repayments that are due
from these students, in order for them to be able to do programs
that are in no-paying or low-paying areas, to help offset the loans?

Secretary SPELLINGS. Well, not internationally, Congressman. As
you know, we are in the process of implementing the provisions of
CCRAA that speak to loan forgiveness in public service areas here
domestically. But I am not aware of discussions about forbearance
for people doing international aid work.

Mr. PAYNE. I just spoke to former President of the Senate Frist,
who, as you know, does a tremendous amount of that type of work.
Yesterday, as a matter of fact, he testified before a committee on
child survival and global health. And he, too, probably would think
something like that would be helpful.

Sometime I would like to talk to people in your department about
that, and also about even expanding what we have available do-
mestically. Because I think that they could do a tremendous
amount of good, and for a small amount.

The other question, on a totally different area, we had a hearing
of the Historically Black Colleges and Universities yesterday here,
and there is a goal with the Department of Defense of a 5 percent
set-aside goal for HBCUs. However, believe it or not, there is no
mechanism to evaluate or quantify whether the goal is being
reached. And I would like to also discuss with your staff about
some method. It could be 1 percent, it could be zero, it could be 7
percent—I would doubt the 7 percent—but if there was some mech-
anism that could be imposed, so that we have some idea.

It is great to have a goal. And, of course, you know, we have to
be careful, it is goals; they are not quotas. We never did quotas,
even though people took goals and tried to switch it around to say
they were quotas. We have goals, but it would be good to see
whether there is some way to evaluate whether we have been com-
ing close to the goals.

So I would like to be in touch with your staff on that, too.

Secretary SPELLINGS. Certainly. Thank you.

Mr. PAYNE. Thank you.

Chairman MILLER. Mr. Price?

Mr. PrICE. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to ask a few questions.

I want to thank you so much for coming. I apologize for not being
here earlier. I know you had an extensive discussion about the
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issue of Federal student loans. As I say to my son, “I resemble that
remark” now. We have one child who is a senior in high school, and
so we are looking at—we have been accepted, thank the Lord, and
now we are trying to figure out how to go from there.

I have been able to listen to some of the testimony and some of
the questions, and I think that the fundamentals are clear about
different philosophies about where the responsibility ought to lie,
how much role the Federal Government ought to play. Obviously,
the majority party believes the Federal Government ought to play
a much greater role. And I think it is important, as we review that
philosophy, that there are some consequences, both intended and
unintended. And I would like to explore one or two of those.

The FFEL program comprises about 80 percent of loans now.
Would you agree that it works relatively well——

Secretary SPELLINGS. Absolutely.

Mr. PRICE [continuing]. And is an appropriate and helpful ad-
junct for probably millions of students to gain access to higher edu-
cation?

Secretary SPELLINGS. Absolutely. It is the primary way they do
within Federal support.

Mr. PrICE. And I would agree and commend the wonderful work
that they are doing to allow for greater opportunity for higher edu-
cation for so many young people across our Nation. There are those
who would say that the Direct Loan program ought to be the only
program. And I would ask you, if we were to move rapidly in that
direction, how quickly can the Education Department add servicing
capacity of the DL program if the volume is increased by 30 or 40
or 50 percent?

Secretary SPELLINGS. We can respond quickly. That level—essen-
tially, we could double our current capacity. But, you know, obvi-
ously, as it scales up, we would have to come to you for additional
resources, should that materialize. But, at this point, we can ap-
proximately double the capacity in the program, should we need to.

But, as you know and as you said, we are strong supporters of
both programs. Institutions make those decisions. You know, one
of the things I think institutions like best about the FFEL program
is, inasmuch as financing is not their core mission, they are able
to have those services live in the private sector. Institutions will
have to create those services internally, were they to join the Direct
Loan program.

Mr. PrICE. I think you would agree, Madam Secretary, that hav-
ing the FFEL program in place allows for greater choices and op-
portunities for, again, millions of students.

Secretary SPELLINGS. It does.

Mr. PRICE. If we were to move to a significantly greater degree
to the Direct Loan program, that would, of necessity, I suspect, in-
crease the debt. The House and Senate adopted a budget yesterday
that has significant increase in deficit and increasing the debt.

Do you have any sense about the implications on the national
debt if the DL program were to increase to a large degree?

Secretary SPELLINGS. We are looking at cost implications, not
only there but also if we need to invoke the Lender of Last Resort
and these 100 percent guarantees. There are cost implications for
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the various tools that might be implicated. And certainly, as we de-
velop those figures, we will share them with you.

Mr. PRICE. So, as the Nation clamors for some fiscal responsi-
bility and not increasing deficit and debt, it would be appropriate
to continue to hold up the FFEL program as one that is a good op-
tion and opportunity for, again, millions of young people across this
Nziltion to gain an education without significantly harming the fis-
ca

Secretary SPELLINGS. I believe it is.

Mr. PRICE [continuing]. Status of our Nation. I appreciate that.

As a physician, I also want to tell my good friend that we are
working diligently to try to make certain that students can have
their loans forgiven if they serve domestically in underserved
areas.

Secretary SPELLINGS. Right.

, Mr. PrRICE. And we have large numbers of those, as you well
now.

With my remaining time, I am pleased to yield to my good friend,
Mr. Ehlers.

Mr. EHLERS. I thank the gentleman for yielding.

I just wanted to follow up with my earlier question. My always-
competent and ever-ready assistant assures me that the income-
contingent repayment program that you are setting up is a sub-
stantial disadvantage for medical residents compared to the 20/220
pathway.

And, as you know, we worry about having enough physicians in
this country. Also there is another factor, and that is, there is very
little chance that they are going to default on their loans once they
begin producing income. But they are in danger of going into for-
bearance before they start earning more money under the new sys-
tem.

I would very much—if you have an answer for that now, fine.
Otherwise, I would very much appreciate you looking at this, see-
ing what can be done to basically restore something close to the 20/
220 pathway.

Secretary SPELLINGS. My understanding, as I said, Congressman,
is that we have retained that as a transition to the new system
that you all enacted as part of the CCRA. Now, whether there are
specific, you know, anecdotal and individual cases, you know, we
will have to just look into those.

Mr. EHLERS. I think they are more than anecdotal and small
numbers. I would appreciate you checking into that, and will be
happy to work with you in that.

Thank you. Yield back.

Chairman MILLER. Thank you, Madam Secretary.

Mr. McKeon, did you have a question?

Okay.

Thank you very much for your appearance and for the informa-
tion that you have imparted to us.

I think you can tell from the questions and sometimes the sense
of urgency in my colleagues’ voices, this is a problem—as one of
them said, they are not looking forward to having hundreds of peo-
ple calling their office if there is a breach in the system.

Secretary SPELLINGS. Nor am 1.
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Chairman MILLER. And I think it really is a question of whether
or not, having been warned and having seen serious problems in
other parts of the credit markets, the question is whether or not
we will be able to put together that seamless system for those fami-
lies and for those students.

And, you know, when I was in the Merchant Marines a number
of years ago, first they would brief you on what a lifeboat drill was,
and then you would have the lifeboat drill, and then eventually you
would have to get in the lifeboats to make sure that everything
worked, that the pulleys worked, that the winches worked, and ev-
erything would work, and that you could launch the lifeboats.
Never had to use them, but we ran through it several times.

And when I was in the Department of Forestry, you constantly
had fire drills. And you had to show that you could hook up all of
the hoses, that you could put water onto a fire, whether it was resi-
dential or whether it was a forest fire. Never had to use the resi-
dential, but we knew how to do it.

When I was in the refinery, we constantly had preparation for
explosions, for accidents. Fortunately, when I was there, never had
to use them, but we were constantly prepared, and we had constant
walk-throughs to make sure that everybody knew exactly what
they were going to do.

You know, the great heavyweight champion of the world, Rocky
Marciano, once said that everybody has a plan right up until the
time they get hit. And we find out, more often than not, in Govern-
ment, that is the case when the incident comes along.

And T think this hearing really is about whether or not we have
the confidence—if we can handle the worst, we can handle the best.
What we are really talking about here, as I keep saying, is making
operational a standby plan.

Every member of this committee would prefer that the FFEL
program will continue to operate. But we want to make sure that,
in the event that we have a serious gap in the availability of loans
under the FFEL program, that you will have the ability to make
a choice, or the institutions will have the choice, of going to the
Lender of Last Resort, as was envisioned under the law, and/or the
Direct Loan program.

I consider these standby authorities. And because they are stand-
by authorities, we have the time to put in place the procedures and
the operational protocols. I think that means that we have to move
from monitoring to sit-down meetings with the impacted parties,
the guaranty agencies, to hear their concerns and to work out an
agreement, so, again, if necessary, we will be able to take the prep-
aration and make it operational.

I think, again, the schools need to know whether they want—how
and how long it will take them to create a standby authority on the
Direct Loan program, should they choose to do that.

Apparently it was fairly seamless, or appears for the moment, for
Penn State to make this switch. They were in the FFEL program.
That program apparently not able to meet their needs, they were
able to make the switch seamlessly for those parents and students.

That is the goal of this committee. We need your cooperation.
You need the Secretary of Treasury’s cooperation. And I think we
need some face-to-face discussions between the guaranty agencies
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who may have to stand in stead of these other organizations that
might find themselves in a position that they can’t meet their his-
torical demand for student loans if the credit markets continue in
the state of dysfunction that they currently are.

We all hope that that will cease also. And, obviously, the Sec-
retary of the Treasury and the Chairman of the Fed and this Con-
gress are working hard to try to make that reality come to pass,
where we go back to both liquid and stable credit markets. But this
is only in anticipation.

So thank you for your time.

And I don’t know if you want to make a comment, but clearly
this is an opportunity to demonstrate that, with some notice, we
can properly plan to mitigate the anxiety and maybe the harm to
students and families in additional costs to them if plans are not
in place.

Thank you.

Secretary SPELLINGS. Yes, Mr. Chairman, thank you for those
comments. And I can assure you we are doing those things and will
continue to.

Two things strike me today.

One is that this is highly organic. We are learning, as you are,
every day the various dimensions of this. And I think regularized
communications between us, maybe not in this formal of a setting,
are certainly in order as we go through what will be the busy sea-
son, the high season of this industry.

And I would also say, particularly since I have heard many of
you talk about specific institutional stories or anecdotes, please let
us know those things, and we will run those to ground and do ev-
erything we can to make sure that there is capacity in the system.

Chairman MILLER. Yes.

Mr. Platts? You are now on the Secretary’s time, so you do what-
ever you want. [Laughter.]

Thank you, Madam Secretary.

Mr. PLATTS. Thank you, Mr. Chairman and Madam Secretary,
for yielding time to me. So I will be very brief. And I don’t want
to be repetitive, but I do want to associate myself with Mr.
Altmire’s comments and questions earlier in Pennsylvania’s situa-
tion.

And I know you are very familiar—and Senator Specter, Senator
Casey and most of us House members have written to you, as well
as Secretary Paulson and the Federal Reserve. My understanding
thus far, the Fed has responded saying they defer to you and Sec-
retary Paulson on how to address the specific challenge across the
country and then specific to us in Pennsylvania.

And so I just want to, I guess, reaffirm Mr. Altmire’s emphasis
on how critical this is to students, as we know best in Pennsyl-
vania, and that survival and strengthening of the FFEL program
to allow PHEAA and other agencies like it to be re-engaged is crit-
ical to students getting access to the assistance they need.

And as one who, you know, paid off my last student loans as a
Member of Congress from undergrad and law school, I personally
understand the importance of these programs and, you know, just
look forward to working with you and the Department to make
sure that that competition is there and the choice is there and, bot-



44

tom line, the access is there for the students across the country,
and, obviously, especially focused on Pennsylvania.

So thank you, Mr. Chairman.

And, Madam Secretary, thank you.

Secretary SPELLINGS. Thank you, Congressman.

Chairman MILLER. Thank you.

Thank you, Madam Secretary. We will continue to be in touch
with you. Thank you.

The next panel to come before the committee will be made up of
Mr. Paul Wozniak, who is the managing director of the Education
Loan Group of UBS Securities. Mr. Wozniak is the managing direc-
tor of UBS Educational Loan Group, and is now in his 26th year
in the field of education lending. Mr. Wozniak is also involved in
all aspects of investment banking, both Federal and private edu-
cation loans, including assistance on structural economic credit pro-
gram matters, and an active participant in the education loan com-
munity.

Terry Muilenburg is the Senior Vice President of USA Funds,
and whose function is to help administer the FFEL program. And
in this position, she is responsible for representing USA Funds’ in-
terests in the Federal Government and works closely with other
student loan organizations in the development of legislative and
regulatory agenda.

Roberta Johnson is the Director of the Office of Student Finan-
cial Aid at Iowa State University in Ames, Iowa. And prior to as-
suming that role as director of student aid at Iowa University,
Johnson served 18 years as the assistant director and associate di-
rector positions at Iowa State, where she was responsible for stu-
dent loan operations.

Sarah Bauder is the Director of Student Financial Aid at the
University of Maryland, College Park, Maryland. And she began
her career in financial aid in 1990 as a financial aid counselor at
St. Mary’s College in Maryland. After 6 years, she accepted the po-
sition at the University of Maryland-College Park campus as as-
sistant director for loan processing. She then moved to the position
of associate director for operations and assistance, where she man-
aged a $100 million student loan program, scholarships, athletic
verification, and quality assurance.

Charles C. Sanders—oh, excuse me, Mr. Wilson, did you want to
introduce Mr. Sanders?

Mr. WILSON. Yes, thank you.

Chairman MILLER. Yes, thank you.

I yield to Mr. Wilson.

Mr. WILSON. Thank you, Mr. Chairman.

It is an honor for me to welcome Mr. Chuck Sanders here today.
He is a neighbor. He is from my home State of South Carolina and
on the panel today.

Mr. SANDERSs currently serves as president and CEO of the South
Carolina Student Loan Corporation. In that position, he is respon-
sible for the day-to-day management and coordination of all cor-
porate business activities. Prior to this position, Mr. Sanders
served as director of investments and debt management for the
South Carolina State Treasurer’s Office for 13 years.



45

Mr. SANDERSs currently serves on the board of directors of Ander-
son University, the South Carolina Independent Colleges and Uni-
versities, the Greater Columbia Educational Advancement Founda-
tion, the executive board of the South Carolina Association of Stu-
dent Financial Aid Administrators, and is a board member and vice
chairman of the Education Finance Council.

He received his bachelor of science degree in banking from the
University of South Carolina.

I know from touring his office last month that he and his very
capable and dedicated staff are student-friendly, giving opportunity
for the young people of South Carolina. And I welcome Mr. Sanders
here today.

And T yield back the balance of my time. Thank you, Mr. Chair-
man.

Chairman MILLER. Thank you.

Mr. Wozniak, we are going to begin with you.

There will be a light. A green light will go on when you begin
to testify—you are familiar with this—and then an orange light
when you have a minute left, at which point we hope you will be
able to wrap up your remarks. But, again, we want you to complete
your thoughts. And then a red light.

Let me say this to the panel. To the extent you feel a need to
comment on something that you heard in the exchanges that took
place in the previous panel with the Secretary, please feel free to
do so. That would be helpful to us.

Your entire statements will be placed in the record in their writ-
ten form, and so you proceed in the manner in which you are most
comfortable.

Mr. Wozniak, welcome. Thank you.

STATEMENT OF PAUL WOZNIAK, MANAGING DIRECTOR AND
MANAGER, EDUCATION LOAN GROUP, UBS SECURITIES, LLC

Mr. WozNIAK. Chairman Miller, Ranking Member McKeon, mem-
bers of the committee, thank you very much for inviting me today.

I am Paul Wozniak, managing director and group manager of the
UBS Securities, LLC. The group is one of the largest of its kind on
Wall Street, and we are mandated to coordinate all education-re-
lated financing activity in the fixed-income department, which in-
cludes both asset-backed finance as well as municipal securities.

I am currently in my 26th year of financing postsecondary loans,
following my borrowing under the FFEL program as well.

$54 billion of Stafford and PLUS FFELP loans were originated
in 2007-2008 academic year, primarily by banks, private and public
nonbank corporations, State agencies, and not-for-profit corpora-
tions. If patterns held as in past years, because the information is
the latest available, banks probably accounted for about 60 percent
of loan originations.

However, when one observes the holders of loans, after the fact
in the long-term markets, the market share of outstanding loans
falls to less than 24 percent. And this is important in trying to un-
derstand how ultimately the student loan program is financed. Just
like Fannie Mae and Freddie Mac provide secondary market sup-
port to the mortgage market, that is, in many regards, what many
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of the corporations and not-for-profit operations do for the student
loan marketplace.

Banks, as deposit-taking institutions, have a general cost advan-
tage to entities that are required to access the capital markets
through securitizations or other means. They must also allocate
costs of capital and reserves, but, on the margin, they should main-
tain a funding advantage over those raising money in the capital
markets.

Further, for those banks who originate and sell their loans to
other holders in the secondary market—and that appears to be the
majority of the 2,000-some banks in the program—funding needs
are both modest in size and short-term in nature.

The remaining participants in the FFELP program, those who
are holders of more than three-quarters of all FFELP loans out-
standing, rely on the capital markets for their funding source. This
generally takes several forms. Most of these entities use some type
of warehousing program initially—commercial paper, a line of cred-
it—and then those are usually less-than-364-day facilities. They do
that to accumulate enough assets to have an efficient financing
program that will meet both rating agency and investor acceptance.
These facilities generally must be cleaned out once a year.

As Secretary Paulson said yesterday, the securitization of stu-
dent loans actually has led to greater availability and lower costs.
And, in fact, the most common form of refinancing or take-out is
securitization.

And this has taken the form of floating rate notes. Securitization
is merely the creation of a trust which issues securities to inves-
tors. The trust uses the proceeds to acquire a pool of loans, usually
from a warehouse facility, and that line of credit is paid down.

The trust is structured to allow investors to solely look at the un-
derlying loan collateral for repayment of the investment. And this
is important, because it insulates the investor from any negative
credit event that may befall the sponsor of the trust. As a result,
the trust receives a higher rating than it could if corporate-issuer
risk were also a continued possibility. And, therefore, it offers a
lower rate of return to the investor, given those protections. Alter-
natively, the trust is required to perform on its own with no addi-
tional support from the lender.

It should be known also that banks also make themselves avail-
able to the Floating Rate Note securitization market. Indeed, while
banks are holders of less than one-quarter of all FFELP loans,
banks who also securitize include about three-quarters of those in-
stitutions, of those deposit-making institutions. So, said another
way, you might assume that about only 10 percent of the loans out-
standing are funded by deposits.

Another option has been the auction rate market. The FRN mar-
ket has been growing much faster than the auction rate market.
The auction rate market is about one-third the size of the FRN
market outstanding.

