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FISCAL RESPONSIBILITY AND FEDERAL CON-
SOLIDATION LOANS: EXAMINING COST IM-
PLICATIONS FOR TAXPAYERS, STUDENTS,
AND BORROWERS

Wednesday, March 17, 2004
U.S. House of Representatives
Committee on Education and the Workforce
Washington, DC

The Committee met, pursuant to notice, at 10:35 a.m., in room
2175, Rayburn House Office Building, Hon. John Boehner (Chair-
man of the Committee) presiding.

Present: Representatives Boehner, Miller, Petri, Hoekstra,
McKeon, Castle, Johnson, Greenwood, Biggert, Tiberi, Keller, Wil-
son, Porter, Kline, Carter, Burns, Kildee, Andrews, Woolsey,
Tierney, Wu, Holt, Davis, Grijalva, Van Hollen, and Bishop.

Staff present: Kevin Frank, Professional Staff Member; Sally
Lovejoy, Director of Education and Human Resources Policy; Cath-
arine Meyer, Legislative Assistant; Krisann Pearce, Deputy Direc-
tor of Education and Human Resources Policy; Alanna Porter, Leg-
islative Assistant; Alison Ream, Professional Staff Member; Debo-
rah Samantar, Committee Clerk/Intern Coordinator; Kathleen
Smith, Professional Staff Member; Jo-Marie St. Martin, General
Counsel; Ellynne Bannon, Minority Legislative Associate; Tom
Kiley, Minority Press Secretary; John Lawrence, Minority Staff Di-
rector; Ricardo Martinez, Minority Legislative Associate; Alex
Nock, Minority Legislative Associate; Joe Novotny, Minority Legis-
lative Staff; Lynda Theil, Minority Legislative Associate; and Mark
Zuckerman, Minority General Counsel.

Chairman BOEHNER. The Committee on Education and the
Workforce will come to order. A quorum being present, the Com-
mittee meets today to hear testimony on “Fiscal Responsibility and
Federal Consolidation Loans: Examining Cost Implications for Tax-
payers, Students, and Borrowers.”

Under the Committee rules, opening statements are limited to
the Chairman and Ranking Member. If other Members have state-
ments, we will keep the record open for 14 days to include those
statements and other extraneous material referred to during to-
day’s hearing.

With that, I ask unanimous consent for the record to remain
open.

Without objection, so ordered.
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STATEMENT OF HON. JOHN A. BOEHNER, CHAIRMAN,
COMMITTEE ON EDUCATION AND THE WORKFORCE

Good morning to our witnesses and to all of our guests that are
here today. Today’s hearing is the latest in our ongoing series of
hearings on the reauthorization of the Higher Education Act.

We are here today to examine the Federal Consolidation Loan
Program, and how student lending issues fit within our broader
goal of expanding access to higher education for low and middle in-
come students.

In particular, we have witnesses before us who will help us un-
derstand the cost of consolidation loans—the cost to taxpayers, the
cost to graduates repaying their loans, and most importantly, the
cost to low and middle income students in college today, or striving
to attend college tomorrow.

For the past 2 years, our Committee has been holding these
hearings, meeting with members of the higher education commu-
nity, and moving ahead with legislation to meet one central goal:
expanding access to higher education for low-to-middle-income stu-
dents who strive to attend a university or college of their choice.

Our proposals for reauthorization of the Higher Education Act
will reflect that goal, and today’s hearing will help shed light on
the role of student loans, and particularly consolidation loans, in
our efforts to ensure that low and middle income students have ac-
cess to a higher education.

The Federal Consolidation Loan Program is different than other
student aid programs, because it doesn’t provide subsidies to people
who are currently students. Rather, it provides billions in subsidies
to people who are former students, most of whom I would imagine
are graduates who have realized their dream of a college education
and who have entered the workforce.

The program was created to help college graduates repay their
student debt. Consolidation loans allow borrowers with multiple
loans, held by multiple lenders, to combine their debt into a single,
often lower, monthly payment.

While the program has been largely successful in helping college
graduates repay their debt, changes in how the program has been
used in recent years raise a number of questions about how the
program should operate into the future.

A recent report by the General Accounting Office warned that, as
the program becomes more expensive, Congress needs to consider
alternatives. I believe the implication of this report is that if we
leave the Consolidation Loan Program on autopilot, the cost could
balloon, taking billions of dollars away from the very low and mid-
dle income students that we are seeking to help.

Chief among the topics we will examine today is the issue of in-
terest rates.

Unlike other Federal student loan programs, the Consolidation
Loan Program locks borrowers into a fixed interest rate for the life
of the loan. Because interest rates today are the lowest in the his-
tory of the Federal student loan programs—and I might add, the
lowest interest rates we have seen in this country for 50 years—
many graduates are choosing to consolidate their loans simply to
lock in these low interest rates. Can’t say that I blame them.
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However, the fundamental premise of the program was consoli-
dation, not refinancing. This means consolidation loans were never
intended to be a tool to secure low interest rates—low interest
rates where the Federal Government, I might add, over the next
30 years, will take all of the risk and absorb all of the additional
cost.

When the consolidation program began, interest rates were con-
siderably higher than they are today.

For example, consolidation loans made before July 1, 1994 had
a fixed interest rate that was determined by the weighted average
of the loans being consolidated, rounded to the nearest whole per-
cent, or 9 percent, whichever was greater. That means consolida-
tion loans had an interest rate of at least 9 percent. Compare that
to today’s 3.42 percent interest rate.

Clearly, when the program began it was never intended to be a
tool to secure low interest rates, yet today’s historically low rates
have resulted in unprecedented growth in the number of consolida-
tion loans, and as a direct result, unprecedented growth in the Fed-
eral subsidy that is not targeted to helping today’s students, as op-
posed to graduates.

Now, while we are all aware of the budget realities facing the
Congress, with the limited resources, we must establish priorities,
and I believe students should be our first priority. For that reason,
I question whether dramatically expanding subsidies to non-stu-
dents and/or graduates is justified.

The Consolidation Loan Program fulfills an important purpose as
it exists today, and there are reasonable steps Congress can and
should consider to strengthen the program, but any effort to ex-
pand it will likely mean reduced resources for the low and middle
income students whom we all hope to assist.

If we are targeting our limited resources toward a particular
group, I think that group should be students and those who are at-
tempting to enter a college or university of their choice.

I am eager to hear from our witnesses and their different per-
spectives on the cost of consolidation loans.

In particular, this hearing will help us better understand how
Federal subsidies are being used in the program, and how the fixed
interest rate structure is different from the variable rate structure
used for other Federal student loans, and the overall impact these
issues have on our ability to assist current and future students.

I would also encourage the witnesses to help shed light on pro-
posals to change the Consolidation Loan Program. I think everyone
would agree the program has been successful in its mission to help
college graduates repay their loans.

I oppose weakening the Consolidation Loan Program, but I also
oppose isolating it from positive changes at the expense of low and
middle income students.

We should ask whether it would be best to maintain the program
as it exists today, or make changes to the program in order to ad-
dress questions about how the program itself has changed in recent
years.

We should ask whether it would be prudent to expand subsidies
to non-students, as some have proposed, bearing in mind that a
massive increase in this program could take resources away from
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the very low and middle income students that the Higher Edu-
cation Act was created to serve.

I look forward to a detailed discussion on this issue, and I am
hopeful that this hearing will help us find the right balance as we
look to reform the Federal student aid programs and strengthen
the Higher Education Act on behalf of current and future students.

I now yield to the gentleman from Michigan, our good friend, Mr.
Kildee.
[The prepared statement of Chairman Boehner follows:]

Statement of Hon. John A. Boehner, Chairman, Committee on Education
and the Workforce Committee

Good morning. Today’s hearing is the latest in our ongoing series of hearings on
reauthorization of the Higher Education Act. We're here today to examine the fed-
eral Consolidation Loan Program, and how student lending issues fit within our
broader goal of expanding access to low and middle income students striving for col-
lege. In particular, we have witnesses before us who will help us understand the
cost of consolidation loans—the cost to taxpayers, the cost to graduates repaying
their loans, and most importantly, the cost to low and middle income students in
college today or striving to attend college tomorrow.

For the past two years, our committee has been holding hearings, meeting with
members of the higher education community, and moving ahead with legislation to
meet one central goal: expanding access to higher education for low and middle in-
come students who strive for it. Our proposals for reauthorization of the Higher
Education Act will reflect that goal, and today’s hearing will help shed light on the
role of student loans—and particularly consolidation loans—in our efforts to ensure
low and middle income students have access to a higher education.

The federal Consolidation Loan Program is different than other student aid pro-
grams, because it doesn’t provide subsidies to people who are currently students.
Rather, it provides billions in subsidies to people who are former students—grad-
uates who have realized their dream of a college education and have entered the
workforce.

The program was created to help college graduates repay their student debt. Con-
solidation loans allow borrowers with multiple loans—held by multiple lenders—to
combine their debt into a single, often lower monthly payment. While the program
has been largely successful in helping college graduates repay their debt, changes
in how the program has been used in recent years raise a number of questions
about how the program should operate into the future. A recent report by the Gen-
eral Accounting Office warned that as the program becomes more expensive, Con-
gress needs to consider alternatives. I believe the implication of this report is that
if we leave the Consolidation Loan Program on autopilot, the cost could balloon, tak-
ing billions of dollars away from the very low and middle income students we are
seeking to help.

Chief among the topics we will examine today is the issue of interest rates. Unlike
other federal student loan programs, the Consolidation Loan Program locks bor-
rowers into a fixed interest rate for the life of the loan. Because interest rates today
are the lowest in the history of the federal student loan programs, many graduates
are choosing to consolidate their loans simply to lock in these low interest rates.
However, the fundamental premise of the program was consolidation, not refi-
nancing. This means consolidation loans were never intended to be a tool to secure
low interest rates.

When the Consolidation Loan Program began, interest rates were considerably
higher than they are today. For example, consolidation loans made before July 1,
1994 had a fixed interest rate that was determined by the weighted average of the
loans being consolidated, rounded to the nearest whole percent, or 9 percent, which
ever was greater. That means consolidation loans had an interest rate of at least
9 percent. Compare that to today’s 3.42 percent interest rate. Clearly when the pro-
gram began it was not intended to be a tool to secure low interest rates. Yet today’s
historically low interest rates have resulted in unprecedented growth in the number
of consolidation loans, and as a direct result, unprecedented growth in the federal
subsidy that is not targeted to helping today’s students.

We are all aware of the budget realities facing this Congress. With limited re-
sources, we must establish priorities and I believe students should be priority num-
ber one. Not just one priority of many, but our first priority. For that reason, I ques-
tion whether dramatically expanding subsidies to non-students is justified. The Con-
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solidation Loan Program fulfills an important purpose as it exists today, and there
are reasonable steps Congress can and should consider to strengthen the program.
But any effort to expand it will likely mean reduced resources for the low and mid-
dle income students we all hope to assist. If we are targeting our limited resources
toward a particular group, I think that group should be students first and foremost.

I am eager to hear from our witnesses and their different perspectives on the cost
of consolidation loans. In particular, this hearing will help us better understand how
federal subsidies are being used in the Consolidation Loan Program, how the fixed
interest rate structure is different than the variable rate structure used for other
federal student loans, and the overall impact these issues have on our ability to as-
sist current and future students.

I would also encourage the witnesses to help shed light on proposals to change
the Consolidation Loan Program. I think everyone would agree this program has
been successful in its mission to help college graduates repay their loans. I oppose
weakening the Consolidation Loan Program, but I also oppose isolating it from posi-
tive change at the expense of low and middle income students. We should ask
whether it would be best to maintain the program as it exists today, or make
changes to the program in order to address questions about how the program itself
has changed in recent years. We should ask whether it would be prudent to expand
subsidies to non-students as some have proposed, bearing in mind that a massive
expansion of this program could take resources away from the low and middle in-
come students the Higher Education Act was created to serve.

I look forward to a detailed discussion on this issue, and I am hopeful that this
hearing will help us find the right balance as we look to reform the federal student
aid programs and strengthen the Higher Education Act on behalf of current and fu-
ture students. With that, I would yield to Mr. Miller for any opening statement he
may have.

Mr. KiLDEE. Thank you, Mr. Chairman, and happy St. Patrick’s
Day to you.

Chairman BOEHNER. Thank you.

Mr. KiLDEE. I love your tie.

Chairman BOEHNER. Everyone, a happy St. Patrick’s Day.

Mr. KiLDEE. Mr. Chairman, our colleague, Mr. Miller, has been
temporarily delayed, so I would ask that his opening statement be
submitted for the record.

Chairman BOEHNER. Without objection.

[The prepared statement of Mr. Miller follows:]

Statement of Hon. George Miller, Ranking Member, Committee on
Education and Workforce

Thank you Mr. Chairman. I am pleased to join you at today’s hearing on student
loan consolidation.

I particularly want to welcome Titus Hamlett to the committee today. I look for-
ward to your testimony and the testimony of the other witnesses, too.

Higher education has a long tradition of providing opportunities towards a better
life for millions of Americans. Today, the Higher Education Act is more important
than ever to succeeding in the global marketplace, lifting millions of Americans out
of poverty, and keeping Americans safe in the post-9/11 society.

Despite the need to expand access to an affordable education, college is fast be-
coming a pipe dream for too many students. States are cutting support for higher
education and pushing higher tuition prices onto students and their families.

In addition to budget cuts and rising prices, millions of students are taking on
high debt levels that discourage college attendance and encourage default—which
costs taxpayers billions of dollars.

This year, almost 7 million students will borrow more than $50 billion in federal
student loans—accounting for almost 70 percent of all federal financial aid.

Over the past ten years, student loan debt has nearly doubled to $17,000 and
about one-fifth of full-time working students spend 35 or more hours per week on
the job to cover college costs. At the same time, student aid is falling further and
further behind the cost of a college education. In fact, last year the maximum Pell
Grant was worth $500 less than the maximum grant in 1975-76.
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It is imperative that we return to the original premise of the Higher Education
Act of 1965—that no college qualified student should be denied a college education
because he or she is lacks the financial resources.

A key tool to ensuring that millions of students can access a college education is
the low-fixed rate benefit of consolidation loans, which allows students to lock in a
low rate and save thousands of dollars. In addition, borrowers can eliminate the
need for dealing with multiple lenders, extend their repayment period, or enroll in
payment plans based on a percentage of their income when they consolidate their
loans.

As more and more students take on high debt levels it is important to focus on
the financial need of students both as they enter college and when they leave. For
student borrowers, the cost of college does not impact them until they graduate and
begin repayment. This is the critical time when consolidation can, and does, make
repayment manageable for student borrowers.

The benefits of consolidation are particularly important today, as graduates face
a weakened economy and rising unemployment rates. A recent study by the Eco-
nomic Policy Institute (EPI) found that the long-term unemployment among college-
educated workers increased by nearly 300 percent between 2000 and 2003—almost
double the increase of non-college graduates in the same time period.

In addition, the General Accounting Office (GAO) found that the average annual
income for consolidation borrowers is $47,000 and that their debt to ratio income
is 9.4 percent—just above the 8 percent industry suggested standard for borrowers
in repayment to maintain financial stability.

A recent analysis by the State PIRGs’ Higher Education Project found that the
average borrower with $20,000 in debt would be forced to pay more than $7,000 in
additional interest if the low-fixed consolidation rate benefit is eliminated.

At a time of rising college costs, high unemployment and little job growth, we
should not be forcing students and their families to pay more for a college education.

As we reauthorize the Higher Education Act, I look forward to working with my
colleagues on the committee to strengthen loan consolidation program and to expand
college access to low and middle-income students.

Thank you Mr. Chairman.

STATEMENT OF HON. DALE E. KILDEE, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MICHIGAN

Mr. KiLDEE. You mentioned that the students are attracted to
consolidating their loans at a fixed rate. Well, they aren’t the only
ones in this market right now.

I, for the, I think, third time in 3 years, just refinanced my home
mortgage—at the solicitation of the lender, by the way. They were
afraid I might go someplace else. So I did reduce it, at a fixed rate
also. The economy right now does attract people toward consolida-
tion or refinancing.

Thank you, Mr. Chairman. I want to join you in welcoming to-
day’s witnesses before this Committee. This is indeed an important
topic which deserves the attention of the Committee today, and I
appreciate the fact that you are having this hearing.

Everyone in this room would agree that a higher education is
critical to future earning potential and the ability to provide for
your family and your children.

The reality facing most students, however, is high tuition, and
grant aid from the Federal Government and state government that
has lost much of its buying power. Also, student debt now is at an
all-time high.

Our economic policies have lost rather than created jobs, and
worse, outsourced many of our jobs overseas. Students graduating
from college and looking for employment simply can’t catch a break
right now.
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There are so many people out there who graduated from my Uni-
versity of Michigan still looking for a job, even with all the talents
they have accrued there at the University of Michigan.

On top of all this comes today’s discussion about changing the in-
terest rate structure on consolidation loans from a fixed rate to a
variable rate.

Let us be clear. Once we cut through all of the arguments, one
fact is undeniable. This proposal will heap thousands of dollars in
increased interest costs on the backs of students and recent college
graduates.

You will hear a lot today about helping current students, and
that we should be investing in programs which provide benefits to
students who are entering college, and I couldn’t agree with that
more. However, financing those up-front benefits on the backs of
those who have consolidated their loans I do not think is the proper
approach.

Cutting benefits from one part of the program to finance another
doesn’t increase access. Rather, I believe it short-changes those
who are struggling to find employment in an economy which isn’t
even producing enough jobs to keep pace.

If members want to reduce origination fees, and consider wheth-
er we should increase loan limits, we should not be robbing Peter
to pay Paul. Instead, let us get the resources we need to enact
these changes.

The Senate budget resolution includes $5 billion in funding to
address these types of higher education priorities. Our goal should
be to expand our higher education programs, not move resources
around an already paltry pie.

In closing, I want to again stress what this proposal will mean
for students.

A variable rate structure for consolidation loans means that the
average student will face thousands of dollars in increased interest
rate cost. When the Bush administration proposed this very change
just 2 years ago, Mr. Chairman, it was met with bipartisan opposi-
tion because of its impact on students. I hope today’s discussion
keeps these points in mind.

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

Chairman BOEHNER. Thank you, Mr. Kildee.

It is my pleasure to introduce our witnesses today.

Our first witness will be Ms. Cornelia Ashby. Ms. Ashby has
served in numerous capacities since she joined the U.S. General
Accounting Office in 1973. That is a few years ago, Ms. Ashby.

Currently, Ms. Ashby serves as the Director of Education, Work-
force, and Income Security, directing studies in numerous areas, in-
cluding higher education. Prior to this position, Ms. Ashby was
GAO’s Associate Director for Tax Policy and Administrative Issues.

In addition to her job as Director, Ms. Ashby is presently pur-
suing her Ph.D. in sociology at American University.

Then we will hear from Mr. Titus Hamlett. Mr. Hamlett is cur-
rently a student at the University of Maryland, majoring in govern-
ment and politics. In addition to his studies, Mr. Hamlett is also
engaged in numerous extra-curricular activities. He is an active
member of the Student Government Association and the Maryland
Student Legislature, a non-profit organization that organizes dele-
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gates from colleges and universities across Maryland to research
and debate issues of local and national importance.

Then we will hear from Dr. Tom Neubig. Dr. Neubig is a partner
and also the National Director of Quantitative Economics and Sta-
tistics in the national tax department of Ernst & Young, LLP. He
was a consultant to numerous public and private clients from Fed-
eral and state tax policy issues before joining Ernst & Young.

Dr. Neubig served as director and chief economist at the U.S.
Treasury Department’s office of tax analysis and is the top execu-
tive branch career economist in tax policy.

Lastly, we will hear from Dr. Robert Shapiro. Dr. Shapiro is a
founding partner and current Chairman of Sonecon, LLP, a private
economic advisory firm. In addition, Dr. Shapiro is a non-resident
senior fellow of the Brookings Institution and also the Progressive
Policy Institute. From 1997, Dr. Shapiro served as the Under Sec-
retary of Commerce for Economic Affairs, providing economic policy
oversight for the Commerce Department.

Dr. Shapiro was the principal economic advisor to President Bill
Clinton in his 1991-1992 Presidential campaign, and also served as
legislative director and economic counsel to Senator—former Sen-
ator and late Senator—Daniel Moynihan.

Let me explain the lights. You will have 5 minutes to give your
testimony. We are not real rough on people who want to talk a lit-
tle longer than that, unless you get too carried away, and then I
will gently remind you.

And with that, Ms. Ashby, you may begin.

STATEMENT OF CORNELIA M. ASHBY, DIRECTOR, EDUCATION,
WORKFORCE, AND INCOME SECURITY ISSUES, U.S. GENERAL
ACCOUNTING OFFICE, WASHINGTON, D.C.

Ms. AsaBY. Mr. Chairman and members of the Committee, thank
you for inviting me here today to discuss issues related to consoli-
dation loans and cost implications for taxpayers and borrowers. My
testimony will focus on recent changes in interest rates and consoli-
dation loan volume, and how these changes have affected Federal
costs for FFELP and FDLP consolidation loans.

My comments are based on our October 2003 loan consolidation
report done for this Committee. For this testimony, we updated our
numbers to reflect recent estimates made by the Department of
Education.

In recent years, there has been a drop in interest rates for stu-
dent loan borrowers, along with dramatic overall growth in consoli-
dation loan volume. From dJuly of 2000 to June 2003, the interest
rate for consolidation loans dropped by more than half, with con-
solidation loan borrowers obtaining rates as low as 3.5 percent as
of July 1, 2003.

From fiscal year 1998 through fiscal year 2003, the volume of
newly originated consolidation loans rose from $5.8 billion to over
$41 billion.

The dramatic growth in consolidation loan volume in recent
years is due in part to declining interest rates that have made it
attractive for many borrowers to consolidate their variable rate
loans at low fixed rates. The chart on the screen shows this rela-
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tionship. Note that the interest rates set on July 1 of each year cor-
responds to the loan volume for the following fiscal year.

In addition, increased marketing effort has likely contributed to
the record level of consolidation loan volume. Many lenders, includ-
ing newer companies that are specializing in consolidation loans,
have aggressively marketed consolidation loans to compete for con-
solidation loan business, as well as to retain the loans of their cur-
rent customers.

Recent transit interest rates in consolidation loan volume have
affected the cost of the FFELP and FDLP Consolidation Loan Pro-
grams in different ways, but in the aggregate. Estimated subsidy
and administration costs have increased.

For FFELP consolidation loans, subsidy costs grew from about
$650 million for loans made in fiscal year 2002 to over $2 billion
for loans made in fiscal year 2003. Both higher loan volumes and
lower interest rates in fiscal year 2003 increased these costs.

Education’s estimate of over $2 billion in subsidy costs is based
on the assumption that the guaranteed lender yield will rise over
the next several years.

The effect of this rise is shown on the chart on the screen, where
the bottom line shows the fixed borrower rate for an FFELP con-
solidation loan made in the first 9 months of fiscal year 2003, and
the top line shows Education’s estimate values for the guaranteed
lender yield over time.

In fiscal year 2003, market interest rates were such that the
guaranteed lender yield was actually below the borrower rate.
Lenders, therefore, received only the rate paid by borrowers. No
special allowance payment, or SAP, was paid.

However, in future years, when the guaranteed lender yield is
expected to increase and be above the borrower rate, Education
would have to make up the difference with a SAP. As the chart
shows, Education’s assumptions would call for lenders to receive a
SAP over most of the life of the consolidation loans made in fiscal
year 2003.

Changing interest rates and loan volumes affected costs in the
FDLP loan consolidation program, as well. In both fiscal years
2002 and 2003, there was no subsidy cost to the government be-
cause the interest rate paid by borrowers who consolidated their
loans was greater than the interest rate education paid to the
treasury to finance the lending.

However, the drop in loan volume and interest rates that oc-
curred in fiscal year 2003 contributed to cutting the government’s
estimated gain from $570 million in fiscal year 2002 to $543 mil-
lion for loans made in fiscal year 2003.

Administration cost is not specifically tracked for either Consoli-
dation Loan Program, but available evidence indicates that these
costs have risen, primarily reflecting increased overall loan volume.

In our October 2003 report, we recommended that the Secretary
of Education assess the advantages of consolidation loans for bor-
rowers and the government in light of program costs, and identify
options for reducing Federal costs.

We suggested options that include targeting the program to bor-
rowers at risk of default: extending existing consolidation alter-
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natives to more borrowers and changing from a fixed to a variable
rate the interest charged to borrowers on consolidation loans.

We noted that, in conducting such an assessment, Education
should also consider how best to distribute program costs among
borrowers, lenders, and taxpayers. Education agreed with our rec-
ommendation.

Mr. Chairman, this concludes my statement. I would be pleased
to answer any questions.

[The prepared statement of Ms. Ashby follows:]

Statement of Cornelia M. Ashby, Director, Education, Workforce, and
Security Issues, U.S. General Accounting Office

Mr. Chairman and Members of the Committee:

Thank you for inviting me here today to discuss issues related to consolidation
loans and their cost implications for taxpayers and borrowers. Consolidation loans,
available under the Department of Education’s (Education) two major student loan
programs—the Federal Family Education Loan Program (FFELP) and the William
D. Ford Direct Loan Program (FDLP)—help borrowers manage their student loan
debt. By combining multiple loans into one loan and extending the repayment pe-
riod, a consolidation loan reduces monthly repayments, which may lower default
risk and, thereby, reduce federal costs of loan defaults. Consolidation loans also
allow borrowers to lock in a fixed interest rate, an option not available for other stu-
dent loans. Consolidation loans under FFELP and FDLP accounted for about 48 per-
cent of the $87.4 billion in total new student loan dollars that originated during fis-
cal year 2003. FFELP consolidation loans comprised about 84 percent of the fiscal
year 2003 consolidation loan volume, while FDLP consolidation loans accounted for
the remaining 16 percent.

Two main types of federal cost pertain to consolidation loans. One is “subsidy”—
the net present value of cash flows to and from the government that result from
providing these loans to borrowers. For FFELP consolidation loans, cash flows in-
clude, for example, fees paid by lenders to the government and a special allowance
payment by the government to lenders to provide them a guaranteed rate of return
on the student loans they make. For FDLP consolidation loans, cash flows include
borrowers’ repayment of loan principal and payments of interest to Education, and
loan disbursements by the government to borrowers. The subsidy costs of FDLP con-
solidation loans are also affected by the interest Education must pay to the Depart-
ment of Treasury (Treasury) to finance its lending activities. The second type of cost
is administration, which includes such items as expenses related to originating and
servicing direct loans.