Auctions certainly have been in the headlines recently. And as
issuers have looked out over their funding options, given the low
margins available on the loan product, they weighed the advan-
tages of using an FRN versus the advantages of an auction struc-
ture. Auctions permit a high degree of financing efficiency, and
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they act in combination as a warehouse facility, term financing at
a reasonable and variable rate cost of funds. Their ability to be re-
deemed and converted to other structures is also a very positive
feature.

For 15 years they performed exceptionally well. There were
150,000 auctions, I would estimate, without a single failure. Re-
cently, however, that has ended. That has created additional prob-
lems. And I will just say that the cost of financing has risen both
on the FRN side and the auction rate by approximately 100 basis
points. The burden on this marketplace is significant and real, and
it is unlikely to be able to correct itself and avoid having an impact
on access to loans.

[The statement of Mr. Wozniak follows:]

Prepared Statement of Paul W. Wozniak, Managing Director, UBS
Securities LLC

Good Morning. I am Paul Wozniak, a Managing Director and Group Manager of
UBS Securities LLC. The group is one of the largest of its kind on Wall Street, and
we are mandated to coordinate all education loan related finance activities in the
Fixed Income department, which includes asset-backed finance and municipal secu-
rities. I am currently in my 26th year of financing postsecondary education loans.

$54 billion of Stafford and PLUS FFELP loans were originated in the 2007-2008
academic year, primarily by banks, private and public non-bank corporations, state
agencies and not-for- profit corporations. If patterns held as in years past, banks
probably accounted for approximately 60% of loan originations—as they did in the
prior year which is the last year for which data were available. However, when one
observes holders of loans, banks’ market share of outstanding loans falls to less than
24%. This is important when trying to understand how entities finance themselves.

Banks, as deposit taking institutions have a general cost advantage to entities
that are required to access the capital markets through securitizations or other
means. They must also allocate costs of capital and reserves, but on the margin,
they should maintain a funding advantage over those raising money in the capital
markets. Further, for those banks that originate and sell their loans to other holders
in the secondary market, which appears to be the majority of banks, their funding
needs are both modest in size and short-term in nature.

The remaining participants in the FFELP program, those who are holders of more
than three-quarters of all FFELP loans outstanding, rely on the capital markets for
their funding source. This generally takes several forms. Most of these entities will
use some type of warehousing program or line of credit—a commercial paper conduit
or bank loan—with terms that are generally renegotiated every 364-days and permit
the FFELP lender to accumulate a sufficient amount of loans to accomplish an effi-
cient financing program that will meet rating agency and investor acceptance. These
credit lines must generally be cleaned out into some other financing program at
least once per year.

The most common form of refinancing or ’take-out’ is a securitization. Primarily
this has taken the form of the issuance of Floating Rate Notes or FRN’s. A
securitization is merely the creation of a trust which issues securities to investors.
The trust uses the proceeds to acquire a pool of loans from the warehouse facility,
and the warehouse line of credit is paid down. The securitization trust is structured
to allow the investor to solely look to the underlying loan collateral for repayment
of the investment. This is important because this insulates the investor from any
negative credit event that may befall the sponsor of the trust. As a result, the trust
receives a higher rating than it would if corporate issuer risk continued as a possi-
bility, and therefore the FRN’s bear a lower interest rate spread than it would if
it were not so insulated. Alternatively, the trust is required to perform on its own
with no additional support from the lender.

It should also be noted that banks also avail themselves of the Floating Rate Note
securitization market. Indeed, while banks are holders of less than one-quarter of
all outstanding FFELP loans, banks accounting for about 75% of these holdings use
or are prepared to use FRN securitizations to finance their portfolios to some extent.
Banks do this because it diversifies the funding sources of their assets. While it may
be a more expensive cost of funds than deposits, the diversification of funds and the
potential for off-balance sheet funding requires its consideration.
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Another option that has been used extensively, and more so among state agencies
and not-for-profit corporations, has been the auction rate securities market. The
education loan backed auction market is now only about % of the size of the edu-
cation loan FRN securitization market. In recent years, issuance of FRNs has great-
ly exceeded the issuance of taxable auction rate securities, especially to finance pre-
10/1/2007 originated consolidation loans during the heavy origination era of those
loans. Issuers had to weigh the advantages of a fixed spread FRN against the ad-
vantages of the auction structure. Auctions permitted a high degree of financing effi-
ciency, in that they acted as a combination warehouse facility and term financing
at a reasonable and variable rate cost of funds. Their ability to be redeemed or con-
verted to other structures without significant cost was also a very positive feature.
Given the relatively narrow spread on FFELP student loans, it is important to have
a highly efficient, flexible financing vehicle.

For 15 years the auction product performed exceptionally well. It was able to
withstand numerous market shocks such as the 1994 bond market which at the
time was described as the worst since the great depression, the 1998 Russian debt
crises, Y2K and an accounting reclassification event in 2004. These tests of the
product seemed to show its resilience. Interest rate spreads would widen, and then
return to previous levels. For, what I would estimate as 150,000 auctions of edu-
cation loan backed collateral; the market had never experienced a failed auction
(where auction sales exceeded purchases and holds). That ended recently. As a con-
sequence, the ensuing days resulted in significant auction sales resulting in a com-
plete and total failure of the auction market. This was compounded by the problems
facing the monoline insurance companies, encouraging sales and reducing restruc-
turing options.

As a result of the continuing liquidity crisis, the deleveraging of investor balance
sheets and the failure of the education loan backed auction market, the cost of funds
to holders of loans has risen significantly. Those with auction rate securities are in-
curring a penalty interest rate. Those with warehouse facilities, to the extent that
renewals are available, are incurring a much higher rate as well as the requirement
of posting significantly more equity than had previously been required. There are
approximately $150 billion of education loans currently financed via these two meth-
ods. For those who would refinance these loans into a fixed spread FRN structure,
they face (i) interest rate spreads that may be a full 1% (100 basis points) higher,
(i) the inability to currently finance certain loans with long average lives (consolida-
tion loans) due to lack of investor demand, and (iii) the need to add significant and
costly equity into a structure based on new rating agency assumptions borne of the
current market environment. The burden on this marketplace is significant and real
and is unlikely to correct itself to avoid having an impact on access to loans.

Chairman MILLER. Thank you.

STATEMENT OF TERRY MUILENBURG, SENIOR VICE
PRESIDENT, USA FUNDS

Ms. MUILENBURG. Chairman Miller, Ranking Member McKeon,
members of the Committee, all of us here today share a strong
commitment to ensuring that every eligible student——

Chairman MILLER. I would ask you to pull the microphone a lit-
tle bit closer to you.

Ms. MUILENBURG. All of us here today share a strong commit-
ment to ensuring that every eligible student seeking Federal Fam-
ily Education Loans will have an uninterrupted source of loan cap-
ital to pursue higher education. I am here on behalf of United Stu-
dent Aid Funds, a 48-year-old nonprofit organization that works to
enhance higher education preparedness, access and success. Last
year we guaranteed $25.8 billion in FFEL loans, or about one-
fourth of all such loans issued.

USA Funds and the other 34 guarantors, all of whom are either
State agencies or nonprofit organizations, perform a critical role in
the delivery of student aid. Together we administer every loan
made under the FFEL program with an outstanding portfolio of
over $400 billion. Through our efforts we protect the Federal in-
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vestment in our students through delinquency prevention, default
diversion and debt management programs.

Consistent with guarantor’s public purpose mission, we provide
an extensive range of services and programs to increase awareness
of the importance of higher education, the opportunities available
and the financial support offered. We believe the more borrowers
know about personal finance and borrowing wisely, the better pre-
pared and more likely they are to successfully meet their financial
obligations.

We strongly emphasize the need for students to exhaust all eligi-
bility for free money and grants and scholarships before turning to
Federal loans, and advise against turning to more expensive pri-
vate loans unless absolutely necessary, and then only to cover es-
sential educational costs.

Guarantors primary focus is default prevention. We begin this ef-
fort through financial literacy programs that begin early on and in-
clude intensive counseling on the options available to avoid default
if the borrower falls behind on their loan payments. Thanks in part
to these comprehensive efforts, the most recent national student
loan default rate is 4.6 percent, one of the lowest rates in the his-
tory of the program.

Turning to the topic of this hearing, we first of all very much ap-
preciate the remarks of members of the committee to the Secretary
and Larry Warder with respect to the need for a school-based cer-
tification program, the need to ensure that we can use electronic
processes on these loans, that we are able to sell these loans and
that it would be very important for us to be able to sit down with
the Department prior to their issuing guidance with respect to im-
plementation of an LLR program.

We first and foremost urge the administration, with support from
Congress, to examine and pursue all available alternatives to ad-
dress the liquidity issues in the credit markets as the preferred
means of addressing the challenges many educational lenders are
currently facing.

At the same time, guarantors are required under the Higher
Education Act to arrange for or serve as a Lender of Last Resort.
The LLR program is just that, a safety net to assure uninterrupted
access to needed loan funds. The act has provided this authority for
decades, but LLR loans have been used in only limited cir-
cumstances. Using nonFederal monies, these narrowly focused pro-
grams were not intended to address broad-scale disruption in the
lending market. They have largely relied on the capacity of lenders
to make loans which carry 100 percent insurance in order to en-
courage lenders to participate.

In the event of a more serious or widespread loan access prob-
lem, the Higher Education Act authorizes the Secretary of Edu-
cation to advance funds to guarantors to make LLR loans. As we
have discussed earlier, the Department last considered using this
authority in 1998. The Department at that time asked three guar-
antors, including USA Funds, to be prepared to administer LLR
programs using Federal advances, based on an agreement devel-
oped by the guarantors and the Department. It is my under-
standing that these same arrangements would have been offered to
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the other guarantors desiring to participate and willing to abide by
the same terms and conditions.

Of course these agreements were never implemented due to con-
gressional action to modify the interest rate formula and ensure
continued FFEL participation by lenders well before any problems
would have developed. Those agreements provided for the Depart-
ment to make advances, for guarantors to make LLR loans, a de-
termination by the Secretary as to where each guaranty agency
could issue such loans, and a school-based rather than a borrower-
based process so that borrowers would not individually have to
prove that they had been turned down by two lenders.

Given the current situation with the credit markets it is essen-
tial that all parties be prepared to step in quickly and effectively
so that every eligible student has access to Federal student loan
funds. For this reason USA Funds urges the Department to sit
down promptly with guarantors and develop specific plans that
could be quickly implemented should it become necessary to acti-
vate an LLR program using Federal advances.

I offer a few suggestions regarding how the Department might
proceed. First, again as we have discussed, it should be a school-
based rather than a borrower-based process. Clearly the Depart-
ment in 1998 felt that it had the legal authority to implement a
school-based rather than a borrower-based program. And I don’t
see why that should be any different today than it was then. The
Department, upon the request of the school, should determine
whether students attending that school are able to secure loans.
The school should check with its existing lenders before making
such a request. A school-based certification would both simplify and
expedite it. From the borrower perspective it would be the same as
it is today, consistent with the school’s application process, with no
additional hoops.

Mr. Chairman, the bottom line is we hope the phone won’t ring
at 3:00 a.m. but if it does, we will answer the call. Thank you very
much.

[The statement of Ms. Muilenburg follows:]

Prepared Statement of Terry L. Muilenburg, Senior Vice President,
Government and Industry Relations, United Student Aid Funds, Inc.

Chairman Miller, Ranking Member McKeon, Members of the Committee, I am
pleased to have the opportunity to testify this morning. All of us here today share
a strong commitment to ensuring that every eligible student seeking federal student
loans will have an uninterrupted source of loan capital to pursue postsecondary edu-
cation.

I am here today on behalf of United Student Aid Funds, a 48-year old nonprofit
organization that works to enhance postsecondary-education preparedness, access
and success. Last year, USA Funds guaranteed $25.8 billion in Stafford, PLUS and
Consolidation loans, or about one-fourth of all Federal Family Education Loans
issued in fiscal year 2007.

USA Funds and the other 34 guarantors, all of whom are either state agencies
or nonprofit organizations, perform a critical role in the delivery of student financial
aid. Together, we administer every student loan made under the Federal Family
Education Loan Program, with an outstanding loan portfolio of over $400 billion.
Through our efforts, we protect the Federal Government’s investment in our stu-
dents through delinquency prevention, default aversion and debt management pro-
grams. We also work with students, families, colleges, universities, career schools,
secondary schools and higher education finance colleagues to provide information on
educational opportunities and financial literacy programs that help students realize
their higher education dreams.
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As you will note in this testimony, guarantors are involved with students over the
long term: Our work with students begins as early as elementary school, through
early awareness and outreach programs, and does not end until they have repaid
their loans. Many guarantors, including USA Funds, provide early awareness, finan-
cial literacy and debt management materials in Spanish, as well as English, to en-
sure that Hispanic students and families, the fastest growing demographic segment
of the population, are able to fully benefit from these services.

Guarantors are also committed to accountability. In addition to serving students,
families and schools, we are resolute in fulfilling our responsibilities to the Con-
gress, the Department of Education and the American taxpayer.

Promoting College Access

Consistent with our public service mission, guarantors provide an extensive range
of services and programs to increase awareness of the importance of higher edu-
cation, the opportunities available and the financial support offered. The College Ac-
cess Initiative, established by the Deficit Reduction Act of 2005, formalized a funda-
mental role for student loan guarantors in promoting access to postsecondary edu-
cation. We appreciate your recognition of this work by codifying our responsibility
to do so.

Through our college access efforts, guarantors are filling a local need that often
cannot be met by the secondary school counselor. According to a survey by the Na-
tional Association for College Admission Counseling, the national student-to-coun-
selor ratio for public high schools is 315-to-1. Thus, despite diligent efforts on the
part of school personnel, too many students still struggle to understand their op-
tions for postsecondary education and how to obtain financial aid. Throughout the
country, guarantors step in to help prevent students from falling through the cracks.
For example, last year guarantors:

e Distributed millions of college awareness, financial aid and financial literacy
brochures, guides and toolkits to schools, students and families. USA Funds alone
distributed over 4 million publications to help families plan and pay for college.
These materials provide in-depth information on: saving and paying for college,
planning for a career, money management, applying for financial aid, and available
scholarships and grants.

e Organized and participated in more than 8,400 financial aid workshops and
events that reached more than 900,000 students and families and more than 7,800
school guidance counselors. These workshops provide hands-on training for com-
pleting the Free Application for Federal Student Aid, and understanding the types
of financial aid available, as well as the college application process.

Improving Financial Literacy and Preserving Low Default Rates

Guarantors focus significant efforts on improving the financial literacy of students
and families. For example, USA Funds’ financial literacy program, Life Skills, is in
use at over 500 postsecondary institutions nationwide. We believe that the more
borrowers know about personal finance, money management, and borrowing wisely,
the better prepared and more likely they are to meet their financial obligations. To
accomplish that goal, guarantors provide detailed financial literacy materials, train-
ing sessions and interactive tools to assist all students and schools in understanding
prudent borrowing and repayment and successful money management. Guarantors,
including USA Funds, emphasize the need for students to exhaust all eligibility for
“free” money in grants and scholarships before turning to federal loans, and advise
against turning to more expensive private loans unless absolutely necessary, and
then only to cover essential educational costs. Below are examples of financial lit-
eracy activities:

e Developing Web sites and distributing materials designed for students and fam-
ilies to understand how to handle their finances as they prepare for college and be-
yond

e Working with local education centers to implement early financial literacy pro-
grams with area high schools

e Developing financial-literacy materials for graduate and professional students
and adult learners to teach students about time- and money-management practices
that will permit them to graduate on time, with minimal education debt, and pre-
pared to repay the student loans that financed their education.

In addition to improving financial literacy, intensive efforts are involved in coun-
seling borrowers on their repayment obligations and options to prevent defaults.
These efforts include:

e Creating comprehensive, state-of-the-art default aversion programs, including
tools schools can use to contact their former students;



52

e Counseling the delinquent borrower on the consequences of default and the op-
tions available to avoid default; and

o Assisting the borrower in obtaining the most reasonable repayment terms pos-
sible, a deferment, or a forbearance.

In USA Funds’ case, we successfully resolve more than nine out of ten past-due
?cc?unts, and as a result, last year we prevented $16.7 billion in potential loan de-
aults.

Thanks in part to these comprehensive efforts, the national student loan default
rate is 4.6 percent, one of the lowest rates in the history of the program, with USA
Funds below the national average at 4.0 percent. I would like to thank the Com-
mittee for specifically recognizing these financial literacy, delinquency and default
prevention activities as essential roles for guarantors in the College Opportunity
and Affordability Act (H.R. 4137) and encourage you to include these provisions in
the final conference agreement on the Higher Education Act reauthorization bill.

Lender of Last Resort Programs

Turning to the topic of today’s hearing, guarantors are statutorily required under
the Higher Education Act to serve as, or arrange for, a backstop Lender of Last Re-
sort (LLR) to address situations where eligible students and parents are unable to
obtain Federal Family Education Loans. The statute requires guarantors to provide,
or arrange with an eligible lender to provide, LLR loans in each state where it
serves as the designated guarantor. Guarantors are required to have policies and
operating procedures in place to address LLR situations. USA Funds has such pro-
cedures and, to my knowledge, so do all other guarantors.

Lenders of last resort programs are just that: a safety net to assure uninterrupted
access to needed loan funds. The Act has provided this authority for decades, but
lender of last resort loans have been made in only limited situations. Using non-
federal monies, these narrowly-focused programs were not intended to address
broad scale disruption in the lending market. They have largely relied on the capac-
ity of lenders to step up and make loans, which carry 100 percent insurance to en-
courage lenders to participate.

In the event of a more serious or widespread loan access problem, the Higher
Education Act authorizes the Secretary of Education to advance funds to guarantors
to make LLR loans. The availability of federal capital assures that loan funds will
be available. The Department last considered using this authority in 1998 when,
due to an impending change in the interest rate formula, there was concern that
lenders might not make loans. The Department then asked three guarantors, USA
Funds, Great Lakes Higher Education Corporation, and the Pennsylvania Higher
Education Assistance Agency, to be prepared to administer lender of last resort pro-
grams using federal funds, based on an agreement developed by the guarantors and
the Department. It is my understanding that the same arrangements would have
been offered to other guarantors desiring to participate and willing to abide by the
terms and conditions included in these agreements.

These agreements, which were never implemented due to Congressional action to
modify the interest rate formula and ensure continued FFELP participation by lend-
ers—well before a crisis could have occurred—provided for:

e Authority for the Department to make advances to guarantors for the purpose
of making LLR loans;

. e A determination by the Secretary as to where each guarantor could issue LLR
oans;

e A school-based, rather than a borrower-based LLR process so that borrowers
would not individually have to prove that they were turned down by two lenders;

e Insurance on LLR loans at 100 percent;

e Fees to guarantors making LLR loans with federal advances, intended to cover
the costs of issuing and maintaining the loans, in lieu of the special allowance pay-
ments normally paid to lenders;

e Guarantor repayment of advances upon request of the Department, with the
Department able to require assignment of LLR loans to the Secretary, and upon as-
signment, the portion of any advances represented by the loans would be considered
repaid; and

e Eligibility for interest benefits and special allowance payments for a purchasing
lender in the event an LLR loan was sold.

The Lender of Last Resort provisions in the HEA are truly a last resort to ensure
student access to loans for higher education. Given the current situation with the
credit markets, it is essential that all parties be prepared to step in to address a
situation where students are unable to obtain federal student loans. It is critical
that all stakeholders are prepared to act quickly and effectively, so that every stu-
dent at every Title IV eligible institution has access to Federal student loan funds.
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For this reason, USA Funds strongly encourages the Department to promptly work
with guarantors to develop specific plans that could be quickly implemented should
it become necessary to activate an LLR program.

I offer a few suggestions regarding how the Department might proceed as it con-
siders the need for lenders of last resort.

e First, USA Funds and our guarantor colleagues believe eligibility for lender of
last resort loans should be school-based, rather than borrower-based. That is, the
Department, upon request from a school, should determine whether students at-
tending the school are able to secure loans. The school should check with its existing
lenders before making such a request. Once the Department is satisfied as to the
need for last resort lending, all students at the school should be eligible for the pro-
gram. Students should not have to qualify individually. A school-based determina-
tion of eligibility would both simplify and expedite the process. From a borrower
perspective, the application process would be the same as it normally would be, con-
sistent with the school’s loan application process flow. When the loan reaches USA
Funds for guarantee, the loan would be “flagged” in our guarantee and servicing
system as an LLR loan and tracked throughout its lifecycle as such.

e Second, I would also recommend that the Department work with guarantors to
ensure that the operational processes involved in funding and making LLR loans
reflect an electronic loan processing environment.

e Third, as in the 1998 agreements, guarantors should be permitted to sell LLR
loans made with federal advances, with the proceeds used to repay such advances.

At the same time, we urge the Administration, with support from Congress, to
examine all available alternatives to address the liquidity issues in the credit mar-
kets as a preferred means of addressing the challenges many education lenders are
currently facing.

These are challenging times in the student loan marketplace, but with foresight
and prudent planning, we can ensure uninterrupted access to student loans. We
stand ready to work with the Department, Congress, lenders and our school col-
leagues to ensure that every eligible student and parent receives the federal student
loans to which they are entitled.

Thank you.

Chairman MILLER. Ms. Johnson.

STATEMENT OF ROBERTA JOHNSON, DIRECTOR OF STUDENT
FINANCIAL AID, IOWA STATE UNIVERSITY

Ms. JOHNSON. Thank you, Mr. Chairman and members of the
committee. I am from Iowa State University located in Ames, Iowa,
and proudly celebrating our 150th anniversary this year. Iowa
State University is a land grant institution with an enrollment of
26,160 students. Prior to assuming the role of Director of Student
Financial Aid, I served for 18 years in the Assistant Director and
Associate Director positions at Iowa State where I was responsible
for student loan operations. I have experience in the administration
of loans through both the Federal Family Education Loan program
and the Federal Direct Loan program.

Iowa State University did enter the Federal Direct Loan program
as a year-one school in 1994. Iowa State University’s loan volume
in the Federal Direct, Stafford, and PLUS loan for 2006-2007 was
$97.6 million. It encompassed over 20,000 separate awards for
14,645 students. Yet we were able to accomplish this with only two
full-time staff members. One of those staff members also admin-
isters the Federal Pell Grant program, Academic Competitiveness
Grant, National SMART Grant, and will assume duties for the
TEACH Grant program in July when that program becomes oper-
ational.

There were a number of reasons why we moved to Direct lending
in 1994 and why we remain there today. Most notably, we are able
to provide better customer services to our students and their par-
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ents, minimize the amount of staff time spent dealing tracking
down loan funds or changes, and maximize the predictability of re-
ceiving funds both for our students and our institution.

Our students and their parents frequently comment on how easy
it is to understand the process; that they appreciate always know-
ing who holds their loan; and that Iowa State University provides
prompt, courteous service when they have questions about any fi-
nancial aid program. Before direct lending at my institution, that
was not the case.

In my further testimony that I have provided, which I am not
going to comment on directly, I have included some slides, includ-
ing one which is a GAO slide which quite accurately depicts what
Iowa State University experienced as a participant in the FFEL
program dealing with multiple student loan players and the con-
trasting graphic that shows how the process works today in the Di-
rect Loan program.

The Direct Loan program has been described as Pell with a prom
note. In fact any school, FFEL or DL, that is currently admin-
istering the Federal Pell Grant, ACG or National SMART Grant
programs is already interfacing with the Department of Edu-
cation’s system for disbursing direct loans and other student aid.
This system is called the common origination and disbursement
system.

To participate in the Direct Loan program, as has been men-
tioned earlier, requires only that a school sign up to participate
with the Department of Education and that they then just add loan
information to the files that they are already sending to the De-
partment via this common origination and disbursement system.

In the midst of the current credit crunch and with daily media
reports about student loan instability, I think it is very important
that we help students and their families differentiate between Fed-
eral and private loans and to reassure them that Stafford loans,
PLUS loans, and Grad PLUS loans are available.

While we have heard that there have been reports of certain
FFEL lenders leaving the program, temporarily suspending oper-
ations, or redlining certain schools due to graduation or default
rates, this is not the case in the Federal Direct Loan program. The
Direct Loans are funded as a student entitlement from funds bor-
rowed wholesale from the private sector through the sale of Treas-
ury securities, and there is never a question of capital availability
in the Direct Loan program. This is different than FFEL in that
in that program the lenders are entitled to subsidy and default
payments if they choose to make loans to students.

The Direct Loan program also is administered by private sector
contractors through competitively led contracts by the Department
of Education. These contractors have years of experience admin-
istering Direct Loans, and indeed many of them are also services
for the FFEL lenders. Like the FFEL program the Department’s re-
sponsibilities are to oversee and govern the administration of both
programs.

In 1994 the Direct Loan program was entirely new. In 3 years
it had one-third of the market and the program worked smoothly.
Today it has 20 percent of the market, thanks to marketing and
taxpayer-provided discounts that were offered to schools to induce
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them into the FFEL program and the prohibition against mar-
keting of Direct Loans by the Department.

The Department of Education already does have the infrastruc-
ture to handle an influx of schools into the Direct Loan program,
as we heard Secretary Spellings indicate earlier.

Mr. Chairman, I thank you for the opportunity to appear before
you today and for your support and the support of others on the
committee for direct lending.

I would be happy to respond to any questions that you might
have later.

Chairman MILLER. Thank you very much.

[The statement of Ms. Johnson follows:]

Prepared Statement of Roberta Johnson, Director of Financial Aid, Iowa
State University

Mr. Chairman and Members of the Committee: My name is Roberta Johnson and
I am the Director of Student Financial Aid at Iowa State University in Ames, Iowa.
Iowa State University is a land-grant institution with an enrollment of 26,160. Prior
to assuming the role of Director of Student Financial Aid at Iowa State University,
I served for eighteen years in the assistant director and associate director positions
at Iowa State where I was responsible for student loan operations. I have experience
in the administration of loans through both the Federal Family Education Loan Pro-
gram and the Federal Direct Loan Program. Iowa State University entered the Fed-
eral Direct Loan Program as a Year One school in 1994.

Iowa State University’s loan Federal Direct Stafford and PLUS volume in 2006-
07 was $97.6 million dollars and encompassed over 20,000 separate awards for
14,645 students. Yet we were able to accomplish this with only 2 full-time staff
members. One of those staff members also administers the Federal Pell Grant pro-
gram, Academic Competitiveness Grant, National SMART Grant, and will assume
duties for the TEACH Grant program in July.

There were a number of reasons why we moved to Direct Lending in 1994 and
why we remain there today—most notably, we are able to provide better customer
service to our students and their parents; minimize the amount of staff time spent
dealing with tracking down loan funds or changes; and maximize the predictability
of receiving funds both for our students and our institution. Our students and their
parents frequently comment on how easy it is to understand the process, that they
appreciate always knowing who holds their loan, and that Iowa State University
provides prompt courteous service when they have questions about any financial aid
program. Before Direct Lending, that was not the case.

I have included in the attached slides a GAO slide that quite accurately depicts
what Iowa State University experienced as a participant in the FFEL program,
dealing with multiple student loan players and the contrasting graphic showing how
the process works today. The Direct Loan Program has been described as Pell with
a Prom Note. In fact, any school that is currently administering the Federal Pell
Grant, ACG, or National SMART Grant programs is already interfacing the with
Department of Education’s system for disbursing Direct Loans and other student
aid, the Common Origination and Disbursement (COD) system. To participate in the
Direct Loan program would require only that they sign up to participate with the
Department of Education and that they attach loan information to the files they are
already sending to the Department via COD.

In the midst of the current credit crunch and with daily media reports about stu-
dent loan instability, it is important to help students and their families differentiate
between federal and private loans and to reassure them that Stafford Loans, PLUS
loans and Grad PLUS loans are available. While there have been reports of certain
FFEL lenders leaving the program, temporarily suspending operations, or redlining
certain schools due to graduation or default rates, this is not the case in the Federal
Direct Loan Program. Direct Loans are funded as a student entitlement from funds
borrowed wholesale from the private sector through the sale of Treasury Securities.
There is never a question of capital availability in the Direct Loan Program. This
differs from FFEL. In that program lenders are entitled to subsidy and default pay-
ments if they choose to make loans to students.

The Direct Loan Program is administered by private sector contractors through
competitively let contracts by the Department of Education. These contractors have
years of experience administering Direct Loans, and indeed many of them also are
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servicers for FFLEP lenders. Like the FFEL program, the Department’s responsibil-
ities are to oversee and govern the administration of both programs.

In 1994, the Direct Loan program was entirely new. In three years it had one
third of the market and the program worked smoothly. Today it has 20% of the mar-
ket thanks to the marketing and taxpayer provided discounts FFEL participants of-
fered and the prohibition against marketing of Direct Loans by the Department. The
Department of Education already has the infrastructure to handle an influx of
schools into the Direct Loan program.

Mr. Chairman, thank you for the opportunity to appear before you today and for
your support, and the support of others on the committee, for Direct Lending. I
would be happy to respond to any questions you or the Members of the Committee
might have.

Chairman MILLER. Ms. Bauder.

STATEMENT OF SARAH BAUDER, DIRECTOR OF STUDENT
FINANCIAL AID, UNIVERSITY OF MARYLAND

Ms. BAUDER. Good morning and thank you for having me here.
Is this on?

Chairman MILLER. You are on.

Ms. BAUDER. Good. I would like to take a quick moment first and
say thank you on behalf of all the 6,000 financial aid administra-
tors out there for increasing the Pell Grant. That $400 difference
really does pay for books for a high need student in Pell Grants.
We really have been fighting to get that increase, so thank you to
have the opportunity to do that.

I am the Director of Student Financial Aid at the University of
Maryland, just a hop, skip, and jump up the road here. We have
about 35,000 students on campus. And let me break that down for
you. We have about 75 percent of those students file the FAFSA
form. Of those students who file the FAFSA form, about 90 percent
accept their student loan.

We have about $120 million loan volume. And let me break that
down further, because loans are a key component to how we pack-
age financial aid. So about $85 million is the Stafford loan, and
those are broken out pretty equally between subsidized and unsub-
sidized loans. We have about $30 million in the Federal PLUS
loans for dependent students, and then about $20 million for the
Grad PLUS; and then the other $20 million is private loans, bridg-
ing that gap between the cost of education, what we have awarded
and what the student can afford to pay.

So, student loans, I give you those statistics to show that student
loans truly are a large component of what we do in financial aid.

The timing of this hearing actually couldn’t be better. For the
last 3 weeks, and nationally this is happening, we have been simu-
lating our packaging, trying to figure out how we are going to
spend our money for the upcoming freshman class. And so what we
do is we create algorithms and we put all of our pots of money to-
gether and we say, okay, here is what we are going to do.

My job as director is to retain and graduate our students. Admis-
sions brings in the students. And we have a little bit of recruitment
responsibility in terms of how we package our aid. But the bulk of
the responsibility is to make sure we retain and graduate. And so
that is a large responsibility on any director.

And so what we are doing, and so as we are simulating here,
here are some events. And I want to give you these events because
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each one is a brick in and of its own. And we are building a brick
wall against inclusion or accessing to education. In and of them-
selves they are probably inconsequential and we can work around
them. But as you build them together, it creates a wall.

The first one we noticed is that consolidation loans are down.
Very simplistically, from a director’s perspective, is that is a result
of having a fixed loan interest rate, not as attractive to students.
And then also it is not as attractive to lenders to actually provide
that loan because of the cuts in subsidies. That, in and of itself,
again is not problematic except that since students aren’t consoli-
dating our Perkins loan revolving fund, the loans aren’t coming
back in to repay that. And so where historically for the last 5 or
6 years we have had approximately between $2.5 million and $3
million to reimburse in new Perkins loan funding, we have less
than $200,000. So pretty much it is off the books for Perkins for
our upcoming class. That is one brick.

Another one we have is the Work Study and SEOG funds were
cut nationally $20 million. That is kind of nickel and dime. And
that results in about a $200,000 reduction in those funds for us.
Again, very minimal, but when you add it, it becomes problematic.

The third one then is—you know, I read the Wall Street Journal
every day and headline news are the subprime mortgage crunch
that we are experiencing. And so you couple that then with the
cuts in subsidies to lenders and they are scrambling. They are try-
ing to figure out how it is they are going to pay their portfolio.

I am blessed. I am at an institution where lenders want to lend
to my students. And I really, truly appreciate the FFEL process
and how it has made our institution attractive in terms of its de-
fault rate. And I say that because not all institutions have that
benefit. We work well with FFEL.

The concerns that I have—and there are two indices in behavior
that we are tracking right now that go along with these bricks.
And the two of them are the number of appeals that we have from
parents and students. And so if we put just for a second our hat
on as a parent and say, okay, I am now caught in this subprime
mortgage crisis, I am not sure how I am going to pay my mortgage,
or I may be facing foreclosure. So here I have that, and yet Johnny
and Susie want to go to college. I know my credit score is not quite
what it should be.

Now, the lenders don’t want to lend high-risk loans or even me-
dium-risk loans. And so if my credit is not pristine in high-credit
worthiness I am not going get that PLUS loan, or I am not going
to get that private loan. So mom and dad now are appealing to our
institution.

So typically what would be what I call “noise” in any one behav-
ior is now we are paying attention to it. So our appeal rate is up
about 12 percent while our application rate is up 20 percent. If
none of this were happening I could justify it. I am paying atten-
tion to it. And I don’t have enough longitudinal data to sit here and
tell you this is a problem in and of that one data element.

The second data element that we are watching is the percentage
of denials in loans. And historically we just put loans together for
the creditworthy loans and said here is the denial rate. What we
are doing now is we are breaking it out, looking at PLUS loans,
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private loans and Grad PLUS loans, and what is the percentage.
We are starting to see that tilt up. And so that is problematic and
it is concerning, because I have to figure out, come August, when
those bills are due, and the students are appealing to us, saying
I have this delta or I have this gap that needs to be fed—oh, I am
overtime, I am sorry, I will hurry up here—how is it that I am
going to pay this? Do I get a female handicap because I can talk?

Chairman MILLER. Go ahead.

Ms. BAUDER. Okay. Thank you.

Let me quickly sum up that we are in the FFEL program. I truly
appreciate the FFEL program. I don’t see it as just a program of
getting the check to the student, but more a holistic program. From
the moment the master promissory note is signed to the moment
the last payment is made, our FFEL lenders and guarantors are
watching our students. And so they exit our campus, those lenders
are making sure that loan gets repaid. And I have a chart that
shows our default rate and how we are coordinating that. Thank
you. I am sorry for taking more time.

[The statement of Ms. Bauder follows:]

Prepared Statement of Sarah Bauder, Director of Student Financial Aid,
University of Maryland

Mr. Chairman and members of the Committee, thank you for providing me the
opportunity to meet with you today about such an important topic. First, I would
like to applaud the leadership for increasing the Federal Pell grant program to an
historic high. As you know, Federal Pell Grants provide access and affordability to
our highest need students. These funds are critical to the retention and graduation
goals of our students. Thank you so very much.

As a quick background, I began my career in financial aid in 1990 as a student
employee, advancing to Associate Director of Loan Processing at St. Mary’s College
of Maryland. I then accepted a position at the University of Maryland, College Park
campus as an Assistant Director for Loan Processing, was promoted to Associate Di-
rector for Operations in 1997 and to Director of Student Financial Aid in January
2005.

Three years ago I had the opportunity to speak with you about the federal loan
program and am excited to be here today to provide an historic perspective of what
has happened over that time span. It is evident that we are in the calm before the
financial storm and I am so encouraged that we are here to plan for what may be
hard times ahead. Current economic conditions threaten the overall health of the
federal student loan programs. Access, affordability and choice are in jeopardy. We
need to assure students and parents that loans are still a viable source for payment
of educational expenses. We need to maintain the public confidence in the financial
aid programs so that access to education is attainable for all students.

The University of Maryland—a mere eight miles away from the Capitol—is home
to over 24,000 undergraduate students and 9000 graduate students. Approximately
75% of all students file the Free Application for Federal Student Aid (FAFSA). Of
those students, 90% receive a federal loan, for a total annual loan volume of about
$90 million. In addition, we have 3400 Federal Pell Grant recipients. We have a
very diverse population with almost 45% being non-white. As the Director of Finan-
cial Aid, my job is to provide aid packages which assist in the retention and gradua-
tion of our student population, with an effort to reduce debt burden. Given the
broad range of students who attend our campus, a ’one-size-fits-all’ aid package does
not advance those goals. Four years ago, we created the Maryland Pathways pro-
gram as a means to provide a debt free education to our highest need, Maryland
resident students. We currently have over 400 students who benefit from this
unique program. In 2005, we added to this program by implementing a Pell Path-
ways program. This is the only program of its kind nationwide. In this program,
we provide additional grant funding to students who come from socio-economic dis-
advantaged backgrounds who did not receive the Pell Grant because the student
earned too much money. Last year, we implemented the Senior Debt Cap, which
provides a University of Maryland grant instead of loan for those students who bor-
rowed more than $15,900 in need-based federal loans. We were able to implement
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these programs without new monies by coordinating funding strategies with the
State of Maryland and shifting our packaging algorithms for the awarding of federal
and institutional funding. As you can see by the chart below, our loan indebtedness
has decreased due to these programs.