My testimony today will focus on two key issues: (1) recent changes in interest
rates and consolidation loan volume and (2) how these changes have affected federal
costs for FFELP and FDLP consolidation loans. My comments are based on the find-
ings from our October 2003 report for this Committee, Student Loan Programs: As
Federal Costs of Loan Consolidation Rise, Other Options Should Be Examined
(GAO-04-101, October 31, 2003). Those findings were based on review and analysis
of data from a variety of sources, including officials from Education’s Office of Fed-
eral Student Aid and Budget Service, and representatives of FFELP lenders; a sam-
ple of student loan data extracted from Education’s National Student Loan Data
System (NSLDS)—a comprehensive national database of student loans, borrowers,
and other information; relevant cost analyses prepared by Education; and statutory,
regulatory and other published information. For this testimony, we updated our
numbers to reflect recent estimates made by the Department of Education. Our
work was conducted in accordance with generally accepted government auditing
standards.

In summary:

e Recent years have seen a drop in interest rates for student loan borrowers along
with dramatic overall growth in consolidation loan volume. From July 2000 to
June 2003, the interest rate for consolidation loans dropped by more than half,
with consolidation loan borrowers obtaining rates as low as 3.50 percent as of
July 1, 2003. From fiscal year 1998 through fiscal year 2003, the volume of con-
solidation loans made (or “originated”) rose from $5.8 billion to over $41 billion.
The dramatic growth in consolidation loan volume in recent years is due in part
to declining interest rates that have made it attractive for many borrowers to
consolidate their variable rate student loans at a low, fixed rate.
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e Recent trends in interest rates and consolidation loan volume have affected the
cost of the FFELP and FDLP Consolidation Loan Programs in different ways,
but in the aggregate, estimated subsidy and administration costs have in-
creased. For FFELP consolidation loans, subsidy costs grew from $0.651 billion
for loans made in fiscal year 2002 to $2.135 billion for loans made in fiscal year
2003. Both higher loan volumes and lower interest rates available to borrowers
in fiscal year 2003 increased these costs. Lower interest rates increase these
costs because FFELP consolidation loans carry a government-guaranteed rate
of return to lenders that is projected to be higher than the fixed interest rate
paid by consolidation loan borrowers. When the interest rate paid by borrowers
does not provide the full guaranteed rate to lenders, the federal government
must pay lenders the difference. FDLP consolidation loans are made by the gov-
ernment and thus carry no interest rate guarantee to lenders, but changing in-
terest rates and loan volumes affected costs in this program as well. In both
fiscal years 2002 and 2003, there was no net subsidy cost to the government
because the interest rate paid by borrowers who consolidated their loans was
greater than the interest rate Education must pay to the Treasury to finance
its lending. However, the drop in loan volume and interest rates that occurred
in fiscal year 2003, contributed to cutting the government’s estimated net gain
from $570 million in fiscal year 2002 to $543 million for loans made in fiscal
year 2003. Administration costs are not specifically tracked for either Consolida-
tion Loan Program, but available evidence indicates that these costs have risen,
primarily reflecting increased overall loan volumes.

In our prior report, we recommended that the Secretary of Education assess the
advantages of consolidation loans for borrowers and the government in light of pro-
gram costs and identify options for reducing federal costs. Education agreed with
our recommendation.

Background

Consolidation loans differ from other loans in the FFELP and FDLP programs in
that they enable borrowers who have multiple loans—possibly from different lend-
ers, different guarantors,! and even from different loan programs—to combine their
loans into a single loan and make one monthly payment. By obtaining a consolida-
tion loan, borrowers can lower their monthly payments by extending the repayment
period longer than the maximum 10 years generally available on the underlying
loans. Maximum repayment periods allowed vary by the amount of the consolidation
loan (see table 1). Consolidation loans also provide borrowers with the opportunity
to lock in a fixed interest rate on their student loans, based on the weighted average
of the interest rates in effect on the loans being consolidated rounded up to the
nearest one-eighth of 1 percent, capped at 8.25 percent. Borrowers can qualify for
consolidation loans regardless of financial need. Loans eligible for inclusion in a con-
solidation loan must be comprised of at least one eligible FFELP or FDLP loan, in-
cluding subsidized and unsubsidized Stafford loans, PLUS loans,2 and, in some in-
stances, consolidation loans. Both subsidized and unsubsidized Stafford loans, and
PLUS loans are variable rate loans. Other types of federal student loans made out-
side of FFELP and FDLP, which may carry a variable or fixed borrower interest
rate, are also eligible for inclusion in a consolidation loan, including Perkins loans,
Health Professions Student loans, Nursing Student Loans, and Health Education
Assistance loans (HEAL).3

1State and nonprofit guaranty agencies receive federal funds to play the lead role in admin-
istering many aspects of the FFELP program, including reimbursing lenders when loans are
placed in default and initiating collection work.

2Both subsidized and unsubsidized Stafford loans are available to undergraduate and grad-
uate students. The interest rates borrowers pay on these loans adjust annually, based on a
statutorily established market-indexed rate setting formula, and may not exceed 8.25 percent.
To qualify for a subsidized Stafford loan, a student must establish financial need. The federal
government pays the interest on behalf of subsidized loan borrowers while the student is in
school. Students can qualify for unsubsidized Stafford loans regardless of financial need. Unsub-
sidized loan borrowers are responsible for all interest costs. PLUS loans are variable rate loans
that are available to parents of dependent undergraduate students. The interest rates on these
loans adjust annually, based on a statutorily established market-indexed rate setting formula,
and may not exceed 9 percent. Parents can qualify for PLUS loans regardless of financial need.

3Perkins Loans are fixed rate loans for both undergraduate and graduate students with ex-
ceptional financial need. Perkins loans are made directly by schools using funds contributed by
the federal government and schools; borrowers must repay these loans to their school. The
Health Professions Student Loans and Nursing Student Loans are fixed rate loans for borrowers
who pursue a course of study in specified health professions. The HEAL program provided loans

Continued
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Table 1: Ci idation Loan Periods, by Loan Amount
Amount Maximum term {years)
Less than $7,500 (FFELP) 10
Less than $10,000 (FDLP) 12
$7.500 to $9,999 (FFELP) 12
$10,000 to $19,999 15
$20,000 to $39,899 20
$40,000 to $59,998 25
$60,000 or more 30

Source: Higner Education Act, Congressional Research Servie, ang Education.

The Federal Credit Reform Act (FCRA) of 1990 helps define federal costs associ-
ated with consolidation loans and was enacted to require agencies, including Edu-
cation, to more accurately measure federal loan program costs. Under FCRA, Edu-
cation is required to estimate the long-term cost to the government of a direct loan
or a loan guarantee—generally referred to as the subsidy cost. Subsidy cost esti-
mates are calculated based on the present value of estimated net cash flows to and
from the government that result from providing loans to borrowers.* For FFELP
consolidation loans, cash flows include, for example, fees paid by lenders to the gov-
ernment® and a special allowance payment by the government to lenders to provide
them a guaranteed rate of return on the student loans they make. For FDLP con-
solidation loans, cash flows include borrowers’ repayment of loan principal and pay-
ments of interest to Education, and loan disbursements by the government to bor-
rowers. Unlike FFELP, FDLP involves no guaranteed yields or special allowance
payments to lenders because the program is a direct loan program. The subsidy
costs of FDLP consolidation loans are also affected by the interest Education must
pay to Treasury to finance its lending activities. Another type of cost pertaining to
consolidation loans is administration, which includes such items as expenses related
to originating and servicing direct loans.®

In estimating loan subsidy costs, Education first estimates the future economic
performance (net cash flows to and from the government) of direct and guaranteed
loans when preparing its annual budgets. These first estimates establish the sub-
sidy estimates for the current-year originated loans. The data used for the first esti-
mates are reestimated in later years to reflect any changes in actual loan perform-
ance and expected changes in future performance. Reestimates are necessary be-
cause projections about interest and default rates and other variables that affect
loan program costs change over time. Any increase or decrease in the estimated sub-
sidy cost results in a corresponding increase or decrease in the estimated cost of the
loan program for both budgetary and financial statement purposes.

Borrowers’ Rates Have Dropped, and Loan Volume Has Risen

Recent years have seen a drop in interest rates for student loan borrowers along
with dramatic overall growth in consolidation loan volume. From July 2000 to June
2003, the interest rate for consolidation loans dropped by more than half, with con-
solidation loan borrowers obtaining rates as low as 3.50 percent as of July 1, 2003.
From fiscal year 1998 through fiscal year 2003, the volume of consolidation loans
made (or originated) rose from $5.8 billion to over $41 billion. Over four-fifths of the
fiscal year 2003 loan volume is in FFELP. While overall volume rose in 2003, the
trends differed by program. FDLP consolidation loan volume for fiscal year 2003 de-
creased, but loan volume in the larger FFELP increased, resulting in total consoli-
dation loan volume of well over $41 billion.

The dramatic growth in consolidation loan volume in recent years is due in part
to declining interest rates that have made it attractive for many borrowers to con-
solidate their variable rate student loans at a low, fixed rate. Figure 1 shows the
relationship between these two factors. When interest rates are low, some borrowers

to eligible graduate students in specified health professions. HEAL was discontinued on Sep-
tember 30, 1998.

4 Present value is the value today of the future stream of benefits and costs, discounted using
an appropriate interest rate (generally the average annual interest rate for marketable zero-cou-
pon U.S. Treasury securities with the same maturity from the date of disbursement as the cash
flow being discounted).

5For consolidation loans, FFELP loan holders must pay, on a monthly basis, a fee calculated
on an annual basis equal to 1.05 percent of the unpaid principal and accrued interest on the
loans in their portfolio.

6Under FFELP, a large portion of the administration cost is borne by the private lender. The
federal government pays many of these costs in its subsidy payment to lenders—specifically, in
the 2.64 percent add on paid over and above the 3-month rate on commercial paper.
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may find it in their economic self-interest to consolidate their loans so that they can
lock in a low fixed interest rate for the life of the loan, as opposed to paying variable
rates on their existing loans, regardless of whether they need a consolidation loan
to avoid difficulty in making loan repayments and avert default.

—
Figure 1: Consolidation Loan Volume K D ically as interest
Rates Fell from Fiscal Year 2001 to Fiscal Year 2003
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Underscoring the potential attractiveness of these loans to potential borrowers,
many lenders, including newer loan companies that are specializing in consolidation
loans, have aggressively marketed consolidation loans to compete for consolidation
loan business as well as to retain the loans of their current customers. Their mar-
keting techniques have included mass mailings, telemarketing, and Internet pop-ups
to encourage borrowers to consolidate their loans. This increased marketing effort
has likely contributed to the record level of consolidation loan volume.

Changes in Interest Rates and Loan Volume Affect FFELP and FDLP Costs in Dif-
ferent Ways but in the Aggregate, Estimated Costs Increased

While the estimated future costs for consolidation loans can vary greatly from
year to year, low interest rates and recent loan volume changes have resulted in
substantial increases in overall costs to the federal government. However, in light
of the differences between how FFELP and FDLP operate, the subsidy costs within
these two programs were affected in very different ways. For FFELP, the result was
a substantial increase. For FDLP, the result was a narrowing of the net difference
between the estimated interest payments paid by consolidated loan borrowers to
Education and the costs paid by Education to Treasury to finance direct loans.

FFELP Subsidy Costs Affected by Increased Special Allowance Payments to Lenders
and Increased Loan Volume

Estimated subsidy costs for FFELP consolidation loans rose from $0.651 billion
for loans made in fiscal year 2002 to $2.135 billion for loans made in fiscal year
2003. The increase is largely due to the higher interest subsidies the government
is expected to pay to lenders to ensure they receive a guaranteed rate of return on
student loans and the result of greater loan volume. The interest subsidy, which is
called a special allowance payment (SAP), is based on a formula specified in law
and paid by Education to lenders on a quarterly basis when the “guaranteed lender
yield” exceeds the borrower rate. This guaranteed lender yield is currently based on
the average 3-month commercial paper” interest rate plus an additional 2.64 per-
cent. When this guaranteed yield is higher than the amount of interest being paid
by borrowers, Education makes up the difference. If the borrower’s interest rate ex-
ceeds the guaranteed lender yield, Education does not pay a SAP, and the lender
receives the borrower rate.

Education’s estimate of $2.135 billion in subsidy costs for FFELP consolidation
loans made in fiscal year 2003 is based on the assumption that the guaranteed lend-

7Commercial paper is short-term, unsecured debt with maturities up to 270 days. It is issued
in the form of promissory notes, primarily by corporations. Many companies use commercial
paper to raise cash for current transactions and many find it to be a lower-cost alternative to
bank loans.
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er yield will rise over the next several years, reflecting Education’s assumption that
market interest rates are likely to rise from the historically low levels experienced
in fiscal year 2003. The effect of this rise is shown in figure 2, where the bottom
line shows the fixed borrower rate for a FFELP consolidation loan made in the first
9 months of fiscal year 2003, and the top line shows Education’s estimated values
for the guaranteed lender yield over time. In fiscal year 2003, market interest rates
were such that the guaranteed lender yield established under the SAP formula was
actually below the borrower rate. Lenders, therefore, received only the rate paid by
borrowers; no SAP was paid. However, in future years, when the guaranteed lender
yield is expected to increase and be above the borrower rate, Education would have
to make up the difference in the form of a SAP. As figure 2 shows, Education’s as-
sumptions would call for lenders to receive a SAP over most of the life of the consoli-
dation loans made in fiscal year 2003.