LOAN GUARANTEES BY PROGRAM

Loan Program Total 2005-06 Total 2006-07 Difference
Stafford Subsidized $45,287,075 $43,641,028 ($1,646,047)
Stafford Subsidized $34,670,529 $33,230,596 ($1,439,933)
PLUS $28,887,088 $26,322,797 ($2,564,291)

So how does this impact student loans? Over the last year we've witnessed an
array of events that has jeopardized the future of student loans and subsequently
our ability to meet the needs of our students. Independently, the events probably
would have only caused a ripple; however, when coupled together, the sting is felt
in all aspects of financial aid. The financial markets are challenged by the sub-
prime mortgage crisis, which has caused investors to back away from asset based
securities, which are a source of capital for student lenders. Couple this with the
cuts in subsidies to lenders by Congress and we have a formula that equates to
lenders scrambling to find funding for their student loan portfolios. Consequently,
the ability to lend money to students and parents is negatively impacted.

As we enter our peak packaging season, I am concerned about our ability to meet
the needs of our students for a variety of reasons. First, consolidation loans which
have historically been a financially attractive solution for students have almost dis-
appeared. This in turn has significantly reduced the amount of Perkin’s loan repay-
ment. Last year we disbursed $2.3 million in Perkins loan funding. This year (2008-
2009), we have less than $200,000 to award to our students. Second, the Federal
Work Study Program and the SEOG programs were cut by 20 million dollars nation-
ally. That translates to a $120,000 reduction in SEOG and a $50,000 reduction in
Federal Work Study for the University of Maryland. Overall, we have almost 2.5
million dollars less in need based financial assistance to award to our neediest stu-
dents in the Campus Based Programs. Third, due to the sub-prime mortgage crisis,
home equity is less of a resource for families to utilize to pay for the cost of edu-
cation, as are retirement funds. I have concerns as to the availability of funding op-
tions for our families. Couple these events with lenders having to tighten their lend-
ing standards, and there are fewer resources available to families to pay for college.
Our parents borrow, on average, about $30 million in Federal PLUS loans, while
graduate students borrow about $20 million in Graduate PLUS loans. With the
overall economic condition, our families and students who typically borrow credit
worthy loans will experience increased denial rates.

Since we just completed the packaging of our incoming freshman class, I think
it may be helpful to see the impact of these events on an average student. For exam-
ple, if we superimpose the reduction in aid on a packaging scenario for a typical
Maryland resident freshman student, with a zero dollar ($0) expected family con-
tribution (EFC) attending the University of Maryland in academic year 2008-2009,
we find that students/families may need to borrow an additional $2770 in loans (see
chart below) as compared to the 2007-2008 academic year.

20072008 2008-2009
Direct Cost of Attendance $17,848 $18,139
(tuition, fees, room, board, and books)

Types of Aid:

Pell Grant $4,310 $4,731

SEOG $1,000 $500

Federal Work-Study $2.400 $1,800

Perkins Loan Funds $2,000 $0

Stafford Loan $3,500 $3,500

UM Grant Funding $3,800 $3,800

TOTAL funding $17,010 $14,031

Potential PLUS/Private loan $838 $3,608
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With reduced financing options, families inevitably will need to borrow more
funds to pay for college. Further there are fewer lenders providing student loans.
One concern circulating among my colleagues is the disruption in the student loan
industry as lenders withdraw from the FFEL program. This creates an administra-
tive burden as lender lists need to be revised and students need to be informed to
choose another lender. In addition, lender policies are changing. For schools serving
high risk students, this may impact their ability to borrow a student loan. As of
today, lenders representing 10% of Stafford and PLUS loan origination volume and
30% of consolidation loan volume have either suspended or discontinued their par-
ticipation in the student loan programs. The University of Maryland never denies
choice of lender to a student, which is why we work with over 80 different lenders.
As lenders leave the FFEL program, we feel the administrative impact. I am some-
what nervous about the dilemma we are facing in the student loan industry and
the availability of funds for our students and the potential disruption this could
cause our families.

We review our lender lists every year. As a historical perspective, we’ve chosen
lenders who have quality customer service, advanced technology, excellent pricing,
and who advance the mission of our University. Due to the cuts in subsidies, the
zero fee loans our students benefited from are disappearing. However, FFEL lenders
do advance our mission. One of the missions of our campus is to provide educational
services in every aspect of campus, not just in the classroom. The University of
Maryland has thoughtfully chosen to provide Stafford and PLUS Loans through the
FFEL program because of the value added services provided to our students. Our
guarantee agencies provide educational information to our students on default pre-
vention, debt management, identity theft, and financial planning, to name a few.
With continual and consistent communication, students understand the impact of
borrowing, and the consequences for non payment. This knowledge gives our stu-
dents life skills they will utilize long after they receive their diploma. Because of
our partnerships with FFEL lenders and guarantors, our default rate has dropped
consistently over the last seven years. In 2000, our default rate was 2.6%; in 2006
it was 1.2%. For University of Maryland students who borrow utilizing American
Student Assistance, the default rate is .6%.

University of Maryland Cohort Default Rates
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The University of Maryland could not have provided those incredible repayment
percentages without the assistance and knowledge of the lending experts. Since
schools may face sanctions if their cohort default rates exceed certain levels, a lend-
er and guarantor’s effectiveness in working with borrowers to ensure that loans are
repaid is a viable consideration when an institution chooses a loan program. Fur-
ther, last year I decided we should conduct one-on-one counseling for students who
reached a specific threshold of indebtedness per grade level. Our lenders very quick-
ly were able to run reports for us to assess the indebtedness of our students. By
profiling our students and providing them with individual counseling, we are able
to further advance the mission of the University in educating our students.

In summation, we need to take steps now to prevent the disruption to the FFEL
student loan program. We need to assure our students and families that student
loans have been, and will continue to be, a resource for them. I thank you for having
me speak with you today.
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STATEMENT OF CHARLIE C. SANDERS, JR., PRESIDENT AND
CEO, SOUTH CAROLINA STUDENT LOAN CORPORATION

Mr. SANDERS. Mr. Chairman and Ranking Member McKeon and
committee Members, thank you for inviting me to come before you
and for holding a hearing to discuss this very important issue.
Prior to my role at South Carolina Student Loan, I was a munic-
ipal bond trader in the securities industry as well as director of in-
vestments and debt for our State Treasurer.

South Carolina Student Loan was created by our general assem-
bly in 1973 as a nonprofit private entity. And since our inception
we have provided nearly $7 billion in higher education loans to
over 423,000 families throughout our State. Our nonprofit mission
is to provide programs of financial assistance to enable students to
pursue and achieve their educational goals. Without this financial
assistance, families in South Carolina would not have been able to
pursue their education dreams.

For the current academic year alone, we have provided over $600
million in loans, of which $63 million are private loans. I can tell
you the current market situation has had an impact on our ability
and that of my colleagues in other States in securing the necessary
financing to provide student loans. The problems in this market
are not due to credit risk but, rather, liquidity concerns. To repair
the marketplace it is necessary to inject liquidity and restore con-
fidence, and our Federal Government has this ability.

In South Carolina we have almost $3 billion in outstanding stu-
dent loan bonds. And of that, approximately 60 percent are in auc-
tion rate bonds. In February the auction rate market collapsed.
And in South Carolina alone, we have had 28 failed auctions just
over the past several weeks. And we are now having to pay rates
of more than 7 percent as compared to 3 to 4 percent just a short
time ago. Some of my colleagues in this market are paying rates
as high as 18 percent at a time when the statutory yields we earn
on FFEL loans are roughly 4-% to 5 percent. Therefore, most lend-
ers are experiencing a negative return on their funds.

Because of this situation, we in South Carolina have been at-
tempting to refinance our auction rate bonds into some other form
of financing vehicle since October, and it usually takes about 2
months to do a financing. But we have experienced difficulties in
securing this financing due to the apprehensive position of rating
agencies, liquidity providers and investors.

The uncertainty of financing creates a situation where my orga-
nization and many of my peers are unable to commit to funding the
same volume of loans we have in the past, if any loans at all. It
has been reported that several lenders have suspended new loans,
and I expect to see more announcements unless the financing situ-
ation improves substantially. This will certainly create access
issues. The current market situation directly affects what we can
do to serve students and families in our States. The FFEL public-
private partnership has served students and families well for over
40 years and provided critical services.

If my organization ceases to be a partner in the FFEL program,
services provided by our 230 dedicated and service-minded employ-
ees would be unavailable to our citizens. These programs include
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financial literacy, college and career planning, debt management,
as well as teacher and military forgiveness programs.

We are also partnering with our State Department of Education
and several other State agencies in sponsoring an education and
workforce development Web site serving over 600,000 students and
a drop-out prevention program at 16 of our secondary schools.

Much has been discussed about a Lender of Last Resort program
being the solution. It is not in my view the answer to this issue,
as it is a capital markets problem and the Lender of Last Resort
does not solve these issues. Instead I believe the most seamless so-
lution for students, families and schools is limited and timely Fed-
eral financing to help restore confidence in this market.

The Federal Reserve took action just this week for the purpose
of injecting both liquidity and confidence into the mortgage market.
It is also appropriate for the Federal Government to take necessary
steps to restore stability in this market. Therefore, I respectfully
ask the Secretary of Education to continue to monitor the situation
and review access issues using authority currently available.

At the same time it would be prudent for the Secretary of Treas-
ury to take action as requested by many Members of Congress, in-
cluding my Representative, Congressman Wilson, and others on
this committee, to serve as the backstop for auction rate bonds and
provide financings which would restore stability and confidence in
this market. If action is taken immediately to address these issues,
we may be able to avoid the possible shortage of funds for this next
academic year.

Thank you for this opportunity to address you and I will be
happy to answer any questions.

Chairman MILLER. Thank you very much.

[The statement of Mr. Sanders follows:]

Prepared Statement of Chuck Sanders, President and CEQ, South Carolina
Student Loan Corporation

Introduction: Mr. Chairman, Ranking Member McKeon, my name is Chuck Sand-
ers and I am the President and CEO of the South Carolina Student Loan Corpora-
tion. Thank you for inviting me to come before you and for holding a hearing to dis-
cuss this very important issue—ensuring the availability of Federal student loans
for students and families both near and long term.

Prior to my role at South Carolina Student Loan, I was a municipal bond trader
in the securities industry as well as Director of Investments and Debt Management
for the South Carolina State Treasurer’s Office. Thus, I have long term experience
in both student loans and municipal financing. I would like to tell you a bit about
our student loan program in South Carolina.

The South Carolina Student Loan Corporation was created by the South Carolina
General Assembly in 1973 as a private, non-profit entity to administer the Federal
Family Education Loan (FFEL) program in South Carolina. Since our inception, we
have provided nearly $7 billion in higher education loans to over 423,000 families
throughout the state of South Carolina. Our non-profit mission remains un-
changed—to provide quality programs of financial assistance that enable eligible
students and parents to pursue and achieve their educational goals. Without such
financial assistance, families in South Carolina would not have been able to pursue
their postsecondary education dreams. For the current academic year (2007-08), we
have provided over $600 million in educational loans.

As a not for profit student loan provider and issuer of student loan bonds, I can
tell you first hand the impact the current market situation has had on our ability,
and that of our peers in other states, in securing the necessary financing to provide
access to student loans. While the immediate issue is that of a skittish credit mar-
ket and the need for liquidity and confidence to return to the market, the implica-
tions go beyond direct financings. It is important to note that the situation we find
ourselves in is a collateral affect of a much broader credit market disturbance insti-
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gated by activities in the sub-prime mortgage market. It is not because student
loans were poorly underwritten or issued to ineligible or undeserving borrowers.
Furthermore, the credit quality of this asset remains high. The problems in this
market are not due to credit risk, but rather liquidity concerns. To repair the mar-
ketplace, then, it is necessary to inject liquidity and restore confidence. The Federal
Government has the ability to help stabilize this irrational marketplace.

As you know, we provide a myriad of programs and services for students in a ho-
listic approach to assisting students and families. Much of this is also at risk if the
current market situation does not turn around. I will discuss that more directly
later in my testimony.

Issues in the current market: In South Carolina, we have about $3 billion in out-
standing student loan bonds and of that approximately 60% percent are in auction
rate bonds, with the remainder in longer term variable rate securities. Currently,
across the broader student loan market, industry reports indicate that of the rough-
ly $350 billion in outstanding FFEL program loans, about $80 billion are financed
via outstanding auction rate securities. Most of this auction rate debt was issued
by non-profit lenders, because this mode of financing was our best option to keep
borrowing costs low. It worked well for 15 years in providing us with a consistent
and predictable source of low-cost capital.

Late last year, it became clear that the problems in the sub-prime mortgage mar-
ket were having a negative ripple effect on the student loan capital markets. Ini-
tially, this meant a significant increase in financing costs, but the market remained
intact. In the second week of February, however, the auction rate market collapsed
when broker-dealers—who have their own balance sheet issues—were no longer able
to sustain the market by buying all the student loan securities that investors want-
ed to liquidate. Consequently, a raft of auction failures occurred, as sell orders vast-
ly outpaced buy orders. This meant that some buyers had to hold the asset and were
unable to sell for cash. This was a crushing blow, since the investor base for these
securities existed because the asset has always been viewed as highly liquid. Once
liquidity was no longer assured, many of these historic investors no longer saw a
reason to be in the market. That investor base has yet to be replaced, and may
never be replaced. Thus, the student loan auction rate securities failure rate has
in a relatively short time gone from zero percent to nearly 100 percent.

In South Carolina, we have had 28 failed auctions over the past several weeks
and are now having to pay rates of more than 7 percent as compared to 3 to 4 per-
cent just a short time ago. Some of my colleagues in this market are paying rates
as high as 18 percent, at a time when the statutory yields we earn on FFEL pro-
gram loans are roughly 4.5 to 5 percent. Several news reports have described how
individual nonprofit lenders are losing millions of dollars on their loan portfolios
each month. The point here is that many lenders are seeing a negative return on
funds and they do not have other sources of capital to draw upon. This means that
they can only continue under current market conditions for a circumscribed period
of time. While this time period will vary for each lender, the basic dynamic is the
same.

Because of this situation, we at South Carolina have been attempting to refinance
our auction rate debt into another financing vehicle since October. We are experi-
encing difficulties in securing this financing, however, due to the apprehension of
rating agencies, liquidity providers and investors.

In the meantime, the uncertainty concerning whether these refinancings can be
accomplished—and at what price—creates a situation where my organization, and
many of my peers, are unable to commit to funding the volume of loans we have
in the past—or in some cases, any loans at all. Recently, of course, it was reported
that the Pennsylvania Higher Education Assistance Agency and others have sus-
pended new FFEL program loan originations, and I expect to see more such an-
nouncements in the coming months, unless the financing situation improves sub-
stantially.

Impact on Students and Families: Without some relief to this situation, I believe
you will see additional loan providers reevaluating their participation in both the
Federal and non-federal loan programs. This will undoubtedly create access issues
for some in both the FFEL program and non-federal lending. The South Carolina
Student Loan Corporation provides both FFEL and non-federal loans. For many stu-
dents, borrowing to finance their education is something they must do and we want
to provide low cost loans to assist those students and families that need this assist-
ance. We always encourage Federal and State grants and scholarships first. For
some students, however, the non-federal loan is necessary to bridge the gap between
federal loan limits and their cost of attendance. Both FFEL and non-federal loans
are at risk due to this current market situation. While private lending has received



64

some criticism, it often makes the difference between the dream and the reality of
a higher education.

While disruption may not be widespread initially, the potential is there for many
more students to soon be without their provider of choice. To this point, students
and their families have benefited greatly from being able to shop around and find
the best deal possible to them for financing their education. There are also genuine
access concerns. Many students may soon be without access to non-federal loans
that they need to fill the gap left by federal loan limits. And access to even FFEL
program loans will become a greater concern with each passing month that the mar-
ket remains in its current state.

The current market situation directly affects what we can do to serve students
and families in our states. The FFEL program has served students and families well
for over 40 years. The public-private partnership has led to innovation and commit-
ment by loan providers to supply low cost loans and critical services that help stu-
dents pursue and complete a higher education. While we can do little or nothing
about college costs, we can ensure students have efficient and low cost financing al-
ternatives, and many other services to meet their needs. If my organization ceased
to be a partner in the FFEL program, not only would a local mission-based organi-
zation vanish and 235 dedicated and service-minded employees be out of a job, but
critical services would also be unavailable to our citizens. These include financial
literacy programs, college planning, career planning, outreach, debt management
programs, teacher and military loan forgiveness programs, and training opportuni-
ties for higher education professionals, to name a few. Our organization in South
Carolina is both required and honored to serve students at every school in our state.
Our absence would likely produce a disparate impact on different institutions within
the state, with students at some schools facing a greater restriction of choice than
their peers at other schools.

Much has been discussed about the Lender of Last Resort Program being the solu-
tion. It is not, in my view, the answer to the issue before us. This is a capital mar-
kets problem and the Lender of Last Resort does not solve the market problem to
ensure students continue to have choice in financing their education. The situation
in which we find ourselves is not loan providers being unwilling to provide funds
to students, it is loan providers being unable to provide loan funds due to the liquid-
ity issues in the market place. While it is prudent for the Department of Education
to review current law and its administrative processes, it is far more prudent for
us all to work together to do all we can to make sure such a drastic measure is
not needed. Students should be able to continue to choose the loan provider of their
choice, as choice is a fundamental tenet of the FFEL program. We want to work
with the Congress and with Treasury and other Federal agencies to avoid a wide-
spread disruption in both the federal and non-federal student loan programs.

Ensure Choice: The title of this hearing is ensuring the availability of Federal Stu-
dent Loans. Along with availability, it is important that schools and students con-
tinue to have choice in meeting their higher education financing needs. These pro-
grams have become more effective overall by allowing choice. Colleges and univer-
sities are in the process now of packaging financial aid for the upcoming academic
year. We should not ask institutions that have selected the program that best fits
the needs of their students to completely change midstream. It is both necessary
and possible to do what is necessary to find a common solution to the market issues
before us. FFEL program borrowers may have already chosen their loan provider
and requiring a move to the Direct Lending Program will be thwarting that choice.
Students, parents and institutions are better off with the ability to work with the
local, community-based or national organization they desire. If the Direct Loan pro-
gram is indeed their choice, it should be for reasons other than having no other op-
tion at all. While Direct Lending may be the choice of some, it is not for all and
we should be putting students first and shoring up their ability to finance their edu-
cation in a manner that best meets their needs. We want to continue to work with
our partners in the higher education financing community to provide the means for
students and their families to pursue their education without concerns regarding
student loan availability.

Conclusion and Recommendation: 1t is clear that this situation is not a byproduct
of poor credit quality or flawed underwriting. Issuers are in this position due to no
fault of their own, but rather as an unintended consequence of a larger market
issue. I believe strongly that timely and limited federal intervention is warranted
in this case to restore confidence in this quality asset and the student loan market-
place. The Federal Reserve took action just this week to inject both liquidity and
confidence into the mortgage market. It is similarly appropriate and justified for the
Federal Government to take the necessary steps to restore stability in this market.
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Such measures would have positive, immediate and far-reaching implications for
students, families and our country.

Therefore, I respectfully ask that the Secretary of Education continue to monitor
this situation, utilize her existing authorities, and review access issues facing stu-
dents across the country. At the same time, it would be prudent for the Secretary
of Treasury to take action, as requested by many members of Congress, including
Representative Wilson and others on this committee, to serve as a backstop for auc-
tion-rate bonds, making clear the Government’s commitment to students across the
United States. Finally, I ask that members of this committee work with their col-
leagues on other committees of jurisdiction.

We need to restore not only confidence in the markets, but also the confidence
of students, institutions of higher education and student lending partners. In the
spirit of cooperation, we can work together during this unexpected and extraor-
dinary time to do what is necessary and what is right. Action taken immediately
to address these market issues could prevent a potential shortfall of loan funds to
students for the upcoming academic year.

I thank you again for the opportunity to address the Committee and appreciate
the willingness of each of you to be here to take the time to hear from me and my
colleagues about this most important issue. I am happy to address any questions
you may have.

Chairman MILLER. Thank you to all of you. You have all raised
I think very important issues and from an array of perspectives. I
think it is helpful to the committee.

Ms. Muilenburg, let me, if I might begin with you, thank you for
your testimony and certainly for your written testimony as it is
laid out. A number of us asked the Secretary about what she has
been doing with respect to the guaranty agencies. Apparently there
has not been a face-to-face meeting; is that correct?

Ms. MUILENBURG. That is correct.

Chairman MILLER. Your contact with the Department has been
what? I don’t mean you, I mean the agencies.

Ms. MUILENBURG. The agencies individually have contacted the
Department to offer to come in and sit down. The President of our
trade association, the National Council of Higher Education Loan
Programs, has repeatedly offered to the Department to bring in a
group of guarantors. We would bring in the chief financial officers,
the operational folks, that would be able to sit down and talk about
how to implement a program. The response thus far is they have
appreciated the offer of assistance, they are monitoring the situa-
tion, and they will be in touch.

Chairman MILLER. As I understand it, in 1998, what was done
is the agencies and the Department were brought together and
they worked out essentially a legal agreement for how they would
then proceed if necessary, and it turned out not to be necessary.
But no such agreement has been suggested here to date?

Ms. MUILENBURG. Not thus far, sir.

Chairman MILLER. Is that agreement—or maybe your attorneys
want to answer for the record—but I mean, is that agreement es-
sential to proceeding?

Ms. MUILENBURG. It is essential if we are going to have to pro-
ceed using Federal advances. That was the—the key difference be-
tween the way the Lender of Last Resort program has worked to
the extent it has been utilized in the past is it has been on an indi-
vidual basis where there are students at a particular school in iso-
lated circumstances who have not been able to get loans. In each
of those cases guarantors have been able to find lenders to make
those loans which would be considered——
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Chairman MILLER. Those were very small. Mr. Wozniak and Mr.
Sanders suggest that this problem is not one of isolated individual
cases.

Ms. MUILENBURG. That is right. I mean, in USA Funds’ case, we
have guaranteed $1.8 million in Lender of Last Resort loans, the
last being in 1998. And in all of those cases we were able to find
lenders that would actually make those loans and we stood behind
them as the guarantor.

But if we are talking about a much more widespread access prob-
lem, clearly Federal advances will be necessary, because the lend-
ing partners to whom we turned in the past to make these loans
are obviously the ones that are potentially having the problem ac-
cessing the capital markets.

Chairman MILLER. Well, it is very disappointing to hear that
that outreach by the agencies is essentially—I don’t know if it has
been rebuffed or ignored, but it hasn’t happened. And I think we
heard here, from members on both sides of the aisle, we are trying
to have confidence that this system will be operational, if nec-
essary. So I appreciate your testimony. I will come back to you.

Mr. Wozniak, Mr. Sanders outlined his living with—and I have
two sons who are University of South Carolina Gamecocks by the
way—he is living with what you described in the auction market.
He has also suggested that if the Fed thought this was good for
home mortgages, why wouldn’t they consider it for student loans?
He describes that as—and I think you did also—that this is a li-
quidity problem. People who thought they were going to be able to
go and sell these assets and become recapitalized, liquid, to make
additional student loans have now found out that that market has
been closed to them, as apparently it was closed to municipal mar-
kets and utilities and the Port of New York and New Jersey and
others. So this is spread across good paper, so to speak.

Do you want to comment on what Mr. Sanders said?

Mr. WozNIAK. I think that is correct. And that is one thing over
the—one thing to recall as we look through this is that the under-
lying collateral, the students themselves and parents, have actu-
ally—there has not been a material difference in how the payment
has been coming in. So it is not a widespread subprime issue. It
is actually the case that the collateral has been there performing
in a very reasonable fashion.

So it is more of a liquidity and confidence issue in this process,
which would hopefully be easier to work ourselves out of because
we have collateral that is favorable collateral. It is just that in this
type of market scenario it is more difficult.

Chairman MILLER. But in this market, I mean that collateral, 97
percent guaranteed, is treated——

Mr. WozNIAK. Well, you know, there is the guarantee side and
there is the spread side. And the situation is that because interest
rates have risen so high that is the difficulty.

Chairman MILLER. That is the 100 basis points that you talked
about?

Mr. WozNIAK. That is correct. It would require far too much col-
lateral. It is kind of like the old joke of how do you get $1 million
from the stock market.
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Chairman MILLER. Mr. Sanders has suggested what we have
been talking about to date is that we are preparing a standby au-
thority so that we have, as we understand it, we have access, or
the Secretary would have access to the Treasury. He is suggesting
that if you went out and purchased some of those loans, that these
entities that have traditionally provided the loans for FFEL would
be able to recapitalize some portion of that.

Mr. WozNIAK. If there is some means, right. If there is some type
of means providing some type of liquidity process—and that could
happen in a variety of ways—that would help free up the market;
that is correct.

Chairman MILLER. Does that have an impact on the timetable in
which the credit markets might come back to something that we
saw as normal, or is the auction market gone?

Mr. WozNIAK. The auction market has—at this point it can—the
auction market has always operated in a tremendous way on con-
fidence. And from a confidence standpoint I would say that when
you look at all the auctions that have gone before, and they had
all gone fine, and the fact that—and it has even gone through some
very difficult times and was able to be resilient. At this point it
would be, I think, each of the issuers—virtually every issuer that
I know wants to get out of them, and they are not necessarily look-
ing at using that as a financing tool.

Chgirman MiLLER. Okay. We will come back to that in the next
round.

Mr. McKEON. We have a vote on, but we are going to take Mr.
McKeon’s line of questioning and then I think we will see what
time it is.

Mr. McKEON. Thank you, Mr. Chairman.

Mr. Wozniak, do you believe that we have a crisis on our hands
when it comes to ensuring that all students will be able to obtain
enough loans through the Federal and nonFederal bank-based pro-
grams to pay for college next year, and why or why not?

Mr. WozNIAK. I would say yes, we have $80 billion of out-
standing auction securities that issuers are trying to refinance.
There is probably another $70 billion of loans that are sitting in
the short-term facilities I was talking about. That is $150 billion
backlog. And it is one of those situations that if your house is on
fire you need to kind of fix that before talking about the addition.

So as you look in the current process of how to provide, it would
seem that there is likely to be, when you look at the, facts some
type of access issue if everything stays where we are.

Mr. McKEON. Thank you.

Mr. Sanders, have you had to scale back any of your borrower
benefit programs or value-added services that you provide to stu-
dents or schools, and can you describe what has been scaled back
and what led you to that point?

Mr. SANDERS. Yes, sir. We have actually already changed our
borrower benefits related to our consolidation loans. We are mak-
ing very few consolidation loans at this point. Also in the private
loan part, we actually are having to increase our credit standards
to have higher-quality loans which actually will reduce our volume
roughly 20 percent. And we are also raising the interest rates on
those private loans.
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The reason for doing that is if the markets do recover at some
point in the future, we are going to have to have higher credit
standards in our portfolio in order to finance it. So, yes, sir.

Mr. McKEON. Thank you very much.

Ms. Bauder, in your testimony you had mentioned the adminis-
trative costs associated with updating your preferred lender ar-
rangements and staying on top of what lenders are still in the pro-
gram. Given those additional costs, why will you choose to stay in
the FFEL program rather than switch to the DL program?

Ms. BAUDER. Two main reasons. One is the mission of the uni-
versity is about education. Our president continually says regard-
less of whether you are in the classroom or whether you sit in an
office, you educate students. And so to that end, we partner with
vendors and guaranty agencies that have that same mission in
mind.

You know, student loans are usually the first time a student has
an introduction to debt. And so when you are thinking about debt,
you have to think about it in terms of a life skill. What are we
teaching them from the moment they borrow to the moment they
are actually done repaying? And so if we think about student loans
only as receiving a check, then we minimize the entire program. It
is important we want to get our money.

I think Roberta was talking about the ease of the direct lending
program. I will mirror that with FFEL. It is an incredibly good cul-
ture to be in. We have 1% employees that operate the FFEL pro-
gram. To switch into direct lending is not an easy switch. We are
talking about a culture here. We are talking about system changes.
It would take us probably a year so that it would be transparent
to the student to move over into direct lending. We would have to
notify our software providers what we are doing. We do do PELLs
and we do have COD, Common Origination and Disbursement, as
Roberta was talking about, but it is not an easy switch. Commu-
nication on the Web. I mean I could go into my—put my oper-
ational hat on and give you the numerous amounts of if we didn’t
do it correctly, the disruptions that would fall onto the student. But
the main thing is we really want to educate our students.

Our default rate has gone down significantly because I am able
to pick up the phone and call a guaranty agency or a lender and
say, I want to profile my students; could you tell me for all of our
sophomores if they are at a $15,000 indebtedness, I would like to
know their names. I don’t have that capability on campus right
now to do that. So they can do that.

We can call them in on a one-on-one basis and start counseling
them and say, Do you understand this is the repayment you are
going to end up with? Do you understand the difference between
a want and a need? Are you really borrowing what you need or are
you borrowing for something else? That is important. That is a life
skill that we are training our students on so that when they exit,
you know, when they get a car, a mortgage, or a credit card or
whatnot they are actually planning for their future.

Mr. McKEON. That brings up a point that I have been very con-
cerned about. The Secretary said that she could probably double
their capacity. So if they are doing 20 percent of the loans now,
they could probably double that. I don’t know if they meant they
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could do that by next summer or fall, or if it will take a year or
two. The problem is right now. It may fix itself next year.

I mean, liquidity confidence could come back in maybe. Some-
times an election gives people new change, new start. It builds up
confidence. But I am concerned about next summer and fall. And
if it takes a year to switch to direct lending and if you have a lot
of schools trying to do that all at one time, I am very concerned
about the Department’s capability of handling that.

So thank you all for being here and for your testimony. I think
this has been a very good hearing and I think it is very timely,
very important, and I hope it causes some real focus on the poten-
tial problem at hand.

Thank you Mr. Chairman.

Chairman MILLER. Thank you. I think—I mean, we will go back
and look at the Secretary’s testimony. I think it was she could dou-
ble it relatively quickly, I mean like overnight. Beyond that was a
longer time.

Mr. McKEON. She didn’t say a time.

Chairman MILLER. Well, we will ask the Secretary for clarifica-
tion, because it is very important to this hearing whether or not
she has the capacity to do that, to go from 30 percent to 60 percent
or whatever, and in what time frame. Again, that is what we are
trying to sort out in this hearing.

We are going to go vote and we are going to recess here for a
few minutes, and then we will come back. Members expressed in-
terest in asking questions and I have another round. And the chal-
lenge is, can I get to the floor in 36 seconds?

[Recess.]

Mr. KILDEE [presiding]. The committee will reconvene, and the
Chair recognizes the gentleman from New Jersey, Mr. Andrews.

Mr. ANDREWS. Thank you, Mr. Chairman. Thanks to the panel
for your outstanding presentations and for your patience in waiting
for us to get back. Thank you very much.

I have heard some points of consensus here this morning. One
is that we want students to borrow less and get more scholarships.
I think we all start from that. The second is that we want a
healthy FFEL program and a healthy Direct Loan program. And
the health of the FFEL program I do think depends upon a ready
and willing and able Lender of Last Resort. We have got to get that
in gear if it is needed on a large scale.

And then I think it is also a consensus that students who have
not yet exhausted their Federal resources to go to school, and have
a gap, should exhaust their Federal resources. We should educate
them about that and let them know before they go into the private
loan markets.

But we do have a situation where a significant number of stu-
dents after they have exhausted those Federal resources, after they
have gotten all the scholarship aid they can, have a significant gap.

And, Ms. Bauder, I think you have given us a great example of
that in your written testimony where you hypothesize a first-year
student at the University of Maryland, State resident, no parental
contribution, and he or she would be $3,608 short of the package
that they need.
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I think you can tell that story about a student at a NAICU pri-
vate college or university where the tuition is probably twice as
high. You can tell that story about a student at a career school or
technical program where you have high tuitions very often as well.

What ideas do the members of the panel have as to how we
should approach that problem? And, again, I am hypothesizing, the
student who has exhausted their scholarship aid, exhausted their
Federal resources, has a gap between the money they need and the
money they have and has to turn somewhere. My sense is that they
are the classic subprime borrower, that the prospect of attracting
private capital for them is a very difficult prospect indeed.

And also, I think I have this right, and I think the Secretary may
have inadvertently stated this, we can get the Lender of Last Re-
sort program 100 percent right, but it doesn’t change the loan lim-
its, right? You can go as high as you go, and that is it? So what
ideas do the members of the panel have for us as to how we can
address the needs of that student.

Ms. JoHNSON. I think one of the issues was one that Sarah al-
luded to in her testimony. And that is the fact that with the Fed-
eral Perkins loan program we are seeing some drastic reductions
on our campuses as a result of a couple of different things. One is
that the influx of cash that we experienced into our revolving fund
as a result of consolidations is dried up, because there is really no
need for students to do a consolidation anymore when the interest
fate on the Stafford loans is higher than what it is on their Perkins
oan.

Mr. ANDREWS. I completely embrace that. If I were writing the
budget myself, I would have a much higher level of Perkins num-
ber than we do. I think the reality is, there is a likelihood we will
operate on a CR around here until there is a new President. I am
not saying that is going to happen, but I bet it does. And that
means we are going to be at something like the present level in
Perkins, so it is not going to be a whole lot of new money in Per-
léil;s. I wish that weren’t true but I think it is. So what else do we

07

Ms. MUILENBURG. I think you probably have to think at this
point about increasing loan limits. It has been under discussion in
previous higher ed bills, and it hasn’t been done I think largely due
to cost considerations.

Mr. ANDREWS. How do we pay for that?

Ms. MUILENBURG. Well, you could add unsubsidized loan eligi-
bility, which my understanding is not a cost item in either FFEL
or direct lending, and to provide some additional capacity.

Mr. ANDREWS. I am not sure about that. I think that it is not
subsidized in terms of the outlays, but if there is a guarantee at-
tached to it. Are you proposing a guarantee be attached to it?

Ms. MUILENBURG. That it would be available in both programs.

Mr. ANDREWS. Well, I think CBO would attach a number to that.
So assuming it did, where do we look for resources to pay for an
extension of loan limits? Welcome to the Congress.

Ms. MUILENBURG. I fully understand. We are well aware of the
cost constraints that you all face.

Mr. ANDREWS. And you do understand one sort of arcane tech-
nical point, but it is a very big deal. The way things work around
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here is if we look for offsets, we need to find them within our own
little universe here of programs. And we really only have three
things. We have the Pension Benefit Guaranty Corporation, we
have the School Nutrition program and we have student loans and
that is it. And we can’t take the money out of the Iraqi budget sur-
plus. They have a budget surplus in Iraq. We can’t take it out of
agriculture. We have to find it within the four walls of our own ju-
risdiction, which is not easy.

Ms. BAUDER. Could we talk about ACG, SMART and TEACH?

Mr. ANDREWS. I'm sorry, could you put your microphone on? And
my time is expired.

Ms. BAUDER. So I can’t?

Mr. ANDREWS. Well, I am sure the Chairman will let you quickly
answer the question; not to speak for him, but may she answer my
question?

Chairman MILLER [presiding]. Sure.

Ms. BAUDER. Okay. Thank you. ACG, SMART and TEACH are
very cumbersome and costly to administer. I don’t know if there is
any—and I am totally brainstorming—I don’t know the back end
of how all the financing works, but taking those funds and putting
them back into a program that is very easy to administer.

Mr. ANDREWS. Which programs are you saying?

Ms. BAUDER. Academic Competitiveness grant, SMART and now
the new TEACH program.

Mr. ANDREWS. If I can just bore you one more time with details.
But I think most of those fall into what we call the discretionary
spending world. I don’t think they are mandatory. Am I right about
that? Okay, well, that gives us something. Although, you under-
stand, one of the great glories of governing in tight fiscal times is
that anytime you take a dollar away from one thing, you generate
opposition to it.

But listen, we would welcome your ideas. It is a tough problem,
but we welcome your ideas. So I think we all agree, as the Sec-
retary said, we want to educate students to get every last Federal
dollar for which they are eligible so they don’t have to go to the
private market if they don’t have to.

Chairman MILLER. I think Mr. Sanders wanted to comment.

Mr. SANDERS. Mr. Chairman, I was going to say that if the Fed-
eral Financing Bank was to come in and do some kind of financ-
ing—currently they invest in Treasurys which are below 2 per-
cent—Dbut if they were to provide some type of financing based off,
say, 3-month LIBOR plus a spread, they would be earning some-
where in the 3%2 percent range. So it would not be a cost, it would
be actually an earnings to the Federal Government.

Mr. ANDREWS. What default rate are you factoring in on that?

Mr. SANDERS. Those are with Federal loans I am talking about.

Mr. ANDREWS. Okay. I appreciate that thank you.

Chairman MILLER. Mr. Souder.

Mr. SOUDER. Thank you Mr. Chairman. I apologize for being late
to the hearing. I was able to hear the original opening statements
of Secretary Spellings, and all this panel’s testimony, as well as
your and Mr. McKeon’s questions due to the wonders of C-Span.
But in between there, I had the mayor of Fort Wayne, the newly
elected mayor who was here for his first visit to D.C. since being
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elected mayor, and we had a few things we needed to do that were
local in addition to national.