Figure 2: Hustration of Estimated SAP Paid to Holders of FFELP Consolidation
Loans Originated in Fiscal Year 2003
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“The estimated iender yield, which is based on the average 3-month commercial paper rates, as
provided by the Office and Management and Budget, does not vary much after fiscal year 2007 since
the projectad cormercial paper rates do not vary much after fiscal year 2007. The actual lender yield
could vary from these projections depending on future interest rates.

This borrower rata is for a consalidation foan originated from October fo June of fiscal year 2003 and
whose underlying foans are Stafford loans disbursed after July 1, 1998, and in repayment at time of
consolidation.

An increase in loan volume also played a role in the subsidy cost increase from
fiscal years 2002 to 2003. However, the effect of the increased loan volume was not
as large as that of the higher interest subsidies the government is expected to pay
to lenders in the future.

FDLP Loans also Affected by Changing Interest Rates

Subsidy costs can occur within FDLP as well, but in a different way. FDLP’s con-
solidation program is a direct loan program and, therefore, involves no guaranteed
yields to private lenders. Still, the program has potential subsidy costs if the govern-
ment’s cost of borrowing is higher than the interest rate borrowers are paying. The
government’s cost of borrowing is determined by the interest rate Education pays
Treasury to finance direct student loans, which is equivalent to the discount rate.8
The difference between borrowers’ rates and the discount rate—called the interest
rate spread—is a key driver of subsidy estimates for FDLP loans. When the bor-
rower rate is greater than the discount rate, Education will receive more interest
from borrowers than it will pay in interest to Treasury to finance its loans, resulting
in a positive interest rate spread—or a gain (excluding administrative costs) to the
government. Conversely, when the borrower rate is less than the discount rate, Edu-
cation will pay more in interest to Treasury than it will receive from borrowers,
which will result in a negative interest rate spread—or a cost to the government.

For FDLP consolidation loans made in fiscal years 2002 and 2003, no such nega-
tive interest rate spreads were incurred in either year, based on the methodology
Education uses to determine these costs. In both years, borrower interest rates for
FDLP consolidation loans were somewhat higher than the discount rate, resulting
in a net gain to the government. However, while Education continued to benefit
from lending at interest rates higher than its cost of borrowing for FDLP consolida-
tion loans made in fiscal year 2003, the size of this benefit declines from $571 mil-
lion in fiscal year 2002 to $543 million in fiscal year 2003.

The smaller net gain that occurred in fiscal year 2003 reflects both a decrease in
the loan volume and a narrowed difference between the discount rate and the bor-
rower rate. Loan volume in fiscal year 2003 was $6.7 billion, a decrease from $8.8

8While the discount rate is the interest rate used to calculate the present value of the esti-
mated future cash flows to determine subsidy cost estimates, it is also generally the same rate
at which interest is paid by Education on the amounts borrowed from Treasury to finance the
direct loan program.
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billion in fiscal year 2002. In fiscal year 2003, this difference narrowed in part be-
cause borrower rates dropped more than the discount rate. The borrower rates for
FDLP consolidation loans dropped 1.2 percentage points, from 6.3 percent in fiscal
year 2002 to 5.1 percent in fiscal year 2003. The discount rate, on the other hand,
dropped by only 0.88 percentage points, from 4.72 percent in fiscal year 2002 to 3.84
percent in fiscal year 2003. The resulting interest rate spread decreased from 1.59
percent to 1.22 percent (see table 2). In other words, each $100 of consolidated
FDLP loans made in fiscal year 2002, will result in $1.59 more in interest received
by Education than it will pay out in interest to the Treasury. A similar loan origi-
nated in fiscal year 2003, however, will generate only $1.22 more in interest for the
government.

Table 2: interest Rate Spread for FDLP Ci Loans Originated in Fiscal
Years 2002 and 2003
Borrower Discount Interestrate Estimated interest payments
Fiscal year rate rate spread for each $100 of loans
2002 8.31% 4.72% 1.58% 1.58% x $100 = $1.59
2003 5.06% 3.84% 1.22% 1.22% x $100 = $1.22

‘Source: GAQ analysis of data provided by Ecucation's Budget Service.

Administration Costs also Increase, Mainly because of Loan Volume

Loan volume affects administrative costs, in that cost is in part a function of the
number of loans originated and serviced during the year. As a result, when loan vol-
ume increases, administration costs also increase. Education’s current cost account-
ing system does not specifically track administration costs incurred by each of the
student loan programs. Consequently, we were unable to determine the total admin-
istration costs incurred by Consolidation Loan Programs or any off-setting adminis-
trative cost reductions associated with the prepayment of loans underlying consoli-
dation loans. However, based on available Education data, we were able to deter-
mine some of the direct costs associated with the origination, servicing, and collec-
tion of FDLP consolidation loans. For fiscal year 2002, these costs totaled roughly
$52.3 million. This does not include overhead costs, which include costs incurred for
personnel, rent, travel, training, and other activities related to maintaining program
operations. For fiscal year 2003, the estimated costs for the origination, servicing,
and collection of FDLP consolidation loans is projected to increase to $59.5 million.
While we similarly were unable to determine Education’s administration costs di-
rectly related to FFELP consolidation loans, they are likely to be smaller than for
FDLP consolidation loans. This is because a large portion of FFELP administration
cost is borne directly by lenders, who make and service the loans. The special allow-
ance payments to lenders, which rise and fall as interest rates change, are designed
to ensure that lenders are compensated for administration and other costs and pro-
vided with a reasonable return on their investment so that they will continue to
participate in the program.

Concluding Observations

As the discussion of both FFELP and FDLP loans shows, interest rates have a
strong effect on whether subsidy costs occur and how large they are. The movement
of subsidy costs for consolidation loans made in future years will depend heavily on
what happens to interest rates. As we have shown, subsidy cost estimates for
FFELP consolidation loans can increase substantially, depending on how much the
guaranteed lender yield rises above the fixed rate paid by borrowers, which, in turn,
requires the federal government to pay subsidies to lenders. Conversely, if bor-
rowers obtained consolidation loans with a fixed interest rate at a time when rates
were expected to decrease in the future, federal subsidy costs could be lower, than
is currently the case, because the borrower rate could exceed the rate guaranteed
to lenders, and the federal government might not be required to pay lender sub-
sidies. For FDLP consolidation loans, allowing borrowers to lock in a low fixed rate
might result in decreased federal revenues if the variable interest rates on those
loans borrowers converted to a consolidation loan would have otherwise increased
in the future. The exact effects of FDLP consolidation loans, however, depend on a
number of factors, including the length of loan repayment periods, borrower interest
rates, and discount rates.

We noted in our prior report® that borrowers’ choices between obtaining a fixed
rate consolidation loan or retaining their variable rate loans can significantly affect
federal costs. While consolidation loans may be an important tool to help borrowers
manage their educational debt and thus reduce the cost of student loan defaults,

9GAO-04-101.
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the surge in the number of borrowers consolidating their loans suggests that many
borrowers who face little risk of default are choosing consolidation as a way of ob-
taining low fixed interest rates—an economically rational choice on the part of bor-
rowers. If borrowers continue to consolidate their loans in the current low interest
rate environment, and interest rates rise, the government assumes the cost of larger
interest subsidies. Providing for these larger interest subsidies on behalf of a broad
spectrum of borrowers may outweigh any government savings associated with the
reduced costs of loan defaults for the smaller number of borrowers who might de-
fault in the absence of the repayment flexibility offered by consolidation loans.

In our October 2003 report, we also discussed the extent to which repayment op-
tions other than consolidation loans allow borrowers to simplify loan repayment and
reduce repayment amounts. We found that other repayment options that allow bor-
rowers to make a single payment to cover multiple loans and smaller monthly pay-
ments are now available for some borrowers under both FFELP and FDLP, but
these alternatives are not available to all borrowers. In that report, we concluded
that restructuring the Consolidation Loan Program to specifically target borrowers
who are experiencing difficulty in managing their student loan debt and at risk of
default, and/or who are unable to simplify and reduce repayment amounts by using
existing alternatives, might reduce overall federal costs by reducing the volume of
consolidation loans made. In addition, making the other nonconsolidation options
more readily available to borrowers might be a more cost-effective way for the fed-
eral government to provide borrowers with repayment flexibility while reducing fed-
eral costs. An assessment of the advantages of consolidation loans for borrowers and
the government, taking into account program costs and the availability of, and po-
tential change to, existing alternatives to consolidation, and how consolidation loan
costs could be distributed among borrowers, lenders, and the taxpayers, would be
useful in making decisions about how best to manage the Consolidation Loan Pro-
gram and whether any changes are warranted.

In our October 2003 report, we recommended that the Secretary of Education as-
sess the advantages of consolidation loans for borrowers and the government in light
of program costs and identify options for reducing federal costs. We suggested op-
tions that could include targeting the program to borrowers at risk of default, ex-
tending existing consolidation alternatives to more borrowers, and changing from a
fixed to a variable rate the interest charged to borrowers on consolidation loans. We
also noted that, in conducting such an assessment, Education should also consider
how best to distribute program costs among borrowers, lenders, and the taxpayers
and any tradeoffs involved in the distribution of these costs. Furthermore, if Edu-
cation determines that statutory changes are needed to implement more cost-effec-
tive repayment options, we believe it should seek such changes from Congress. Edu-
cation agreed with our recommendation.

Mr. Chairman, this concludes my prepared statement. I would be pleased to re-
spond to any questions that you or other members of the Committee may have.

GAO Contact and Acknowledgments

For further contacts regarding this testimony, please call Cornelia M. Ashby at
(202) 512-8403. Individuals making key contributions to this testimony include Jeff
Appel, Susan Chin, Cindy Decker, and Julianne Hartman—Cutts.

[Attachments to Ms. Ashby’s statement follow:]
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Chairman BOEHNER. Thank you, Ms. Ashby.
Mr. Hamlett, you may begin.

STATEMENT OF TITUS M. HAMLETT, STUDENT, UNIVERSITY
OF MARYLAND

Mr. HAMLETT. Thank you, Chairman Boehner and distinguished
Committee members, for inviting me here today to speak on con-
solidation loans and financing a college education.

I just wanted to mention that this is my first time testifying. I
am a little nervous and I am also feeling a little under the weather
today, so please bear with me.

My name is Titus Hamlett. I am a senior at the University of
Maryland, College Park. I will graduate this May with a degree in
government and politics, and I plan to pursue a career in public
service. I will be the first person in my family to graduate from col-
lige, which is a major accomplishment, and I am very proud of
that.

I currently work at the U.S. Department of Justice as a student
paralegal. I am actually in the Civil Division and I do work with
the U.S. attorneys. I do a lot of research and different things for
them.

Basically what I want to talk about is the effects of student loans
on students, and the effects of tuition increases on students.

As you all know, many students like myself struggle to pay for
higher education today. In the University of Maryland system, tui-
tion prices have risen by 20 percent in the last year alone. Despite
rising prices, growing student loan debt, and more students work-
ing to pay for college, the Governor in Maryland has continued to
cut funding for higher education, unfortunately.

The real impact has been that, along with thousands of other
University of Maryland students, I have had to take out more loans
and work longer hours for these unexpected, and they are unex-
pected, tuition increases. I am currently working 20-plus hours a
week while balancing an 18-credit course load, which is tough, but
it’s what I have to do, because I have to graduate, and I have to
pay for my college education.

My mother, who is a single parent, works two full-time jobs, but
even with her two jobs, she cannot afford to pay a significant
amount toward my college education, so I rely on some help from
my mother—financial help, that is.

I work during the summer; as I mentioned, I work throughout
the school year; and I have also received Pell Grants, which have
helped a lot. However, I primarily rely on student loans to pay for
my college education.

When I graduate this May, unfortunately, I will have about
$41,000 in Federal education loan debt. I have taken out $22,000
in subsidized Stafford loans, and $19,540 in unsubsidized Stafford
loans.

When I graduate, I plan to consolidate my loans in a locked low
interest rate, hopefully, to save thousands of dollars, and to make
repaying my college loans manageable.

In addition to my loans, working through school and receiving
scholarships and grants have made it possible for me to attend col-
lege. However, as I near graduation, I worry that I am not going



19

to be able to manage the $41,000-plus that I am going to have in
undergraduate loan debt.

I would like to pursue a career in public service, because I feel
that it’s important for me to give back to my community and my
country, but if my monthly student payments are too high once I
graduate, I may have to reconsider whether or not I want to go into
the public sphere or into the private sector.

I really, really like—my heart is into public service. It’s what I
want to do. But I may have, you know, more debt than I would
make in my first year as a graduate, and I have to take that into
consideration when I apply for a job once I graduate.

I believe the grants and the loans that I received while I have
been in college have been key to making my education possible.