But one of the things that came up that I wanted to ask Ms.
Muilenburg—and if anybody else has any comment with this—
there were some references made, but I missed some of the more
intense discussion on this, in the first panel, of the difference in
trying to account by university or college if they run into shortage
of funds as opposed to systemwide.

As the Chairman knows and as most of you who follow the issue,
I am a strong advocate for nondirect lending. I believe the private
sector has gotten the loan rates down. I believe that they service
the students better.

I thought Ms. Bauder did a terrific job in laying that out in hers,
in trying to make sure that people and our students have access
to education even with the uncertainties. And if we start to get in
a pickle here, I don’t want to have to throw out the baby with the
bath water, so to speak, and have the Federal Government wind
up at the end expanding their powers, to the disservice of students
and the disservice of the taxpayers, because this system has
worked better. At the same time, clearly the Federal Government
may have to step in. And I was trying to sort through what did it
mean precisely if they do it by college or university as opposed to
systemwide?

Ms. MUILENBURG. What we were recommending, Congressman,
is a system whereby a school would be able to be certified as a
Lender of Last Resort school and that we would not have, as guar-
antors, to force students to go through the hoop of going to two
lenders and being turned down by two lenders before being able to
access an LLR loan.

So the concept would be an institution-wide eligibility for Lender
of Last Resort services. And, clearly, in the situation where there
would be a widespread access, we would need Federal advances in
order to make those loans available. Does that answer your ques-
tion?

Mr. SOUDER. I believe so. I want to do a follow-up with Ms.
Bauder. When you were talking, you said about the difficulty, and
then it came up, the question of if all of a sudden people switched.
Would the doing it school by school resolve some of that question?
In other words, at least it wouldn’t force everybody into that type
of system. How do you see that playing through in regards to your
concern of the difficulty in making a fast switch?

Ms. BAUDER. I like the option of Lender of Last Resort being an
umbrella over the school. Is that what you are—yeah, I think that
is a good option in terms of—rather than having the students jump
through so many hoops on an individual basis. Going into direct
lending is somewhat cumbersome. It is a culture.

It would be an easy switch if we didn’t care about the impact on
the student. We can transmit anything and create systems. But
what it does is, there is a disruption to the student in terms of
process, having to do another MPN, just the entire culture of stu-
dent loans. And so in order to make that transparent and seamless
for the student, it is somewhat cumbersome.
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Mr. SOUDER. Ms. Muilenburg, if it went by school, would that
make it easier for the private lenders to step back in after the cred-
it crunch occurred? What would the transition back out of that be?

Ms. MUILENBURG. The situation that we would envision working,
and obviously we would have to sit down with the Department to
figure out all of the operational details, but the notion would be
that for as long a period as was necessary for the school to partici-
pate in a Lender of Last Resort program, that they would be able
to do so, where the guarantors would essentially be the lenders as
well as the guarantors of those loans.

But certainly if the credit crisis begins to resolve itself, then
there would no longer necessarily be a need for that school to par-
ticipate in a Lender of Last Resort program. If the lenders with
whom they have worked over the years reenter the marketplace
and are able to make loans, we would certainly anticipate those
schools returning to a normal FFEL loan processing environment.

Mr. SOUDER. There seems to be a general concern in both parties
that the administration wasn’t doing a lot of advance planning re-
garding if the situation really turns bad. I know a number of mem-
bers were asking questions, but I didn’t get to hear Secretary
Spellings’ response. Have they talked to you much about this? Are
they very far along in this plan? Do they seem locked into a dif-
ferent alternative?

Ms. MUILENBURG. The Secretary indicated this morning that
they intend to issue guidance to the guarantors, I believe, next
week. And that is both heartening and disappointing news. I am
heartened that she is going to issue guidance about the program
and how they would anticipate it working. It is disappointing that
she didn’t have her staff sit down and consult with us beforehand
in order to make sure that operationally it can work.

Hopefully it will be, as she indicated, an iterative process where
we can work back and forth to figure out what the best way is to
anake sure that it works operationally smoothly for schools and stu-

ents.

Mr. SOUDER. “Disappointing” is a rather understatement.

Chairman MILLER. Mr. Kildee.

Mr. KiLDEE. Thank you, Mr. Chairman.

Ms. Johnson, you talked about the importance of helping stu-
dents and families understand their options for Federal student aid
and the differences between Federal and private loans. How do you
do that and how are you helped by the Department of Education
in doing that?

Ms. JOHNSON. Well, one of the things that we do is we encourage
all of our students, obviously, to complete the free application for
Federal student aid, and we do that relentlessly and through a va-
riety of mechanisms: sending e-mails to currently enrolled stu-
dents; sending correspondence to prospective students; sending
postcards home that their parents might read, because we really
W;:lint everyone to complete the free application for Federal student
aid.

Our profile is very similar to Ms. Bauder’s in terms of the num-
ber of students who do complete the FAFSA form and how many
are ultimately packaged with student loans and how many of them
ultimately will go about securing those student loans.
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The other thing that in our environment has been very helpful
is that because we are a Direct Loan school, my staff is freed up
to spend time with those students. Our experience has been that
students who are having questions about how to fund their edu-
cation come first to the financial aid office. And when we would
previously have to say well, you need to contact your lender about
that, the response that we were getting from our students was, You
are just giving me the runaround, you can’t handle my question.
You have to go someplace else.

And my staff is trained now and they know with certainty when
those dollars are going to come in and we spend time—we have the
time to spend with those students to counsel them about the dif-
ference between a subsidized and an unsubsidized loan, about tak-
ing a Federal loan versus taking a private loan. And parents are
always asking us, if they are looking at a private loan, they are
looking for us to give them recommendations as to which private
loan they should even take. And ultimately that cannot be our deci-
sion to make for them. They need to make that choice based on
what is best for that particular family.

But it has afforded us the opportunity to be able to sit down with
those students and their parents and say, here are your options,
here are things that you need to think about as a student and as
a family, but you will need to make the selection, if you are par-
ticularly needing to use a private loan, because you need to choose
a product that is going to meet your circumstances.

Mr. KiLDEE. Do you think that the Department of Education
could do much better itself in trying to assist these students in
making these decisions?

Ms. JOHNSON. My experience with working with the literature—
and they do put out some very fine pieces with literature—is that
students and their parents, and maybe it is a culture of students
that are used to instantaneous and video and multimedia ways of
getting their information—but that many of our students are not
utilizing the written documentation that the Department of Edu-
cation is providing.

So that the opportunity to sit down one on one or provide infor-
mation to them in other formats is very helpful.

Mr. KiLDEE. Thank you very much, Ms. Johnson.

Chairman MILLER. Mr. Payne.

Mr. PAYNE. Thank you very much.

A question. Two questions. But the first one is even if the Fed-
eral Family Education Loan, the FFEL, or the Direct Loans are
available, how will students be able to finance a gap between what
the Federal student aid covers and the total cost of education
today?

In other words, saying that the Federal Family Education Loans
or Direct Loans are available does not mean that access to higher
education is ensured particularly for lower-income students who
want to attend private institutions. And I just wonder if any of you
have any thoughts on that.

Ms. BAUDER. Well, I can look historically and say that the gap
has been met through multiple resources. One is, most institutions
have a payment plan. We have a Terp payment plan where you can
pay out of your operational home budget once a month to make up
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for that delta. Credit cards, home equity, retirement plans. There
are multifaceted resources.

The home equity now. I mean, a lot of the homes where last year
parents had equity to borrow from, obviously that is no longer
there for a lot of families, and so that resource is dried up. And
in turn sometimes retirement as well.

So now we are stuck with, probably, credit cards. We actually are
looking in terms of how are we going to advance our Terp payment
plan, can we move it around a little bit to make it more advan-
tageous for our families?

Mr. PAYNE. I hope they don’t have to use credit cards, not the
credit cards that I see interest rates floating around of 32 percent.
Unbelievable.

Just a question in general. For example, there are some kind of
unique programs that have been created by States for different
purposes, perhaps. I know that Georgia started the HOPE loan, the
HOPE scholarship. And I understand that the purpose was sup-
posedly to keep top Georgia students in Georgia. In other words,
they didn’t want them to go out of state, they wanted them to stay
in State. They needed an incentive to keep them in State, so that
they would stay in State.

And the program is funded through the lottery, where mostly
low-income people, unfortunately, are hoping—maybe that is why
they call it the HOPE scholarship—they are hoping to hit the lot-
tery, and many times don’t. The ones who can least afford it are
doing the lottery.

What happens is that minority students you get in, if you have
a certain grade level at your high school. However, when you are
thrown into the mix, in many instances because of the inequity in
the educational level at the various high schools, those minority
students in many instances—because you have to maintain a cer-
tain grade average—can no longer be allowed to have the HOPE
scholarship and therefore have to drop out of school or go some-
where else.

Of course, the brighter students that they want to keep in are
doing well because they would have done well anyway. Also stu-
dents of wealthy people and people who could afford to pay are now
getting a free pass. And those who need it the most are really los-
ing out.

Now, I know none of you are from Georgia, but how do we kind
of structure things so that they sound good—but, once again, it
seems like the people that need help the most, even with these
newly created programs, really tend to end up still at the bottom?

Do you think a program conceived like the HOPE program, you
are in South Carolina, maybe do you have something similar to
that, you are right next door, and how do you in your opinion—I
am not knocking any of you because you are not from Georgia, and
I wouldn’t even knock a person if you were from Georgia, “Georgia
on my Mind,” you know, I like that song. But could you

Mr. SANDERS. We do have a program in South Carolina that is
funded by the lottery. And I will tell you, though, with North Caro-
lina having created their lottery, just in the last year our revenues
are down 100 million in our lottery program. So they are scram-
bling as well. We are facing similar situations to what you are.
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Mr. PAYNE. One thing I do find disheartening is that too many
States have decided to use the lottery for funding. In New Jersey
the senior citizens PAAD $2 prescription drug benefits was paid for
by casino gambling, because we have that in the State. Now Penn-
sylvania has casino gambling, Delaware has casino gambling, New
York has casino gambling. And, of course, the revenues in casino
gambling in Atlantic City are down, therefore challenging those
programs.

So I just wanted to throw that out, because we really need to fig-
ure out a way to try to see that those students who have the ability
to make it can. I won’t get into endowments because we may be—
I hope the Chairman has a hearing on that in the future to talk
about universities that are sitting on hundreds of millions of dol-
lars and students are unable to afford it.

Thank you. I will yield back.

Chairman MILLER. Thank you.

Terry, we talked quickly with the Secretary about the question
of whether the Lender of Last Resort would be up and running so
it could be done on an electronic loan processing arrangement. Mr.
Warder suggested that that could be done. What do you know?

Mr. MUILENBURG. Well, we would certainly want to do it in an
electronic loan environment, just the way we do all of our FFEL
loans today. Back when the last Lender of Last Resort loan was
guaranteed by USA Funds we could handle those on a manual
basis, loan by loan. But certainly in a big situation, we would want
to be able to use an electronic loan process. We are now going into
our systems to identify the systems changes that need to be made
to administer an LLR program and beginning to make those sys-
tem changes today. The challenge, of course, is we don’t know what
the parameters of that program are going to be, whether there are
going to be Federal advances made and how we need to set up
operationally if we are going to be able to draw down funds to actu-
ally originate the loans. But we are doing everything we can to do
the systems modifications today, to enable us to meet that need if
it arises.

Chairman MILLER. Ms. Johnson and Ms. Bauder, Ms. Johnson,
you are in the Direct Loan program——

Ms. JOHNSON. Correct.

Chairman MILLER [continuing]. So this is all interesting, I guess
to you, but it is not urgent in the sense of your institution. Ms.
Bauder, what is your sense here when you look down the road and
you listen to this conversation? Will you wait for the Lender of Last
Resort and just work through your guaranty agency, or would you
apply for Direct Loans or not? What would you use as your standby
if you think that we could go into July and August with a market
in turmoil and lenders having trouble becoming liquid enough to
meet that demand?

Ms. BAUDER. Well, I guess I would start by saying I would hope
we would put more options on the table. I didn’t come with any,
but I would certainly try to think of other options besides direct
lending and Lender of Last Resort. I unfortunately have only heard
about Lender of Last Resort—I think yesterday is the first time I
heard about it. And being in financial aid almost 20 years, it is a
little nerve-wracking in terms of saying, hey, we are going to rest
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our laurels on something that sounds as if it is not tried and true.
And if T don’t know about it, I am sure that other administrators
are in the same boat that I am in. So I am not——

Chairman MILLER. That is why we are trying to encourage some
communication here.

Ms. BAUDER. Exactly. So I don’t have enough information to talk
intelligently about it. Direct lending, again, I think we signed—I
wasn’t at University of Maryland when they originally thought
about getting into direct lending. They did sign up for it, but I be-
lieve processed a few loans, but really just dabbled in it. And I cer-
tainly wouldn’t want to go in that direction.

I do see, if you look historically that, you know, the FFEL pro-
gram, our students really benefited from the subsidies in terms of
having zero fees, having a lot of back-end benefits, having a lot of
brochures and one-on-one hand-holding in terms of going through
the process up through repayment. And so now I think those fees
are going to have to—the student is going to take the brunt, even-
tually, of the pricing advantages that they had before, they are
going to be charged those fees.

And so that is a concern of mine as I look down the road of say-
ing—in fact, I think I have in my testimony the three things we
look at when we look at our lender list is pricing, technology and
customer service, and then mission with the university. This year
I am not looking at pricing. I think we live in an unstable environ-
ment right now in terms of financing, and so we are looking at
technology, customer service, and then mission with the university
as we are looking forward.

Chairman MILLER. I understand that. And that is everybody’s
preference. We are talking about here, if in fact these lenders can-
not get liquid enough—I mean, cannot recapitalize to get liquid,
again that is all interesting, but they will not be available to make
the loans. So I think what we are suggesting is people ought to
start thinking about some standby, hoping they won’t have to use
it.

Clearly, the preference of this administration, and properly so, is
the marketplace here. But so far that marketplace, as Mr. Wozniak
has suggested, has not been able to untangle itself with respect to
a whole range of credit instruments, whether it is municipal bonds
or utilities or special local agencies, all of which have substantial
streams of revenue, and highly rated and all the rest; when they
come to the auction market they are treated as Mr. Sanders is, who
never thought he would be treated in this fashion and has never
been treated in this fashion by the auction market.

So this is about what happens in the event that—and then how
you complete that sentence. I can’t argue with your statement that
probably most loan officers have not heard about it. There would
be no reason to think about it in the historical performance over
the last several years. Why would you think of Lender of Last Re-
sort? But the mortgage lenders didn’t think about the Lender of
Last Resort, and the municipal bond people haven’t thought about
Lender of Last Resort. Nobody has thought about this until they
get hit.

Mr. BAUDER. Right.
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Chairman MILLER. And they have all been hit now. And it has
turned out to be a rather dysfunctional market. And I don’t want
to put words in your mouth—I want you to comment—but you
don’t seem, Mr. Wozniak, to be confident that this is going to sort
itself out anytime soon. Again, we are all open to we get a surprise
every day here. Sometimes they are positive and sometimes they
are negative.

Mr. WoznNIAK. No, from a standpoint the municipal market is
certainly working its way through, and they have various streams.
In the student loan market, we of course deal with a specialized
asset that has a particular return. We don’t get to establish what
the interest rate is. And there is a tremendous amount of assets
that have to be refinanced. So it is going to take some time. And
even if rates come back tomorrow, they are not going to move back
to where they were last summer in a straight downward pattern.
So it is going to take some time as the market has to regain con-
fidence.

Chairman MILLER. Do we have any way of inferring that if the
%nfugion that we saw—was it $200 billion that the—was it $200 bil-
ion?

Mr. WozNIAK. $200 billion, yes.

Chairman MILLER [continuing]. $200 billion that the chairman of
the Fed put into the system, that that would have any spillover in
a positive sense on those same institutions that are also lenders to
the student loan market?

Mr. WozNIAK. It may be too early to tell. The facility is a 28-day
facility with extensions. Part of it, and what we are looking at in
the current case with the auctions and others are much longer as-
sets than that. Obviously, the mortgage assets are long-term as-
sets, too. It is an attempt to put some liquidity in the system. It
isn’t going to be helpful directly to the auction market. I think that
has a different component to it, different type of issue that is sur-
rounding it, outside the overall securities markets in general.

Chairman MILLER. Mr. Sanders, if you can’t go—you mentioned
you had seen 28 failed auctions. If you can’t go to the auction mar-
ket, what is your anticipation of your situation?

Mr. SANDERS. Well, the situation we have with our failed auc-
tions is existing debt.

Chairman MILLER. Right.

Mr. SANDERS. We are certainly not trying to issue more auction
rate bonds at this point. But I think Paul is right; the situation
with the Fed injecting money into the mortgage-backed system,
certainly it is going to help in that market a little bit. But I guess
the best thing that can be said about that is it wasn’t bad news.

In our industry, pretty much every day has been bad news, so
at least it wasn’t that.

Chairman MILLER. What do you look to in terms of your ability
to make these loans?

Mr. SANDERS. Currently, we are looking at trying to refinance
into what are called variable rate demand bonds, which requires a
credit facility, banks that would be standby in order to buy the
bonds. You also have to have the rating agencies to rate the bonds.
The process we have been going through for the last 4 to 5 months
has just been a give-and-take. The rating agencies as well as the
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credit facility banks are just nervous at this point. They continue
to want more and more, and it is making it very difficult for us to
get that issue accomplished.

Chairman MILLER. Okay. Ms. Johnson, Ms. Bauder talked about
the consolidators who aren’t available at the moment. Is your situa-
tion the same as hers or——

Ms. JOHNSON. Well, our students primarily will consolidate to
the Federal direct consolidation program

Chairman MILLER. Back through the program.

Ms. JOHNSON [continuing]. Directly into that program. So we
have always suggested to our students that they do have choice on
the back end with their student loans. And if they find a FFEL
lender who would consolidate and offer them benefits that they find
agreeable to them, particularly at the point of graduation when
they know where they are going to be living and what their salary
is going to be and what makes sense for them, that they should be
looking at consolidation. But primarily our students have been con-
solidating into the Federal Direct Loan program.

Chairman MILLER. Has that changed? You were talking to a cou-
ple of other members, both of you, about the impact that has had
on the Perkins, on the repayment. Is your outlook different than
Ms. Bauder’s?

Ms. JOHNSON. Our outlook is exactly the same as Ms. Bauder’s,
and primarily that is because of the interest rate change in the
Stafford loan program. When it was variable with the cap and it
was very low interest rates for a number of years, students who
had large volumes in the Direct Loan program at very low interest
rates were very eager to consolidate their loans and their Perkins
loans with those, because it would draw down their overall interest
rate on those loans.

Since that has moved to a fixed rate loan, those students are less
likely to consolidate those loans. They would rather leave their Per-
kins where they are, at a 5 percent rate, so we are not seeing that
infusion of capital.

I would like to also just address something that Sarah had
talked about, and that was a little bit about the conversion into the
Direct Loan program. And I hope I am not reading between the
lines, but I thought I heard the Secretary this morning say some-
thing that they were looking at all options, one of which was look-
ing at something with the transmission of information in the
FFEL. And I believe that FFEL lenders are using a format that is
called Common Line.

Several years ago, I think every school that was in the Pell
Grant program was trying to convert over to a new schema called
XML formatting. And many of us were not there yet in terms of
doing that. And so for at least 3 or 4 years, the Department of Edu-
cation had a conversion program that was available for us so we
could transmit our Pells in our current school format. They would
do the conversion into what the common origination and disburse-
ment needed and then pass it back through the conversion box so
that we could receive it back in a format that we could utilize on
our campuses.

As T brainstorm about ways that perhaps some schools may find
it easier to transition into the Direct Loan program, if such a con-
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version box were available so that schools that are currently using
Common Line could pass their current information through the
conversion box that could be translated by the Department of Edu-
cation to process those loans and then convert them back, I think
that the up-front conversion time for the schools would be miti-
gated to some extent. Yes, students would have to sign a new
promissory note, but for some students who are already possibly
looking for a new lender they would be having to sign a new prom-
issory note anyway. So it is something I think that they should
consider.

Chairman MILLER. Thank you. That is why we are trying to en-
courage these conversations. Mr. Keller.

Mr. KELLER. Thank you, Mr. Chairman.

Twice during this hearing, a reference has been made to calling
the red phone at 3 in the morning. If you are a student lender and
you are calling the White House red phone at 3 in the morning, no
matter who the occupant is, you are going to be in trouble. McCain
is going to snap at you for making him talk about something other
than national security. Hillary is going to hang up on you because
she wants to put you out of business. Obama is going to politely
call for change and hope, changing his phone number and hoping
you don’t get the new one.

The 80 percent of students who rely on the FFEL program for
the Federal student loan program, I hope we have something better
than a red phone strategy at the end of these hearings. My biggest
concern, frankly, is outside the FFEL program for the students who
utilize their FFEL loans as best they can, but the tuition gap is so
huge they have no choice but to get the private loan.

And let me start with you, Mr. Wozniak. What impact on the
students who are relying on these nonFederal private loans is the
current credit situation likely to have?

Mr. WozNIAK. Okay. Multiple issues are occurring I would say.
One is that the cost of funds is higher, dramatically higher, no
question about that. That means that that cost has to be passed
on.

Number two, again, I think generally speaking again, the stu-
dent loans process with regard to private loans performance has
not had significant deterioration relative to over time. So it is a sit-
uation where it was not a big subprime type of activity. But never-
theless, the rating agencies in the current environment are re-
stressing and adding more assumptions within their assumptions.
So what is going to happen there is, there will be more protection
that needs to be built into structures. Both of those items will tend
to protect the bondholders more going forward, and will also result
in a higher cost of funds to a smaller segment of students.

Mr. KELLER. Let me follow up your line of answer there. When
you say higher cost to students, do you mean potentially higher in-
terest rates and higher origination fees?

Mr. WozNIAK. Yes to both.

Mr. KELLER. When you say the credit situation, you are going to
have lenders requiring a better credit score from the students and/
or their parents in order to qualify for a loan?

Mr. WozNIAK. The cut-off rate, so to speak, will be at a higher
credit score than previously.
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Mr. KELLER. Is it possible that they may even start requiring
some sort of collateral for these loans?

Mr. WozNiaK. I don’t—I would say no. That type of borrowing
can be done—and again, I suppose through a home equity or other
line to the extent that that was an option. But no, I would say no.

Mr. KELLER. Okay. And for the students who are from low-in-
come families, 18-year old kid trying to go to college. And his mom,
single mom, is a waitress, probably is not going to have a great
credit score. What is their option going to be?

Mr. WozNIAK. That again, from the private loan marketplace
itself, is not for everybody. In part it is—in many regards that part
of the market is hoped for, and I know there is only a limited
amount of scholarship grant money and other types of funds. But
the process is not to give somebody a loan if it is believed that they
would have difficulty paying it back.

Mr. KELLER. Okay. Ms. Bauder, let me ask you a similar ques-
tion to the last question I asked. What options do students have
to pay for college if they have maxed out their Federal aid and are
not eligible for a private nonFederal loan?

Ms. BAUDER. Well, we actually have students on campus like
that today. Typically, we work with them on a case-by-case basis.
Usually, we do some type of payment plan for them over time.
Right now our payment plan is 8 months or 10 months. We will
extend it through the summer and see what they can come up
with. We also work with our development office to see what funds
they have that are for need-based funding. But it is really on a
case-by-case basis.

Mr. KELLER. All right. Mr. Sanders, you are a FFEL lender and
you also provide private loans, is that right?

Mr. SANDERS. That is correct.

Mr. KELLER. Tell us what the current credit situation has done
in terms of student options both under the FFEL—under the FFEL
and the private lending. How has that affected students in a real
world basis?

Mr. SANDERS. Well, I think as was mentioned earlier, we are
really not into the loan season yet. We are probably about a month
away. I think schools are probably in the process of packaging
loans now. But as I mentioned earlier, we are actually tightening
our credit standards. We are having to. We are also increasing the
interest rate. And again, we are doing that because when we do ex-
haust the funds that we currently have, which will be sometime in
the late fall, we will have to have better credit standards if we
want to access the financial markets in the future.

Mr. KELLER. When you say you are increasing the interest rates,
are you talking about on the private loans?

Mr. SANDERS. That is correct. Private loans only. On the Federal
loans there has been no effect, and I am still hopeful there won’t
be any effect.

Mr. KELLER. All right. Thank you.

Mr. Chairman, my time has expired, so I yield back.

Chairman MILLER. Thank you. Mr. Souder?

Mr. SOUDER. I am kind of baffled about something here. This
sounds like a one-way market. Normally, if you would have a tight-
ening of the credit and inability to buy, somebody would start to
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adjust the price. Are you suggesting universities aren’t going to re-
spond at all in trying to adjust tuitions? Is it just an inertia that
in this country they can raise tuition indefinitely, regardless of
whether students can afford to go there? If students start to drop
off and not be able to go to school, Mr. Sanders, is one possibility
that people will price-shop more for where they go to school?

Mr. SANDERS. You know, that is a good question. I don’t think
we have reached that point yet. Certainly I think that is a possi-
bility. We obviously have a very good technical college system in
South Carolina that a number of students are now starting to enter
there for their first year to get their general courses out of the way,
and then transferring later to our 4-year schools. So that is already
occurring in my opinion.

Mr. SOUDER. My family didn’t have enough money not to price-
shop. We didn’t have some kind of protection behind it. My dad had
X amount. He said if I went to the regional campus and lived at
home, he would work with grad school.

Are we trying to build a system that anybody can go anywhere
they want at any time, the universities never have to adjust any
tuition? I mean, I don’t view it as a bad thing that there is some
element of risk assessment here and repayment assessment.

Another concern I kind of had when I was listening to the discus-
sion is that it doesn’t seem—Ilet me ask this question to Mr.
Wozniak. Has the market so bundled—because there is a big frus-
tration in the housing market of people who feel that their credit
is being stressed when they weren’t the people who took the bal-
loon payments. Is there any kind of market mechanism that ad-
justs for those lenders who actually have the ability to get their
loans repaid, did a wise job of estimating and balancing that, or are
they just being bundled with high-risk loans and the market is
going to dry up and change everybody’s rates because there has
been no risk assessment?

Mr. WozNIAK. No. Again, the marketplace on the education loan
side, again, has not seen any particular big jump up in any type
of performance status. So the students are continuing to make
their payments, lenders continue to work with students to make
sure that they give them every opportunity that they can with
forbearances and other issues. We have not seen a big jump up.
Bundling doesn’t occur. People generally have been putting pools of
loans together and taking the whole pool and putting them into the
marketplace.

Mr. SOUDER. Taking the other side of it, because part of my con-
cern by schools and universities in the Higher Ed bill, one of my
concerns was that by doing too rigid a standard on schools that
were falling out, of having too many students default, if we didn’t
average that we were in fact going to dramatically impact low-in-
come students, universities that reached out to a higher percentage
of minorities, those in urban areas.

And I appreciate that the Chairman has worked with that.
There, clearly the government may need to step in. But if we are
going to just kind of average this, there is no incentive of the pri-
vate sector or of the market to try to do any kind of responsible
loan assessment. If all this stuff just gets bundled and averaged,
the credit tightens up on everybody.
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To me, where the government should be looking at stepping in
is where we have high-risk cases. The people who have the least
ability to pay can’t maybe even make an adjustment for a technical
school or others, and then the market can’t meet it. And that is
where the government comes in.

My concern in some of this discussion is that we are broad-brush-
ing everybody, taking any accountability out of the universities,
any accountability out of the individuals to adjust where they go,
the number of years they go, the number of what decisions they
make on career. And I was just a little concerned about the tone.
I yield back.

Chairman MILLER. I thank the gentleman. And he raises a num-
ber of serious questions. And on top of that, of course, many of the
States are sending the signal to their State institutions that they
may have to raise fees or make cuts because State budgets are in
trouble because of the same economic problems created by all the
other actions in the credit market and in the economy.

Thank you very much for your time and your expertise this
morning. I think you will probably be hearing from us. But more
importantly, I hope you hear from the Secretary. I am I little dis-
mayed at the end of this hearing, after this panel. You are out
there a consumers of these services and as agents for the retail
consumers of these services, and the fact that you have not had ac-
cess to more concrete and better information is distressing. And it
really does start to raise concerns.

I sent the Secretary a letter 2 weeks ago, but after listening to
this, I just wonder whether or not they have a sense of urgency.
Urgency and panic are two different things. Urgency about creating
the standby system so that families and students will be able to
continue to have access to this education on a timely basis I think
should be a prime concern right now within the Department of
Education.

As I said at the outset of the hearing, a course delayed, a semes-
ter delayed, or a quarter delayed can mean even greater financial
hardships for these students and for these families. And that is
what we seek to avoid.

I hope the markets correct. I hope there is a market answer. But
we do have these two provisions on the books that at least we
ought to run all of the traps, make them operational, make sure
everybody understands them and has the options and they can
make their choices. And hopefully that will work.

You will be hearing some more from us. Thank you very much
for all of your time. Thank you to all the members of the committee
for their attendance and their questions.

And I want to insert a statement into the record. Mr. Petri has
asked to have a statement put in the record. And without objection,
so ordered.

[The statement of Mr. Petri follows:]

Prepared Statement of Hon. Thomas E. Petri, a Representative in Congress
From the State of Wisconsin

I want to thank Chairman Miller and Ranking Member McKeon for holding this
important hearing today. I hope that after today’s hearing students and parents will
be confident that anyone who qualifies for federal students loans will be able to get
them.
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Numerous stories have been popping up in newspapers and other media warning
that the current turmoil in the financial markets, fueled by subprime mortgages and
the resulting credit crunch, will affect the availability of student loans. Most of
these stories have failed to make the distinction between private and federal stu-
dent loans.

The majority of students finance their education through federal loans. By law,
students get those loans without credit checks and at virtually zero risk to the lend-
ers because the government reimburses the lenders for any loan defaults. Currently,
there are over two thousand lenders participating in the Federal Family Education
Loan (FFEL) program. Should serious disruptions develop in the FFEL, by law the
Department of Education is required to take up the slack.

Furthermore, students can get federal loans directly from the government through
the Direct Loan Program. I look forward to hearing from the Education Department
on the measures it has taken to ensure that the Direct Loan Program is prepared
to take on any increase in loan volume.

In the mid-1990s, one third of the federal student loan market transitioned to the
Direct Loan Program through a smooth operation created by the Department.

One would expect that after nearly fifteen years and improved technology the Di-
rect Loan program could rapidly and smoothly expand from its present market
share of 20%.

In fact, the Direct Loan Program is now delivered through the Common Origina-
tion and Disbursement System (COD) which is the same system that successfully
delivers Pell Grants. Thus, any school which participates in the Pell Grant program
should be able to easily switch to the Direct Loan Program.

Congress has a responsibility to ensure students’ access to federal aid—and there
are measures in place to do so. It is important today that we make sure that those
measures are working properly.

Thank you, and I look forward to an informative hearing today.

[Questions to witnesses from Mr. Scott follow:]

Questions for the Record Sent to Witnesses Bauder, Johnson, Muilenburg,
Sanders, and Wozniak

Thank you for testifying at the March 14, 2008 hearing of the Committee on Edu-
cation and Labor on “Ensuring the Availability of Federal Student Loans.”

Representative Robert C. Scott (D-VA), a member of the Early Childhood, Elemen-
tary and Secondary Education Subcommittee and the Higher Education, Lifelong
Learning and Competitiveness Subcommittee, has asked that you respond in writing
to the following questions:

1. On the issue of income-contingent repayment, how many students participate?
What is the cost, and who pays the cost, of writing off the remaining balance of
those loans?

2. Is there any evidence that students purposefully select courses of study that
lead to professions for which student loan write-offs may be available?

3. If we increased the amount of money available for student loans, how would
the cost of these additional loans be scored for the purpose of “PAY-GO”?

4. How much of the cohort default rate is a function of credit worthiness of stu-
dents (and their parents) before they attend school, as opposed to the effort the
school makes to obtain repayment? Is there a better measure of the school’s effort
to obtain repayment than the cohort default rate? Does the cohort default rate un-
fairly punish those schools that admit low income and first generation students?

5. Testimony before the committee suggests that the major advantage to schools
of the FFELP over the Direct Loan program is the fact that under FFELP, the pri-
vate lender, not the school, shoulders the administrative expenses. The private lend-
ers get a subsidy; would the schools be willing to take on the administrative ex-
penses, if they received a smaller subsidy than the one we are now paying to the
private lenders?

6. What would be the problems with treating student loans like mortgages in
terms of going back and forth between fixed rates and variable rates at the discre-
tion of the borrower depending on the interest rate conditions at the time?

7. What has the historical mix been between Pell grants, student loans and work-
study:.; Are we providing enough assistance in the form of grants and work opportu-
nities?

Please send an electronic version of your written response to the questions to the
Committee staff by close of business on Friday, March 28, 2008—the date on which



85

the hearing record will close. If you have any questions, please do not hesitate to
contact the Committee.
Sincerely,
GEORGE MILLER,
Chairman.

[Responses to questions from witnesses follow:]

IowA STATE UNIVERSITY,
March 28, 2008.

Hon. GEORGE MILLER, Chairman,
Committee on Education and Labor, U.S. House of Representatives, Washington, DC.

DEAR CHAIRMAN MILLER: In response to your inquiry of March 25, 2008, I offer
the following:

1. On the issue of income-contingent repayment, how many students participate?
What is the cost, and who pays the cost, of writing off the remaining balance of
those loans?

The answer to this question is best directed to the U.S. Department of Education.
It is my understanding that the taxpayer cost of cancellations is incorporated into
the cost of each annual cohort of loans by both OMB and CBO. Those entities would
best be able to answer the question about taxpayer costs.

From the standpoint of a student aid director and the students I represent, the
income-contingent repayment (ICR) plan is an invaluable tool to support graduates
who choose rewarding, but low-paying, employment. Also, in difficult economic times
similar to those we are now seeing, the ICR plan provides families with a lifeline
to avoid default. Because students can change repayment plans as frequently as
necessary in the Federal Direct Loan Program, students can move into ICR to avert
a default and return to a standard, graduated, or extended repayment plan when
financial stability is regained.

2. Is there any evidence that students purposefully select courses of study that
lead to professions for which student loan write-offs may be available?

I am not aware of any evidence to this effect. However, many aid directors work
closely with faculty advisors and colleges/departments that are more likely to have
students heading toward these careers. As an example, my staff work closely with
our education department to make students aware of loan forgiveness options
should they ultimately teach in an area that qualifies. Because there are narrow
service requirements in the loan forgiveness programs, particularly in the out years,
it can be difficult for students to take advantage of loan forgiveness options. For in-
stance, an individual who qualifies for teacher loan forgiveness in the early years
may find within several years that the employing school no longer qualifies as a
high need area and loan forgiveness is no longer available.

3. If we increased the amount of money available for student loans, how would
the cost of these additional loans be scored for the purpose of “PAY-GO™?

The additional cost related to increased loan limits would be affected by such
things as whether the loans were subsidized or unsubsidized. As I understand the
process, the Congress would determine any required “PAY-GO” offsets.

That being said, the amount of borrowing that is occurring within the private loan
arena is a direct result of limits on federal student loans. Unfortunately for many
undergraduates, their parents cannot (due to credit reasons) or will not seek fund-
ing through the PLUS loan program. These students have no other option except
to borrow through a private loan. While the first recommendation would be for these
undergraduate students to have higher loan limits available to them through the
Stafford Loan program, if appropriate offsets are not available to make this feasible,
expansion of the unsubsidized loan program to allow undergraduate students to bor-
row the cost of attendance less other financial aid (and available only via completion
of the Free Application for Federal Student Aid) is an idea worth exploring. As a
point of reference, with the introduction of the Graduate PLUS program in 2006,
private loan borrowing by graduate students at my institution is now zero.

4. How much of the cohort default rate is a function of credit worthiness of stu-
dents (and their parents) before they attend school, as opposed to the effort the
school makes to obtain repayment? Is there a better measure of the school’s effort
to obtain repayment than the cohort default rate? Does the cohort default rate un-
fairly punish those schools that admit low income and first generation students?

Unlike the Federal Perkins Loan program, Federal Direct Loans are serviced by
Department of Education contractors. At my institution, we take advantage of an
option within the Direct Loan program called Late-Stage Delinquency reports. This
allows my staff to make contact with students at various stages of delinquency to
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remind them of their loan obligation and to assist them in seeking deferment/for-
bearance/repayment options that might help avert a default. We find that students
are very receptive to working with us because we built a relationship with them
during their tenure at our institution.

In my opinion, the creditworthiness of the student upon entering school is less a
factor in default as is program completion and job opportunities after leaving school.
I am concerned that because of the use of the cohort rate, some schools may choose
not to participate in the federal loan programs, leaving their students no options
but to borrow through more expensive private loans.

5. Testimony before the committee suggests that the major advantage to schools
of the FFELP over the Direct Loan program is the fact that under FFELP, the pri-
vate lender, not the school, shoulders the administrative expenses. The private lend-
ers get a subsidy; would the schools be willing to take on the administrative ex-
penses, if they received a smaller subsidy than the one we are now paying to the
private lender?