As I mentioned before, given that both tuition prices and student
debt has been constantly rising, I was shocked to learn that Con-
gress may consider eliminating the low fixed rate benefit for stu-
dent borrowers.

Eliminating this benefit will push higher prices on thousands of
students like myself, and increase the numbers of student bor-
rowers who simply won’t be able to manage repaying their student
loans.

When I graduate this spring, I plan to continue working at the
Department of Justice because, like I mentioned before, I really
want to work in public service and give back to my country. I know
that this is possible for me, because consolidation will allow me to
save thousands of dollars on my loans overall and make my month-
ly payments a lot lower.

I strongly support making college more affordable by allowing
student borrowers to consolidate their loans to a low, fixed interest
rate.

Chairman Boehner and Ranking Members of the Committee, I
urge you to retain the low fixed interest rate for student borrowers,
and I oppose any efforts to raise costs on student loans.

Thank you for allowing me to testify today.

[The prepared statement of Mr. Hamlett follows:]

Statement of Titus M. Hamlett, Student, University of Maryland

Thank you Chairman Boehner, Ranking Member Miller and distinguished com-
mittee members for inviting me here to speak today on the issue of student loan
consolidation and financing a college education.

My name is Titus Hamlett and I am a senior at University of Maryland College
Park. I will graduate this May with a degree in Government and Politics and I plan
to pursue a career in public service. I will be the first person in my family to grad-
uate from college. I currently work at the U.S. Department of Justice in the Civil
Division as a part-time paralegal.

As you know, many students like myself struggle to pay for higher education
today. In the University of Maryland system tuition prices have risen by 20 percent,
or over $1000 (for in-state students), in the last year alone. Despite rising prices,
growing student loan debt and more students working to pay for college, The Gov-
ernor of Maryland has continued to cut funding for higher education. The real im-
pact has been that along with thousands of other University of Maryland students,
I have had to take out more loans and work longer hours to pay for these unex-
pected tuition increases. I am currently working 20 plus hours a week while bal-
ancing an 18-credit course load.

My mother, who is a single parent, works two full-time jobs, but even with her
two jobs she cannot afford to pay for my college education. I rely on some financial
help from my mother; I work during the summer and throughout the school year,
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and I also received a $4050.00 Pell Grant this year. However, I have primarily re-
lied on student loans to pay for my college education.

When I graduate this May I will have $41,540.00 in federal education loan debt.
I have taken out $22,000.00 in subsidized Stafford loans and $19,540.00 in unsub-
sidized Stafford loans. When I graduate I plan to consolidate my loans and lock in
a low interest rate to save thousands of dollars and to make repaying my college
loans manageable.

In addition to my loans, working through school and receiving scholarships/grants
have made it possible for me to attend college. However, as I near graduation I am
worried that I will not be able to manage the $41,000.00 that I have in under-
graduate loan debt. I would like to pursue a career serving my community and coun-
try. I am counting on the benefit of a low-fixed rate consolidation loan, which would
save me thousands of dollars, to help make my career in public service possible.
Otherwise, I may have no other choice but to go into the private sector.

I believe that the grants and loans that I received while I was in college were
key to making my college education possible. However, the impact of my loans won’t
really hit me until I graduate and have to make monthly payments. It’s important
to have financial assistance at both points for students with need.

If I were not able to consolidate my loans under a fixed rate, I would have to pay
thousands more for my education. Higher total and monthly payments would dictate
where I work, when or if I am able to purchase a home, and various other important
life choices.

Given that both tuition prices and student loan debt have been rising rapidly, I
was shocked to learn that Congress may consider eliminating the low-fixed rate ben-
efit for student borrowers. Eliminating this benefit would push higher prices on
thousands of students and increase the number of student borrowers who cannot af-
ford to repay their loans.

When I graduate this spring, I plan to continuing working at the Department of
Justice, because I believe that it is important to give back to the community and
my country. I know that this is possible for me because consolidation will allow me
to save thousands of dollars on my loans overall and lower my monthly payments.

I strongly support making college more affordable by allowing student borrowers
to consolidate their loans and lock in a low-fixed interest rate. Chairman Boehner,
Ranking Member Miller and all of the distinguished members here today I urge you
to retain the low-fixed rate benefit for student borrowers and oppose any efforts to
raise the cost of student loans. Thank you for allowing me to testify here today.

Chairman BOEHNER. Thank you, Mr. Hamlett.
Dr. Neubig.

STATEMENT OF THOMAS S. NEUBIG, NATIONAL DIRECTOR,
QUANTITATIVE ECONOMICS AND STATISTICS, ERNST &
YOUNG, LLP, WASHINGTON, D.C.

Dr. NEUBIG. Mr. Chairman and members of the Committee,
thank you for inviting me to testify on the results of two recent
studies I prepared on the costs and benefits of the consolidation
student loan program. The results of both reports rely heavily on
Congressional Budget Office interest rate projections, and I have
included some updated estimates based on CBO’s most recent pro-
jections.

In today’s hearing, you are going to see large differences in the
cost estimates of the Consolidation Loan Program, and if I can
leave you with two takeaways, I would like you to understand why
the cost of the program has changed over time, and also why dif-
ferent cost methodologies show vastly different results.

When I trained to be an economist, I did not want to be a crystal
ball gazer, forecasting GDP, employment, interest rates. At the
U.S. Treasury Department, we estimated tax revenue and tax pol-
icy changes, taking the macroeconomic forecasts of CBO and OMB
as a given.
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Economists rarely agree on future projections, especially interest
rates. Even OMB and CBO disagree on the magnitude and timing
of the interest rate changes. One advantage of using CBO interest
rate projections is that they underlie all congressional budget esti-
mates.

Since accurate forecasting of the future is impossible, budget
numbers should at least be consistent across programs. The prin-
cipal reason for the varying costs of the Consolidation Loan Pro-
gram is that the cost is tied to the direction of interest rate move-
ments. As interest rates change over time, the cost of each year’s
loans also changes.

I like to think of the consolidation loans as falling into three
buckets.

The first bucket includes loans consolidated before 2003. That’s
when interest rates were high, but then fell sharply.

Due to that pattern of interest rate changes, lender-paid fees on
these loans will exceed the cost of the interest subsidy to the tune
of almost $4 billion over the entire life of those loans.

The second bucket includes loans consolidated between 2003 and
2006, and those loans have low interest rates for the students, and
interest rates are projected to increase.

Based on the CBO projections of increasing interest rates, I esti-
mate that those loans consolidated in those 4 years will cost Fed-
eral taxpayers $6 billion over the life of the loans. That is a 180-
degree cost change, but it is due to the shift from stable, or falling
interest rates, to a rapidly rising interest rate environment.

The third bucket includes loans consolidated after 2006, when fu-
ture interest rates stabilize. In this stable interest rate period—you
know, again, based upon the CBO interest rate forecast—consolida-
tion loan fees will again exceed the interest subsidy for a positive
$2 billion benefit to the U.S. Treasury between 2007 and 2010.

When you look at the cost of the Consolidation Loan Program
over the 16-year period between 1995 and 2010, and you combine
all three buckets of loans, the program is positive in the initial
years. It’s quite costly for today’s loans, and then it is positive
again once interest rates stabilize. If you look at the program over
16 years, it is essentially cost-neutral. Lender-paid fees roughly
match the interest subsidy.

Now, if you are uncomfortable with people forecasting future in-
terest rates, you can look at the actual budget cash-flow experience
of the program to date.

From 1995 to 2003, the government collected $2.6 billion in fees
and only spent $400 million in special allowance payments. That’s
a net positive of $2.2 billion. You can see those actual budget num-
bers on Page 3 of my testimony.

The cost estimates I have provided the Committee follow the
Federal Credit Reform Act requirement to discount future cash-
flows from Federal loan guarantee programs to current dollars.
This recognizes that a dollar in 2024 is worth much less than a dol-
lar today. If future cash-flows are not discounted, the estimates
will be inflated and also inconsistent with other loan guarantee
program cost estimates.
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Up to this point, I've focused on the cost side, but let me briefly
describe one of the benefits of the current program. That is the
one-time ability to lock in a fixed interest rate.

Similar to mortgage refinancing, consolidation loans have become
very popular at the current low interest rate. Changing the consoli-
dation loan interest rate formula from a fixed rate to a variable
rate would roughly double the interest cost paid by students taking
out a consolidation loan today, based on the CBO interest rate fore-
cast.

Whether student borrowers or the Federal taxpayer should bear
the risk of future interest rate increases is a key public policy ques-
tion.

I hope my testimony is helpful in the Committee’s deliberations.

Thank you.

[The prepared statement of Dr. Neubig follows:]

Statement of Dr. Thomas S. Neubig, National Director, Quantitative
Economics and Statistics, Ernst & Young LLP

I am the National Director of Ernst & Young LLP’s Quantitative Economics and
Statistics practice. I was previously the Director and Chief Economist of the U.S.
Treasury Department’s Office of Tax Analysis.

I appreciate the invitation to testify before the Committee to discuss the results
of two studies on the costs and benefits of the Federal Family Education Loan
(FFEL) consolidation student loan program. The two reports, “The Net Incremental
Cash Flow and Budget Effects of the FFEL Consolidation Loan Program, fiscal year
2005-FY2010” and “The Effect on Student Borrowing Costs if Consolidation Loans
Were Variable Rate Loans Rather Than Fixed Rate Loans,” are also submitted for
the record. Both reports were prepared at the request of Collegiate Funding Services
LLC. My testimony summarizes the key findings from the reports, with estimates
updated for the most recent loan volume and interest rate projections.

Two Key Considerations

Two key considerations for policymakers considering the cost implications of con-
solidation loans during the coming Higher Education Act reauthorization are:

1. Consolidation student loans are not all alike from a cost perspective. The cost
of future consolidation loans will be much less than the estimated cost of the
current 3.5% loans.

Depending on the interest rate environment, a year’s issuance of consolidation
loans could bring in significant fee revenue to the U.S. government or could require
significant expenditures. Three groups of consolidation loans should be distin-
guished:

e Loans made before fiscal year 03 have already generated $1.7 billion of consoli-
dation loan fees from lenders to date with only $0.3 billion of government pay-

ments to lenders. The estimated net cost of the Consolidation Loan Program for
loans originated in fiscal year 1995-2002 is a positive $3.7 billion over the life
of the loans.

e Loans made between fiscal year 03 and fiscal year 06 are expected to have sig-
nificant future subsidy costs if the predicted sharp increase in interest rates oc-
curs. Consolidation loans made at historically low interest rates during this
four-year period are estimated to cost $6.1 billion over the life of the loans in
net present value.

e Loans made after fiscal year 06, when the interest rate forecast is relatively sta-
ble, are estimated to have fees that will exceed expenditures. The estimated net
cost of loans made in fiscal year 2007-2010 is a positive $2.3 billion.

The large estimated cost of current consolidation loans is due to current histori-
cally low interest rates combined with projected higher future interest rates. These
loans will provide significant interest savings to student borrowers if the projected
interest rate increases occur. The costs and benefits of these loans have already
})een committed. This is why the August 2003 report focused primarily on future
oans.

2. The real cost of the Consolidation Loan Program is its additional cost over and

above the cost of the underlying Stafford/Plus loans (i.e., its “incremental” net
cost) less lender-paid consolidation fees.
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Measuring the real cost of the Consolidation Loan Program is not easy, and its
further complicated by the many different types of estimates that are possible. I be-
lieve the appropriate cost for policymakers to consider will include:

Fee offset. The cost of the Consolidation Loan Program from defaults and special
allowance payments is partially offset by the 0.5% origination fee and the annual
1.05% consolidation loan holder fee. These lender-paid fees are generated from con-
solidation loans and reduce the net cost of those loans.

Incremental cost. If fewer consolidation loans were made, there would be more in-
terest subsidy paid on the Stafford/Plus loan program. The cost of consolidation
loans is the cost over and above the interest subsidy on the underlying Stafford/Plus
loans, less the lender-paid consolidation fees.

Discounted present value of future cash flows. The Federal Credit Reform Act
(FCRA) of 1990 requires the budget effect to be calculated as the net present value
of the future cash flows over the life of the loans issued in each year. Simply adding
future dollars without discounting is inconsistent with the FCRA and overstates the
costs of the consolidation program.

Future interest rate projections. Interest rate forecasts, like interest rates, change
over time as the economy changes. For budgeting purposes, the Congressional Budg-
et Office and Office of Management and Budget forecast interest rates over the next
5-10 years. These forecasts underlie not only student loan costs, but also the gov-
ernment’s interest expense, the macroeconomic forecast of GDP, employment and
tax revenues. Extreme scenarios of interest rate increases are inconsistent with
every other budget forecast.

Estimates that do not take these issues into account will overstate the cost of the
FFEL Consolidation Loan Program.

The Budget Cost of Consolidation Loans

The August 2003 report on “The Net Incremental Cash Flow and Budget Effects
of the FFEL Consolidation Loan Program, fiscal year 2005-FY2010” showed that on
a cash flow basis the program has been a net plus to the federal government since
1995. 1T have updated the numbers for the most recent Department of Education
budget numbers and loan volume forecasts, plus the CBO’s most recent interest rate
projections.

Consolidation loan fees have totaled $2.6 billion through fiscal year 03 while gross
special allowance payments have been only $0.4 billion. Based on the most recent
Department of Education fiscal year 05 Budget numbers, the FFEL Consolidation
Loan Program will bring in an additional $2.2 billion of lender-paid fees, with only
$0.5 billion of expenses in fiscal year 04 and fiscal year 05. These cash flow numbers
represent the actual fiscal experience to date of the program, but they are not the
full cost, which requires projecting future interest rates and the future cash flow
for the entire life of the loans.

Historical Cash Flow of the FFEL Loan Consolidation Program

($ millions)
Income Cost
Gress Special
Lender Lender Allowance Net Cash
Fiscal Year Origination Fee | Holder Fee | Total Fees Payment Flow
1995 23 22 45 0 45
1996 22 66 88 0 88
1997 12 130 142 0 142
1998 16 131 147 53 94
1999 25 196 221 92 129
2000 27 210 237 6 231
2001 28 287 315 129 186
2002 91 383 474 34 440
2003 176 743 919 61 858
Total FY 95-03 420 2,168 2,588 375 2,213
Estimated
2004 128 925 1,053 68 985
2005 110 1,031 1,141 476 665
Total FY 95-05 658 4,124 4,782 919 3,863

Source: Department of Education Federal Budget Appendices, FY1996-2005
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The figure below shows the estimated cost of the three groups of FFEL consolida-
tion loans based on the latest loan volume estimates and CBO interest rate projec-
tions. These estimates take into account both special allowance payments and fees,
the incremental cost of consolidation loans in excess of Stafford/Plus loans, and the
discounted present value of the future cash flows.

The cost of the Consolidation Loan Program varies over time with different inter-
est rate environments. When loan rates at the time of consolidation are high and
then interest rates fall (fiscal year 1995-2002), the program is estimated to have
a net effect of positive $3.7 billion. When loan rates at the time of consolidation are
low and interest rates are expected to rise (fiscal year 2003-06), the cost is esti-
mated to be $6.1 billion over the four years. When interest rates are relatively sta-
ble (fiscal year 2007-10), consolidation loans will again return to a positive net ef-
fect of $2.3 billion. Over the 16-year period, the FFEL Consolidation Loan Program
is estimated to be essentially cost neutral (less than negative $0.2 billion).

When the HEA reauthorization occurs, only changes to the Consolidation Loan
Program will be scored for budget purposes. The expected cost of the current loans
has already been included in prior budgets, and will not affect the HEA reauthoriza-
tion budget.

Budget Effects' of FFEL Consolidation Loans FY1995-2010
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! Budget effect is the net present value of the incremental impact of consolidation loan program. Methodology is
described in Ernst & Young LLP, “The Net Incremental Cash Flow and Budget Effects of the FFEL Consolidation
Loan Program, FY2005-FY2010™ (August 2003), updated with loan volumes from U.S. Department of Education,
Student Loan Volume Tables- FY 2005 President’s Budger and interest rate projections from the (bngressional
Budget Office, “The Budget and Economic Outlook: Fiscal Years 2005 to 2014 (January 2004).

The Benefit Side

The FFEL Consolidation Loan Program was enacted to provide student loan bor-
rowers with a simpler loan repayment plan, plus a one-time opportunity to lock in
a longer payment term and a fixed interest rate to reduce the likelihood of default.
A lower, fixed monthly payment was thought to result in lower default rates for stu-
dent borrowers. How much of the lower default effect is due to the extended repay-
ment period, the fixed interest rate, or the type of student refinancing the loans,
ilas not been studied, but that information would be helpful for policymakers to

now.

One benefit, particularly during the current low interest rate environment, is the
ability of student borrowers to lock in a fixed interest rate. This is similar to what
has happened in the residential mortgage market, where there has been an explo-
sion of refinancing to lower families’ mortgage interest expense and monthly pay-
ments. Recent developments in the mortgage market to allow borrowers to choose
fixed rate or variable rate loans with different maturities have been a major benefit
to both borrowers and the residential housing market. Private market lenders are
willing to lend money at 4-6% interest rates for 15-30 years. If interest rates go
up as the CBO projects, many mortgage lenders will experience lower returns on
those fixed mortgages, while the borrowers will view them as very beneficial.
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Similarly, the potential cost of the FFEL Consolidation Loan Program for loans
originated between July 1, 2002 and June 30, 2004 could be large if interest rates
rise as the CBO projects. The total net incremental cost of those two years of loans
is an estimated $3.4 billion in net present value terms. On the borrower side, the
student loan borrowers will benefit significantly from the low 3.5% fixed interest
rate. The March 2004 study, “The Effect on Student Borrowing Costs If Consolida-
tion Loans Were Variable Rate Loans Rather Than Fixed Rate Loans,” shows the
effect on borrower costs if those consolidation loans had not been available at a fixed
rate.

Using a $30,000 20-year consolidation loan originated in July 2003 at 3.5%, and
the CBO interest rate projections, the monthly payment would increase 34% from
$174 under a fixed rate loan to $233 in 2008 if it had been a variable rate loan.
The total interest expense would increase from $11,800 to $22,900 over the life of
the loan, a 95% increase. The variable rate loan would have the same total interest
cost as a comparable 6.32% fixed rate loan, 2.72% above the current fixed consolida-
tion loan rate.

The benefits of the fixed interest rate include potentially lower default rates and
the ability to lock in a lower rate. Congress has limited the ability of student bor-
rowers to refinance their student loans more than once. The budget cost, which pro-
vides the interest rate subsidy for the borrower’s benefit, is one reason for the limi-
tation on student loan refinancing.

Conclusion

The FFEL Consolidation Loan Program is an important part of the Higher Edu-
cation Act reauthorization. The Consolidation Loan Program’s benefits and costs are
not easily measured, and continually revised interest rate projections and different
methodologies result in a myriad of numbers. I hope these two reports and these
updated estimates provide the Committee with useful information for your delibera-
tions, particularly the important considerations that:

e Consolidation student loans are not all alike from a cost perspective. The net
cost of future consolidation loans will be much less, even positive, compared to
the estimated cost of the current 3.5% loans.

e The reported cost of the Consolidation Loan Program will be overstated unless
lender-paid loan fees, the net cost above the cost of the otherwise underlying
Stafford/Plus loans, the discounted present value of future cash flows, and gov-
ernment interest rate projections are included in the analysis.

That concludes my testimony. I would be happy to answer any questions about

my testimony and the two consolidation loan studies.

[Attachments to Dr. Neubig’s statement follow:]
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The Effect on Student Borrowing Costs If Consolidation Loans Were Variable
Rate Loans Rather Than Fixed Rate Loans

Executive Summary

Emst & Young LLP was asked by the Collegiate Funding Services Corporation to analyze the
effect on student loan borrowing costs if the Federal Family Education Loan (FFEL)
consolidation loan program was changed to a variable interest rate from the current fixed interest
rate.

The analysis uses an example of a FFEL consclidation loan originated in July 2003 and the
Congressional Budget Office interest rate projections for the FY2005 budget. In addition, the
effects on student borrowing costs for loans originated in July 2004 and July 2005 are also
presented.

The major findings of the study are:

* Due to the projected increase in future interest rates a variable interest rate would result
in significantly higher borrowing costs to students with FFEL consolidation loans than
the current fixed interest rate.

e A student borrower with a $30,000 twenty-year consolidation loan originated in July
2003 would pay an additional $11,187 in interest cost over the life of the loan if the loan
had been variable rather than fixed at the current interest rate of 3.5 percent.

o This represents a 95 percent increase in the interest borrowing cost.

o A variable interest rate loan would have the same total interest cost as a
comparable 6.32 percent fixed rate loan, 2.72 percentage points above the current
fixed consolidation loan interest rate.

* A student consolidating a similar loan during its grace period would pay an additional
$10,879 in interest cost over the life of the loan if the loan had been variable rather than
fixed at the interest rate of 2.875 percent.

o This represents a 115 percent increase in the interest borrowing cost.

® A similar loan originated in July 2004, with a projected fixed interest rate of 3.5 percent
(3.0 percent for a grace period loan) would pay an additional $12,208 in interest cost
($11,444 for a grace period loan) over the life of the loan if the loan were \ariable rather
than a fixed rate.
o This represents a 104 percent (115 percent for a grace period loan) increase in the
interest borrowing cost.

e A similar loan originated in July 2005, with a projected fixed interest rate of 5.125
percent (4.625 percent for a grace period loan) would pay an additional $6,989 in interest
cost ($6,334 for a grace period loan) over the life of the loan if the loan were variable
rather than a fixed rate.

o This represents a 39 percent increase in the interest borrowing cost for both a loan
in repayment and for a grace period loan.

One attractive feature of the current consolidation loan program is the fixed interest rate. The
fixed interest rate on consolidation loans, similar to the fixed interest rate on home mortgages,
provides the borrower with a fixed monthly payment plus the benefit of locking in the current
low interest rate. Moving to a variable interest rate would eliminate these current benefits to
consolidation loan borrowers.

SWERNST & YOUNG LLP 1
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L Description of the FFEL Consolidation Student Loan Program

The FFEL consolidation loan program was started in the mid 1980s to assist students
consolidated multiple loans into a single fixed rate, up to 30-year, loan. The consolidation loan
program grew modestly during the late 1990s, but the volume of consolidation student loans
increased dramatically in the past few years when interest rates fell sharply.

The FFEL consolidation loan program consists primarily of consolidated Stafford student loans,
but other types of student loans, including Perkins, PLUS, Health Professions and Loans to
Disadvantaged Students are also consolidated.

The loans can only be consolidated once, and have up to a 30-year term as determined by statute
and depending on the amount of indebtedness. The interest rate is fixed for the life of the loan,
set at the time of consolidation to the weighted average of the loans consolidated, rounded up to
the nearest 1/8 percentage point.

The current interest rate on a new consolidation loan, consolidating Stafford loans originated
since July 1, 1998, is 3.5 percent, or 2.875 percent if consolidated within six months of the
student’s separation from the school. For Stafford loans originated after July 1, 1998, the student
loan rate is the 91-day T-bill rate plus 2.3 percent for loans originated in repayment period, and
the T-bill rate plus 1.7 percent for loans originated in the six-month grace period.

B ERNST& YOUNG LLP 1
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1L The Effect on Student Borrowing Costs If FFEL Consolidation Loan Rates Were
Variable Rates

The historically low interest rates available on student loans currently and during the past two
years have resulted in a significant increase in consolidation loans, with commensurate benefit to
the student loan borrowers. These borrowers will benefit from fixed interest rates to the extent
that interest rates increase in the future, as forecast by the U.S. Congressional Budget Office.

As part of the pending reauthorization of the Higher Education Act, a number of possible
program changes have been discussed. One possible change that has been mentioned would
change the current fixed interest rate on FFEL consolidation loans to a variable interest rate,
which would fluctuate each year.

Since one of the benefits of the consolidation loan program is the fixed interest rate, it is
important for policymakers to understand the potential effect on student borrowing costs if such
a change were made. Since the effect on borrower costs depends on future interest rates, the
effect can only be estimated. Different scenarios of future interest rates can be used. The
Congressional Budget Office (CBO) forecasts federal government expenditures and revenues for
the Congress, and as part of those forecasts makes public their interest rate forecast for 91-day T-
bill rates. For longer periods, the CBO generally holds the interest rates constant after the 10-
year period.

The CBO interest rate forecast is shown in Table 1 below. The expected FFEL consolidation
loan rates can be calculated. Based on the CBO interest forecast, the consolidation loan rate will
stay at 3.5 percent for loans originated between July 1, 2004 and June 30, 2005 (increase slightly
to 3.0 percent for grace period loans), and increase to 5.125 percent for loans originated between
July 1, 2005 and June 30, 2006 (4.625 percent for grace period loans)."

Table 1: CBO Interest Rate Forecast of 91-day T-Bill and Consolidation Loan Rate

CBO 91-Day T-Bill

. . 1L10% 1.10% 2.60% 3.80% 4.50% 4.60% 4.60% 4.60% 4.60% 4.60% 4.60% 4.60%
Estimate Fiscal Year

CBO 91-Day T-Bill

R 1.00% 1.30% 3.03% 4.01% 4.59% 4.60% 4.60% 4.60% 4.60% 4.60% 4.60% 4.60%
Estimate Calendar Year

Consolidation Loan Rate

B8% 3.00% 4.63% S5.63% 625% 638% 6.38% 6.38% 6.38% 6.38% 6.38% 6.38%
Grace) 1/ 2.88% 3.00% 4.63% 5.63% 625% 6.38% 6.38% 6.38% 6.38% 6.38% 6.38% 6.38%

Consolidation Loan Rate

3.50% 3.50% 5.13% 6.25% 6.88% 7.00% 7.00% 7.00% 7.00% 7.00% 7.00% 7.00%
[{Repayment) 1/

Source: U.S. Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2005-2014, January 2004, and E&Y calculation of
consolidation foan rates.

1/ Consotidation loan rate set equal to current and projected rates for Stafford loans in repayment made after 1/1/98 and rounded up to the nearest 1/8th
of a pereent.