That testimony, in my opinion, is not correct. Schools in both programs have some
administrative expense such as certifying loan amounts, evaluating the place of
loans in the entire aid package, and assisting students with speedy access to loan
funds. These functions are the same in both programs. The additional expense for
operating the direct loan program is minimal. Except for the addition of a promis-
sory note, schools that administer Federal Pell Grants, the Academic Competitive-
ness Grant, National SMART Grant, and the impending TEACH Grant are already
doing most of the things necessary to administer direct loans. The notion that Direct
Lending is more difficult to administer than FFELP is a myth. In fact, I would
argue that Direct Lending is significantly simpler because the aid officer, student,
and parents always know exactly where to go to resolve loan issues—there is only
one lender rather than the multiple players of lender, guarantor, and service agency
that exist in FFELP. The simplicity of the Direct Loan program frees me and my
staff to spend additional time with students counseling them on aid, assisting them
in locating scholarship sources, help with debt management skills, and identifying
other resources in the event of a detrimental financial event in the student’s family.

6. What would be the problems with treating student loans like mortgages in
terms of going back and forth between fixed rates and variable rates at the discre-
tion of the borrower depending on the interest rate conditions at the time?

I believe that student borrowers should have as much flexibility as possible to re-
finance their loans at the best rates and terms available to them. The current struc-
ture does not support the best interests of students.

7. What has the historical mix been between Pell grants, student loans, and work-
study? Are we providing enough assistance in the form of grants and work opportu-
nities?

In the early 1980’s when I began my career in financial aid, 75% of the typical
student aid package was in the form of grant aid and family contribution. Today,
the maximum Federal Pell Grant covers only 25% of the total cost of attendance
at Towa State University. Today, students at my institution are encumbered with
debt—72.6% of the undergraduates borrowed to help meet their costs and the aver-
age debt upon graduation is $30,475 (which includes private loan borrowing).

As a result of stagnant or falling federal support, Iowa State University and many
other institutions, have committed increasing gift aid to students. Some of these dol-
lars are available as a result of fund-raising efforts while others are apportioned
from tuition dollars collected from all students.

Work-study is a key funding source for students that often assist them in the out-
of-pocket costs of college such as books, supplies, travel, etc. Work-study allocations
have been flat for nearly a decade. This next year will be a particularly hard year
to stretch these critical work-study dollars—while we support the increase in min-
imum wage for all workers, funds are exhausted more quickly as student are earn-
ing more. Also, due to the weakened economy, students who previously worked off-
campus are returning to look for employment opportunities on-campus either be-
cause the cost of commuting to an off-campus job is prohibitive or because the com-
munity job market has tightened.

Thank you for the opportunity to provide follow-up to the hearing. If you or any
other members of the committee have further questions, please contact me.

Sincerely,
ROBERTA JOHNSON,
Director.
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Answers for the Record Submitted by Ms. Muilenburg

1. On the issue of income-contingent repayment, how many students participate?
What is the cost, and who pays the cost, of writing off the remaining balance of
those loans?

As a guarantor in the Federal Family Education Loan Program, USA Funds does
not have recent, first-hand information about participation in the Income Contin-
gent Repayment Program, which is only available under the Federal Direct Loan
Program. Looking back at FY 2004 (the latest year for which the Education Depart-
ment’s budget appendix included this information), it appears that few borrowers
with unconsolidated loans appear to be using the program. For example, for FY
2004, ED projected that only 3.2 percent of FDLP Stafford loan borrowers would opt
for ICRP. In contrast, 45 percent of Direct Loan consolidation borrowers were ex-
pected to repay via income contingent repayment. For more recent data on the ICR
program, I suggest you contact the Department of Education.

If a loan made under the ICR program is ultimately forgiven, there would be a
cost to the federal government, and the amount forgiven is a tax liability for the
student loan borrower. Since ICRP loans can only be written off after 25 years and
the program has not yet been in effect for 25 years, we do not know the actual fed-
eral cost of the write-off provision.

2. Is there any evidence that students purposefully select courses of study that
lead to professions for which student loan write-offs maybe available?

We do not have data on the fields of study of student loan borrowers, and are
not aware of any research that confirms the notion that borrowers pursue particular
fields of study in order to take advantage of loan forgiveness options. It is too early
to assess whether the new loan public service loan forgiveness provisions of the Col-
lege Cost Reduction and Access Act, which will not take effect until 2009, will have
such an impact.

3. If we increased the amount of money available for student loans, how would
the cost of these additional loans be scored for the purpose of “PAY-GO™?

There are federal costs associated with increasing loan limits, and because the
FFEL and FDL programs are entitlements, costs associated with increasing loan
limits would be subject to “PAY-GO”. However, increasing Unsubsidized Stafford
loan limits would not appear to result in federal costs, according to the OMB Budget
for fiscal year 2009. While USA Funds strongly believes increasing federal loan lim-
its is appropriate in order to reduce reliance on more expensive private loans, the
current challenges FFELP lenders are facing in the capital markets will not be re-
solved by increasing loan limits.

4. How much of the cohort default rate is a function of credit worthiness of stu-
dents (and their parents) before they attend school, as opposed to the effort the
school makes to obtain repayment? Is there a better measure of the school’s effort
to obtain repayment than the cohort default rate? Does the cohort default rate un-
fairly punish those schools that admit low income and first generation students?

Federal Stafford loans are available to students without regard to credit worthi-
ness, and parent PLUS loans are not counted in an institution’s cohort default rate.
Schools participating in the federal student loan programs are not formally charged
with ensuring that their former students repay their loan obligations, but rather to
perform entrance and exit counseling to ensure students understand their rights
and responsibilities. Guarantors such as USA Funds, also work closely with student
loan borrowers to avert defaults, and assist schools with debt management services
they can use to contact their former students to help in the default prevention ef-
fort.

With respect to schools’ cohort default rates, the cohort default rate is an imper-
fect measure of a school’s educational quality. Schools that do admit significant per-
centages of low-income, first-generation students can be unfairly stigmatized by the
use of the default rate as a proxy for the quality of instruction as well as continued
participation in the Title IV program. The reasons for the higher default rates at
these schools are several including: (1) low income students tend to be at higher
risk; (2) higher risk students tend not to graduate on the same time schedule as
students not in that category; (3) higher drop out rates are strongly correlated to
higher default rates; and (4) adverse economic conditions/increased unemployment
rates lead to increased inability to repay student loans, which disproportionately af-
fect low income students and the institutions they attend.

The factor most closely linked to student loan defaults is the borrower’s failure
to complete his or her academic program. Dropouts are at much higher risk for loan
default because, even though they may have less college debt than graduates, they
lack the diploma necessary to obtain the better paying positions that graduates re-
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ceive. Therefore initatives the promote student retention and completion also con-
tribute to lower loan default rates.

5. Testimony before the committee suggests that the major advantage to schools
of the FFELP over the Direct Loan program is the fact that under FFELP, the pri-
vate lender, not the school, shoulders the administrative expenses. The private lend-
ers get a subsidy; would the schools be willing to take on the administrative ex-
penses, if they received a smaller subsidy than the one we are now paying to the
private lenders?

As a student loan guarantor in the FFELP, and not an educational institution,
USA Funds cannot speak to the issue of whether schools would prefer to participate
in the Direct Loan program if they were provided administrative fees. I would note,
however, that many of the services we provide, such as financial literacy materials
and training, as well as customized debt-management services that institutions can
use to work with their former students to help prevent defaults—all of which are
provided free of charge—are simply not available to schools under the Direct Loan
program.

6. What would be the problems with treating student loans like mortgages in
terms of going back and forth between fixed rates and variable rates at the discre-
tion of the borrower depending on the interest rate conditions at the time?

Federal student loans are subsidized and backed by the federal government, with
no fees paid by borrowers who choose, for example, to consolidate their loans. This
is in contrast to home mortgages, where homeowners who choose to refinance their
mortgages to get a better interest rate or loan terms, generally pay significant fees
in order to do so. In addition, the terms of a promissory note signed by a borrower
contain the specific terms of the loan, including the interest rate, so it would not
be possible to simply switch from a fixed to a variable rate loan and vice versa with-
out a new promissory note. Finally, the cost of the federal student loan subsidies
under such a scenario could increase dramatically.

7. What has the historical mix been between Pell grants, student loans and work-
study? Are we providing enough assistance in the form of grants and work opportu-
nities?

According to the College Board’s “Trends in Student Aid 2007”, federal grant aid
to undergraduate and graduate students increased 83 percent in inflation-adjusted
dollars over the past decade, and federal student loans increased by 61 percent over
the same time period. Today, nearly $86 billion in federal grant aid is provided to
undergraduate and graduate students, compared with $38 billion a decade earlier.

However, because of increases in the cost of postsecondary education, growth of
enrollments in higher education over time, and changes in the structure of aid pro-
grams, these increases do not necessarily make college more affordable for indi-
vidual students. For instance, the economic impact of Pell Grants has diminished
considerably over the past 20 years. In 1987-88, the $2,100 maximum Pell Grant,
covered 50 percent of tuition and fees and room and board charges at the average
four-year public college or university and 20 percent of average total charges at pri-
vate four-year institutions. However, in 2007-08, the $4,310 maximum Pell Grant
equals only 32 percent of the average total charges at public colleges and univer-
sities and 13 percent for private, four-year institutions.

Moreover, federal work-study funds and other campus based aid continue to ac-
count for only a small percentage of all student aid, about 1 percent. A total of $776
million was provided for work-study a decade ago, compared with nearly $1.2 billion
today, an increase of only 18 percent.

As a result, students are increasingly turning to loans to help finance their higher
education. In the 1996-97 academic year, the average amount borrowed under the
Stafford and PLUS programs for undergraduate students was $8,069, compared
with $11,179 today (a 39 percent increase).

Clearly, federal student loans are and will remain a vital component of federal
financial aid. However, USA Funds strongly supports increasing need-based grant
aid to ensure that a postsecondary education continues to be an attainable goal for
all American families.
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March 28, 2008

VIA ELECTRONIC MAIL

The Honorable George Miller

Chairman

Iouse Committee on Education & Labor
B346 Rayburn House Office Building
‘Washington, DC 20515

Dear Chairman Miller,

Thank you for the opporiunity to provide feedback on this most important issue of
ensuring the availability of Federal student loans.

Please see the answers provided below in response to your questions presented on
Representative Scolt’s behalf:

1. On the issue of income-contingent repayment, how many students
participate? What is the cost, and who pays the cost, of writing off the
remaining balance of those loans?

AsTam sure you are aware, this repayment option is only available to students
that have loans through the Direct Loan program and not for FYELP borrowers,
therefore, I must defer to the Depatiment of Education to provide these answers.

Is there any evidence that students purposefully select courscs of study that
lead to professions for which student loan write-offs may be available?

»

South Carolina does have several programs such as the Teachers Loan program
that we operate for the statc which provides forgiveness of a borrowers® loan
balance upon meeting select criteria, such as teaching in critical geographic or
subject areas. There is compelling evidence to show that students do enter the
teaching profession in order o qualify to have their loans forgiven. We have had
approximately 20,000 residents in this program and of those nearly 86% have
actually entercd into the teaching profession.

3. Ifwe increased the amount of snoney available for student loans, how wounld
the cost of these additional loans be scored for the purpose of “PAY-GO”?
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SC Student Loan has always been and will continue to be supportive of any
additiona! funds that can be directed toward assisting students in achieving their
higher education goals, whether those funds arc made available through grants,
scholarships, or loans. Increascs were recently made to the Pell grant; however,
these increases came at the expense of cuts to the student loan industry, not in the
form of additional federal funding above the current level. As you are aware, the
ITERA and CCRAA acts combined to cut the FFEIL program by approximately
$40 billion. 1 cannot comment on how additional loans may be scored for the
purpose of “PAY-GO™.

How much of the cohort default rate is a function of eredit worthiness of
students (and their parents) before they attend school, as opposed to the
effort the school makes fo obtain repayment? Is there a better measure of
the school’s cffort to obtain repayment than the cohort default rate? Does
the cohort default rate unfairly punish those schools that admit low income
and first generation students?

The cohort default rate has historically been the constant measure of repayment of
student loans for comparison purposes. 1 believe the cohort default rate is a
combination of several factors which inctude: 1) the credit-worthiness of the
student and/or parent, 2) the preparedness of the student when entering the post-
secondary instifution, 3} whether or not the student completes their course of
study, 4) the school’s and the lender’s efforts at educating the student borrower
about responsible borrowing, and 5) the school’s and lender’s efforts at
successlully resolving issues that may impcde the repayment of the loan. In this
sense, the cohort delault rate may impact a school that admits a majority of low
income or first gencration students. Ido believe that changing from a borrower-
based cohort rate to a dollar-bascd cohort rate would be a more accurate measure
of the {rue costs of defaults and would provide a fair basis for comparison among
many schools with various socioeconomic and demographic compositions.

Testimony before the committee suggests that the major advantage to
schools of the FFELP over the Direct Loan program is the fact that under
FEELP, the private lender, not the school, shoulders the administrative
expenses. The private lenders get a subsidy; would the schools he willing to
take on the administrative expenses, if they received a smaller subsidy than
the one we are now paying to the private lenders?

Although I cannot comment on behalf of the academic institutions in South
Carolina, SC Student Loan as a FFELP Jender does have an advantage over the
Direct Loan program in that we arc a state-bascd organization familiar with the
needs of our students and families enabling us to provide local customer service.
We also are able to achieve cconomies of scale in providing programs that meet
the needs of students at all 55 of our cducational institutions in South Curolina. In
addition, we provide many programs for cur middle and high schools throughout
the statc which arc not served by the Direct Loan program. We also partner with
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several organizations to offer benefits such as financial literacy programs,
financial aid night presentations, and development of a comprehensive K-20
website, among many others, that individual institutions may not be in a position
to offer even with a small subsidy provided. Finally, this program has proven
suceessful at meeting the needs of students, families and schools for almost 40
years.

=

. What would be the problems with treating student loans like mortgages in
terms of going back and forth between fixed rates and variable rates at the
diseretion of the borrower depending on the interest rate at the time?

The single most important detriment to treating student loans like morigages in
this sense is that lenders currently cannot pass on borrowing costs to the borrower
as the end user due to the cap placed on the Special Allowance Payment, whereas
mortgage lenders are able to pass on these costs. This would also lead to cven
greater confusion among borrowers. The risk incurred with the fluctuation off
interest rates would also be borne by the government.

h

What has been the historical mix between Pell grants, student loans, and
work-study? Are we providing enough assistance in the form of grants and
work opportunities?

[ must defer to the Department of Education for this response as our organization
does not have information pertaining to Pell grants or work-study programs.

Once again, [ appreciate the opportunity to provide input on this issue and flor the
opportunity to address the committee at their hearing on March 14. SC Student Loan’s
mission as the state’s non-profit lender is to provide programs of financial assistance to
enable eligible students and parents to pursue and obtain their educational goals. We
remain committed to that mission.

If 1 can be of further assistance, please do not hesitate to contact me at 803-612-5000.
Sincerely,

Cldarden

Chatlie C. Sanders, Jr.
President & Chief lixecutive Officer

MUNICIPAL SECURITIES GROUP,
UBS SECURITIES LLC,
Purple Sage Park City, Utah, March 28, 2008.

Hon. GEORGE MILLER, Chairman,
Committee on Education and Labor, U.S. House of Representatives, Washington, DC.

DEAR CHAIRMAN MILLER: Thank you for your follow up questions to my testimony
of March 14, 2008. I would first like to remind the Committee that my expertise
is primarily in the capital markets, asset-backed and municipal securities areas
with a specialty in education loans. My background gives me access to reports and
studies dealing with loan performance data, government cost scoring and other data
solely regarding loan repayment. I have limited knowledge of the social implications
of the loan programs on borrower decision making processes, the financial aid proc-
ess with regard to grants or work study, or the manner in which individual schools
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approach these issues with their matriculating students. With that stated here are
my responses.

1. The income-contingent loan program is administered by the US Department of
Education. They would be the party with access to data on the number of students
enrolled and the cost of the program. As the income-contingent loan program is a
program under the federal direct loan program, and the loan is an asset of the
United States, the writing off of the remaining balance of these loans is a cost to
the federal government.

2. This question is outside my area of expertise.

3. This question is also outside my area of expertise.

4. Federal Stafford loans do not permit credit assessments to be performed for the
purpose of securing a loan. Hence, a comprehensive database may not be available
to determine this. It is possible that studies of this nature may have been done that
I am not aware. Sandy Baum of Skidmore College and a Senior Policy Analyst of
the College Board may be someone who may be able to provide insight into these
issues.

5. It is my understanding that schools have selected the FFELP program by a fac-
tor of 4 to 1 by dollar volume for a variety of reasons, not limited to administrative
expenses. As my practice does not involve direct communications with school finan-
cial aid offices and their business officers, I cannot make an assessment as to the
importance or willingness of schools to accept the additional administrative costs in
return for remuneration.

6. The federal student loan program, both FFELP and Direct Loans, offer loans
to students and parents at identical interest rates. Over the years, Congress has
amended the Higher Education Act of 1965 on numerous occasions to change the
interest rate or manner in calculation of the interest rate on student and parent
loans. These changes in rate have a dramatic impact on the cost of the program to
the federal government. When Congress increases rates to borrowers, the cost of the
program to the federal government falls as it is the beneficiary of the higher rates
in the Direct Loan Program and reduces the cost of subsidies to holders of loans
in the FFELP program. Reducing rates to borrowers therefore, increases federal
costs due to lower rates and higher subsidies.

Were the federal government to allow borrowers a choice of fixed or variable inter-
est rates, the cost of such a program to the federal government would depend on
the actual level of interest rates that occurred over the borrowing period. From a
budget scoring perspective, this would depend on the assumptions used by CBO.
CBO would also have to assume how many borrowers would select various options.

Because these loans are virtually always originated at below market interest
rates, especially for unsecured, non-credit tested borrowers, it may be better for
Congress to settle upon a single reasonable fixed interest rate that could remain in
effect over long periods of time. This reduces the angst that might be created among
borrowers over who got a better rate, or should I pick variable or fixed, and who
is going to provide advice on such a decision which frankly is a subjective decision
that the best minds in finance could not provide an absolute answer.

7. The College Board publishes a comprehensive study on this in its publication
“Trends in Student Aid 2007”. You may access it here:

http:/ |www.collegeboard.com | prod—downloads | about | news—info | trends | trends—aid—O07.pdf

The remainder of the question is beyond my area of expertise.
If you have any further questions, please do not hesitate to contact me.
Sincerely,
PAauL W. WOzNIAK.

Chairman MILLER. And the committee will stand adjourned.
[Whereupon, at 12:45 p.m., the committee was adjourned.]

O



		Superintendent of Documents
	2010-08-17T23:11:02-0400
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