Methodology

To estimate the effect on student borrowers using consolidation loans, the analysis estimates the
monthly payments and total interest expense for a $30,000 twenty-year consolidation loan
originated on July 1, 2003 under the current law fixed interest rate, compared with a variable
interest rate. The analysis examines the total interest expense of consolidation loans made in
repayment and during the grace period.? The analysis also presents the total interest expense for
loans originated during the next two years, originated on July 1, 2004 and July 1, 2005.

The analysis assumes that the student borrowers use the “standard” level payment (rather than
graduated or interest sensitive payments) and keep the loans in good standing for the entire term
of the loan. The analysis assumes that the variable interest rate loan changes the monthly

! The CBO forecast presents 91-day T-bill rates for the calendar year and the federal government fiscal year. The FFEL
consolidation loan rate is set based on the 91-day T-bill rate in May of each year. An average of the fiscal year and calendar year
rates was used to approximate the rate estimated to be in effect in May of cach year.

2 The analysis assumes that the loans consolidated are Stafford student loans, which were originated on or after July 1, 1998,
Loans originated before July 1, 1998 had higher interest rates, so the weighted average interest rate would depend on the fraction
of loans originated before and after July 1, 1998.
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payment each year, keeping the repayment period constant.® The variable loan rate is set to the
projected Stafford loan rate, rounded up to the nearest 1/8 of a percentage point.

The analysis also uses the CBO interest rate forecast during the 2004-2014 period, and assumes
that interest rates will remain steady after their forecast period.

Comparison of Variable and Fixed Interest Rates on Monthly Payments of Consolidation
Loans

Table 2 shows the monthly payments over the life of the loan for the six different types of loans:

* Consolidation loan originated July 1, 2003
o Loans in repayment
o Loans in grace period

e Consolidation loan originated July 1, 2004
o Loans in repayment
o Loans in grace period

e Consolidation loan originated July 1, 2003
o Loans in repayment
o Loans in grace period

In all six cases, based on the CBO interest rate forecast, student borrowers will face higher
monthly payments in the future with a variable rate consolidation loan compared to a fixed rate
loan. In some cases, the monthly payment will increase by 34 percent.

3 Alternatively, the reguiations provide for an i of the rep period of up to three years on variable rate
loans. Extending the repayment period would increase the total interest cost by even more than the variable monthly payments,
since the amount of the principal balance would be larger fonger,
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Table 2: Monthly Payments on Consolidation Loans with Fixed and Variable
Interest Rates, Loans Originated in 2003-2005

1oans 6 JAulx 1,2003
X aansin, L LRSI CLEAL
Xgar |, aliabls, Eixsd, iy N axiabls Eixgd
1 s174 5174 S0 5165 $165 $0
2 $174 5174 30 s166 $165 $2
3 $200 $174 $26 5192 $165 527
4| 5219 $174 545 $208 $165 544
s $230 5174 $56 $219 s165 $£55
s $233 $174 $59 5221 £i165 $57
7 $233 $174 $59 $221 3165 $57
8 $233 $174 $59 $221 s165 $57
9 $233 s174 $59 $221 $165 $57
10 $233 $174 859 $221 $165 $57
1t $233 $174 $59 $221 5165 557
12 5233 $174 $5% s221 3165 557
13 $233 $174 559 82214 3165 557
14 $233 s$174 $59 $221 165 557
15 $233 174 559 $2214 $165 $57
16 $233 5174 $59 $221 Stes $57
17] $233 $174 $59 52219 $165 857
18! 5233 $174 559 $221 $165 $57
19 $233 5174 $59 $221 5165 $57
281 5233 3423, £59 2l $16. 257
Aversge $224 $17a $50 sz214 5165 $49
Loansl Jaxdx, 2 D0,
Loans.n. LARKES AL LAk
Year i/ Variahle Fixed Diftcrence Variable Fixed X
1 $i174 $174 20 $166 $166 $0
2 3200 S174 $26 3192 $166 525
3 $219 $174 545 s208 $166 542
4 $230 $174 $56 $219 st66 853
5 $233 $174 559 $221 5166 $35
6 $233 $174 $59 $221 $166 355
7 $233 $174 $59 $221 $166 355
8| $233 $174 $59 5221 3166 $55
9 $233 $174 $59 $221 $166 §55
10 $233 s174 359 5221 $166 $55
i $233 $174 $59 $221 $166 $55
12 $233 8174 $59 $221 5166 $55
13 $233 $174 $59 $221 $166 355
14 $233 $174 $59 $221 $166 $55
5 $233 $174 $59 5221 5166 $55
16| $233 $174 $59 $221 3166 858
17| $233 $174 $59 221 $166 853
18 $233 $174 $59 $221 $166 $55
19| $233 174 $59 $221 $166 55
9. 5233, 174 559 S221 5166 h3)
Average 5227 S¥74 $53 $216 5166 S50
1 .oams G Andy 1. 200!
Loansio LGARS. 1Lk,
Xzacl Yariabl Eixed Ri LAk, EL
] 3200 $200 30 F102 $192 $0
2 5219 $260 $19 $208 $i92 $17
3 $230 5200 $30 219 5192 $27
4 $233 $200 533 $221 s$192 30
s 233 5200 $33 221 s192 $30
6| $233 5200 $33 $221 192 $30
7 5233 $200 $33 221 5192 $30
8 $233 $200 $33 $221 5192 $30
L2 $233 5200 $33 221 $192 $30
10] $233 s200 $33 $221 $1o2 $30
11 $223 200 $33 8221 $192 $30
2 $233 3200 $33 8221 s192 $30
13 $233 $200 $33 8221 $192 $30
14 $233 3200 $33 221 $192 $30
15 $233 $200 $33 $221 3192 $30
16! $233 5200 $33 $221 192 330
7] $233 3200 $33 8221 $192 $30
18 5233 $200 $33 5223 $192 330
19 5233 8200 $33 $221 $192 $30
20 $233 3290, 23 %221, 312 230
Average $230 $2068 $30 $219 5192 527
Source: E&Y i See text for and

1/ Years from the date of loan consolidation.

Comparison of Variable and Fixed Interest Rates on Total Interest Expense of
Consolidation Loans

Table 3 shows the total interest expense over the life of the loan for the six different types of
loans. The total interest expense for consolidation loans originated during repayment in July
2003 at the current 3.5 percent fixed interest rate is an estimated $11,757 over the life of the
loan. If that same loan had been a variable interest rate, the estimated total interest cost would
increase to $22,944. The extra $11,187 of interest expense would be a 95 percent increase for
student borrowers. The total interest cost of a variable interest rate loan is equivalent to the total
interest cost of a fixed interest rate loan of 6.32 percent, rather than the current 3.5 percent.

The total interest cost of the variable interest rate on consolidation loans originated during the
grace period assumes that the lower grace rate applies throughout the life of the loan. If the
grace rate only applied for the six-month grace period, similar to Stafford loans, the interest cost
on the variable loan would be very similar to the interest cost of variabie rate loans in repayment
shown in column 1, and the difference would be a lot larger.
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Table 3: Total Interest Expense on Consolidation Loans with Fixed and Variable
Interest Rates, Loans Originated in 2003-2005

Loans Q) July 1,2003
Loans.in. Loans.in Gracs
Year 1/ Variable Fixed Differen: Variabie Fixed Rifference
1 $1,033 $1,033 50 $848 5848 50
2 $996 3996 s0 $851 $815 $36
3 $1,422 3957 $465 $1,278 $781 5496
4 $1.693 $917 8776 $1,513 8746 $767
s $L.81L 8875 $937 $1,633 $711 s922
6] 51,779 $832 $943 $1.603 5674 5929
7 $1,706 $787 3919 $1,534 $636 $89%
8§ $1.628 $741 5887 $1.,460 5597 5863
9] $1,544 3693 $851 51,382 $557 5825
19 31,454 $643 $810 $1,298 $516 $782
1 $1,357 $592 $765 51,209 $473 $735
12| §1.253 $539 5714 $1.113 $420 S684
13 $i,142 3484 $658 $1.012 $3384 $628
14} £1,023 $427 8596 3904 $338 $566
15 $895 3368 $527 8789 $290 $499
16| $758 5306 $451 3666 $241 $425
17 5611 $243 $368 3536 $191 $345
18 $453 5177 $276 $396 $139 $257
19 $284 5109 $175 5248 385 $162
0 $103 539 364 $90 $30 $59
Total $22,944 $11,757 $11,187 $20,361 $9,482 $10,879
Laoags O Ly L2004,
X.nansin Losniin Grace
Year | Vasiable Lixed Ri ariably Eixsd. >}
1 $1,033 $1.033 50 3885 $885 %0
24 $1.471 3996 3475 $1,324 5851 $473
3 $1,750 $957 $793 $1.567 3816 $751
e $1,875 $917 3958 $1,693 $780 $913
5 $1,848 $875 $573 $1.668 $743 $925
6| 51,779 3832 $948 $1.603 $705 5898
7 $1,706 5787 $919 $1.534 3666 5868
8 $1.628 $741 $887 $1.,460 $625 5835
9 $1.544 $693 $851 51,382 $584 3798
10 $1,454 $643 $810 51,298 $541 $757
1 31,357 $592 $765 51,209 $496 s712
12 $1.253 $539 $714 $1,113 5451 $663
13] $1.142 5484 $658 $1.012 $404 $608
14 $1,023 $427 $596 $904 $355 $549
15 5895 $368 $527 5789 $305 $484
16| $758 3306 $as1 666 $254 $a12
17 3611 $243 $368 $536 $201 $335
1, $453 5177 3276 $396 5146 $250
19] $284 $109 3175 $248 90 $158
28 3103 39, 564, 300 332 )
Totat $23,968 $11,757 512,208 $21,375 59,931 S11,424
Logas Q. July. 1. 2005
Loansio Loans i Gracs.
Ysarl Yaciable, Eixed 2 Nariabie Eixgd, L
1 51,517 81,517 R $1,368 $1.368 30
2 $1,803 $1,47% $332 $1.618 $1,329 $204
3 $1,934 $1.422 5512 $1,750 $1.278 $472
4 $1,911 $1.370 5541 $1,729 $1.229 $500
5 $1,848 $1,316 $531 $1.668 $1.178 5450
5 51,779 $1,259 $520 $1.603 $1,125 $478
7 $1.706 $1.200 $507 $1.534 $1,070 $464
8 51,628 $1.136 $491 $1,460 51.012 $449
9| $1,544 51,070 $474 $1.382 3951 $431
10) $1,454 $1,000 $453 $1.298 $887 s411
11 $1.357 927 $430 51,209 $820 $389
12 $1,253 $850 5904 $1.113 $750 $36a
13 $1.142 5768 $374 51,012 $677 $335
14 51,023 3682 5340 $904 $600 $304
15, 5895 $592 303 $789 3519 $270
16/ $758 $497 3260 5666 $435 5231
17 $611 5398 $213 £536 $347 $188
18] $a53 $292 $163 $396 8255 $142
19 $284 3182 $102 $248 5158 $90
20, $103 36 538 590 3 $33
Total $25,001 518,035 $6,986 $22,372 $16,038 $6,334
Source: E&Y ions, See text for and

U/ Years from the date of loan consolidation.

The results of the above analysis are sensitive to the CBO projections of interest rates. If interest
rates were to increase more than CBO projects, the student borrower costs would be higher than
estimated. If interest rates do not increase as much as CBO projects, then the impact on student
borrower costs would be lower. Both the U.S. Office of Management and Budget and the Blue
Chip Economic Indicators currently forecast higher interest rates in the future. The current low
interest rates are not projected to return again in the foreseeable future, so a switch to variable
interest rates would be expected to increase student borrowing costs compared to the current law
fixed rate consolidation loans. At some point in the future when interest rates trend downward
variable rate loans could benefit some borrowers, but not in the foreseeable future according to
the Congressional Budget Office.
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The Net Incremental Cash Flow and Budget Effects of the FFEL
Conselidation Loan Program, FY2005-FY2010

Executive Summary

Emst & Young LLP was asked by the Collegiate Funding Services Corporation to analyze the
cash flow and budget effects of the Federal Family Education Loan (FFEL) consolidation loan
program, in preparation for the pending reauthorization of the Higher Education Act.

The major findings of the study are:

o Between fiscal years 1995 and 2002, FFEL consolidation loans generated positive net
cash flow to the federal government of §1.4 billion.

e For fiscal years 2003 and 2004, consolidation loans are estimated to generate an
additional $1 billion in net revenue.

e Consolidation loans originated during the unusually low interest rate environment of
fiscal years 2003 and 2004 are estimated to have large special allowance payments in the
future exceeding the fees paid. These 2003 and 2004 consolidation loans will have an
adverse cash flow and deficit effect, but will have no budget scoring effect during the
reauthorization.

e For purposes of the reauthorization of the Higher Education Act, the cash flow and
budget effect of the consolidation loan program should be measured relative to the
overall student loan program in its absence, i.e., its incremental effect.

» Consolidation loans originated post-reauthorization between fiscal years 2005 and 2010
are estimated to generate net incremental cash flow of positive $850 million during that
time frame.

® The budget effect is calculated as a net present value of the future cash flows over the life
of the loans under the Federal Credit Reform Act rules. The net present value of the net
incremental cash flow for consolidation loans originated post reauthorization between
fiscal years 2005 and 2010 is estimated to be positive $1.9 billion.

The FFEL consolidation loan program experienced significant growth in 2002 and 2003 with the
student loan interest rates hitting historically low levels (currently, 3.46% for Stafford Loans in
repayment and 2.86% for grace-period loans). Increased demand for the consolidation loan
program, that offers a fixed interest rate and a longer repayment term, has focused attention on
the budget consequences of the consolidation loan program.

The consolidation loan program generates revenue from a 0.50% origination fee paid by lenders
to the federal government on new consolidated loans, plus an annual 1.05% loan holder fee on all
outstanding consolidation loans. In addition, a special allowance payment (SAP) to lenders may
occur as specified by a formula relating the student interest rate to a rate intended to compensate
lenders for their cost of funds.

The Net Cash Flow Effect of Consolidation Loans Originated Before July 2002

The FFEL consolidation loan program has generated more revenue than costs during the past
nine years. The program’s fees have totaled $1.7 billion, while special allowance payments have
cost only $0.3 billion, netting $1.4 billion of positive cash flow to the government to date.

The Net Incremental Cash Flow Effect of Consolidation Loans Originated Between July 2002
and June 2004

The net incremental cash flow effect of consolidation loans made between July 1, 2002 and June
30, 2004, when student loan interest rates were at their historic low, is likely to be negative in the
future, These cohorts of consolidation student loans will generate significant SAP in future
fiscal years based on the Congressional Budget Office’s projected increase in short-term interest
rates. The SAP is expected to exceed the fees generated from these cohorts.

The budget cost of these two cohorts has already been incurred under the contractual terms of the
loans to both the students and the lenders, i.e., the pending mauthorization is not expected to

EJERNST&YOUNG LLP Pagei
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impact this cohort of loans. Under the Federal Credit Reform Act rules, the budget costs of these
loans has been scored in fiscal years 2003 and 2004, and will not be included in the budget
scoring of the pending reauthorization legislation.

The Net Incremental Cash Flow and Budget Effects of Consolidation Loans Issued After FY04

We calculated the net incremental effect of consolidation loans originated in fiscal years 2005-
2010, since the existing Higher Education Act authorization runs through fiscal year 2004. We
elected to focus on that time frame since it’s the time frame that the pending reauthorization will
most impact. Higher Education Acts are generally authorized for six-year periods, and Congress
will likely take another look at the program in the anticipated 2010 reauthorization.

The cash flow and budget effects of the consolidation loan program are estimated as the
additional cost over and above the cost of the Stafford student loan program. The Stafford
student loan program does not generate revenue from an annual lender-paid loan holder fee, but
does provide lenders with SAP. Thus, the incremental cost of the consolidation loan program is
the amount of fees generated by the consolidation loans less the SAP on consolidation loans in
excess of the SAP otherwise paid on the Stafford loans consolidated.

The incremental budget estimates are based on the estimated volume of consolidation loans,
consistent with Department of Education forecasts from the FY2004 President’s Budget, plus the
Congressional Budget Office’s interest rate forecast from March 2003. Other assumptions
underlying the estimates are explained in the text.

Based on consolidation loans originated in FY2005-2010, the net incremental cash-flow effect of
the consolidation loan program in those fiscal years is estimated to be a positive $851 miilion.
The table below shows the different components of the net incremental cashflow effect.
Incremental fees will total $2.2 billion during the six-year period, with $0.3 billion from
origination fees and $1.9 billion from consolidation loan holder fees. The incremental SAP
payments will total $1.3 billion; with SAP on consolidation loans totaling $2.3 billion, offset by
SAP of $1.0 billion that the Stafford loans consolidated would have generated.

FFEL Consolidation Loan Program Net Incremental Cash-Flow Effect for Loans
Made After 2004, FY2005-2010

$ in millions)

Fiscal Year

20051 2006 | 20071 2008 20091 2010} 2005-2010

Incremental Fees 79 211 322 424 515 598 2,150
Incremental SAP 2 177 | 244 1 271 293 313 1,299
Net Incremental Cash Flow 77 35 79 153 222 286 851
Effect

Net Incremental Budget Effect | -271 376 | 433 | 448 464 480 1,930

Source: E&Y calculations, net incremental budget effect includes the NPV of cash flows generated over the life of
the loan cohort, in accordance with the Federal Credir Reform Act.

The incremental cash flow effect is positive in each of the six years and growing due to increases
in consolidation loan holder fees as the outstanding balance of consolidation loans grows through
fiscal year 2010.

Credit reform requires a budget score estimate, which is the estimated net present value of the
future cash flows for the life of the loans. To calculate the net budget score estimate, we first
calculated the net incremental cash flow for each cohort of loans, and then a net present value
calculation was performed using 2004 budget assumptions discount factors from the OMB credit
subsidy calculator.

The net present value of the hcremental budget effect of the consolidation loan program is
estimated to be -$0.3 billion for the FY05 cohort of loans, and +$0.4 billion for each of the
cohort of loans from FY06-08, and then +$0.5 billion for the FY09 and FY 10 cohorts. The total
net present value of the incremental cash flow from the consolidation loan program was positive
$1.9 billion over the FY05-10 period. The net budget cost of the FY05 cohort is negative due to
the lower consolidation student loan rate, so there is greater SAP on that cohort in the future.
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Once interest rates have stabilized the net budget cost of the FY06-10 cohorts are positive, with
fees exceeding SAP expenses.

The FFEL consolidation loan program has had a significant positive cash flow effect with fees
exceeding costs for the past eight years. The cash flow and budget cost of consolidation loans
originated during FY2003 and FY2004 with historically low interest rates will be significant, but
those budget costs already have been obligated. For consolidation loans originated after the
pending reauthorization of the Higher Education Act, when future interest rates are projected to
be stable and when Stafford Loan rates are fixed at 6.8%, the consolidation loan program is
projected to have positive net incremertal cash flow and positive incremental budgets effect for
the federal government.
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I. Description of the FFEL Consolidation Student Loan Program

The FFEL consolidation student loan program was started in the early 1980s to assist students
with multiple student loans consolidate the loans into a single fixed rate, up to 30-year, loan.
The consolidation loan program grew modestly during the late 1990s, but the volume of student
loans increased dramatically in FY2002 when interest rates fell sharply.

Description of the FFEL Consolidation Student Loan Program

The FFEL consolidation loan program consists primarily of consolidated Stafford student loans,
but other types of student loans, including Perkins, PLUS, Health Professions, Health Education
Assistance, Federal Housing and Loans to Disadvantaged Students are also consolidated.

The loans can only be consolidated once, and have up to a 30-year term as determined by statute
and depending on the amount of indebtedness. The interest rate is fixed for the life of the loan,
set at the time of consolidation to the weighted average of the loans consolidated, rounded up to
the nearest 1/8%. Currently, the consolidation loans have an interest rate cap of 8.25 percent.

Budget Effects of Conselidation Loans

The FFEL consolidation loan program generates revenue from a 0.50% origination fee paid by
lenders on new consolidated loans and an annual 1.05% loan holder fee on all outstanding
consolidation loans. In addition, a special allowance payment (SAP) to lenders may occur as
specified by a formula relating the student interest rate to a rate intended to compensate lenders
for their cost of funds.

Fees

New originations of FFEL consolidation loans require a payment of a 0.5% origination fee to the
federal government by lenders generally within 150 days after the end of each fiscal quarter.

In addition, holders of FFEL consolidation loans are required to pay a 1.05% toan holder fee on
the total outstanding balance of the loans. Loan holder fees are paid on the balance at the end of
each month, with an approximately 30-day lag in the payment.

Special Allowance Payments

Student loan lenders receive special allowance payments from the federal government when the
interest rate on the student loan is below a formula “equitable lender return” interest rate. For
example, in the first quarter of 2003, the commercial paper rate was 1.27%. A student loan
consolidated in the fall of 2002 could have a fixed interest rate of 4.86%, although the rate is
different for each loan depending on the particular loan’s composition at the time of
consolidation and the corresponding loan rates. The equitable lender return rate for this
particular loan was 3.91% in the first quarter of 2003, calculated as the commercial paper rate
plus 2.64%. In this case, no SAP is paid to the lender since the student rate exceeds the equitable
lender return rate.

However, in the future for the same loan, the equitable lender return rate would be higher based
on the Congressional Budget Office forecast of interest rates. If the commercial paper rate rose
to 5.44%, for example in 2006, then the equitable lender return rate would increase to 3.08%,
and the quarterly SAP payment would be 3.22% (8.08% equitable lender refurn rate less 4.86%
student rate). The SAP paid to lenders on consolidation loans will vary greatly from loan to
foan, and from year to year. Loans consolidated in stable or declining interest rate periods will
generate no or minimal SAP, while those consolidated during low interest rates followed by
higher interest rates will generate positive special allowance payments.
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II. The Net Incremental Cash Flow Effects of the FFEL
Consolidation Loan Program For Loans Made Before FY2005

The historically low interest rates available on student loans currently and during the past year
have resulted in a significant increase in consolidation loans, with commensurate benefit to the
student loan borrowers. These borrowers will benefit from fixed interest rates to the extent that
interest rates increase, as forecast by the Congressional Budget Office.

It is important to distinguish between these current low- interest rate consolidation loans and the
consolidation loans made after the pending reauthorization of the Higher Education Act Unlike
the consolidation loans made before 2002 and the consolidation loans forecast in fiscal year 2005
and beyond, which generate a positive net budget benefit, the consolidation loans made between
July 1, 2002 and June 30, 2004 will benefit the student loan borrowers at a net cost to the
government.

Net Cash Flow Effect of Consolidation Loans Made Prior to FY 2003

Table 1 shows the gross cash flow effect of the consolidation loan program from FY1995 to
FY2002, based on actual receipts and payment numbers from the Department of Education, as
well as the estimated cash flow from consolidation loans in FY2003 and FY2004.

Since FY1995, the fees and special allowance payment have resulted in a net positive cash-flow
effect of $1.4 billion through fiscal year 2002. Fees nve exceeded $1.7 billion, while special
allowance payments have only been $0.3 billion. The cash flow from consolidation loans was
positive in all eight fiscal years. This positive cash flow is understated, since some SAP would
have been on the student loans if consolidation loans had not been available.

FY2003 and FY2004 will add an estimated $1.6 billion in fees and $0.5 billion in SAP for an
additional positive cash flow of $1.0 billion. For the FY1995-FY2004, the total cash flow will
be a positive $2.4 billion.

Table 1
Histerical Cash Flow of the FFEL Loan Consolidation Pregram
($ in millions)

Income Cost
Lender Gross Special
Origination Total Allowance Net Cash
Fee Holder Fee Fees Payment Flow
1995 23 22 45 0 45
1996 22 66 88 0 88
1997 12 130 142 0 142
1998 16 131 147 53 94
1999 25 196 221 92 129
2000 27 210 237 6 231
2001 28 287 315 129 186
2002 91 383 474 34 440
Total FY 95-02 244 1,425 1,669 314 1,355
Estimated
2003 85 668 753 40 713
2004 65 749 814 509 305
Total FY 95-04 394 2,842 3,236 863 2,373

Source: Department of Education Federal Budget Appendices, FY1996-2004

Prior to FY2003, the effect of a stable or decreasing interest rate environment was that no or
minimal SAP was paid on consolidation loans, yet these consolidation loans generated
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significant fees on origination and on their outstanding balance. In recent years, the SAP on
Stafford loans has been 30 basis points lower than on consolidation loans, but this is offset by the
rounding up of consolidation loans to the nearest 178" of one percent, but more importantly by
the 105 basis points annual loan holder fee on consolidation loans. Thus, in a stable or declining
interest rate environment, consolidation loans generate a positive cash flow due to the extra fee
levied on holders of consolidation loans.

Net Cash Flow Effect of Consolidation Loans Made in Fiscal Years 2003-2004

The student loan interest rate continued to decrease in fiscal year 2003, so continued positive
cash flow effects from consolidation loans are projected, since significant fees are collected
while minimal SAP is paid. The Congressional Budget Office’s March 2003 Economic and
Fiscal Outlook projects that short &rm interest rates will start to rise from the low of 1.4% in
2003 to 3.5% in 2004 to 4.8% in 2005 and then 4.9% in 2006 and beyond.

The projected sharp increase in interest rates from the historically low levels in 2002 and 2003
will result in significant future SAP payments on loans originated between July 1, 2002 and June
30, 2004. Fixed consolidation loan rates of 4.125% and 3.5% will require special allowance
payments on those foans when interest rates rise, since the consolidation equitable lender rate is
projected to be 8.08% in 2006 and beyond.

During the FY2005-2010 period, these fiscal year 2003-04 loans are projected, based on the
methodology described in the next section, to generate $1.3 billion in fees while paying an
incremental SAP of $4.8 billion, for a net cash outflow of $3.5 billion. Consolidation loans
made in low interest rate environments will benefit student loan borrowers, but result in a
negative cash flow to the federal government.

In summary, the cash flow effect of consolidation loans has been positive up to the current time,
generating positive net cash flow through fiscal year 2003. The consolidation loans in the two-
year cohort made during the low interest rate environment between July 1, 2002 and June 30,
2004 will have a future negative cash flow cost to the federal government. Prospectively after
the pending reauthorization, consolidation loans after fiscal year 2004, will generate positive net
incremental cash flow again as well as positive net incremental budget effects due to the CBO
forecast of a future stable interest rate environment, as described in the next section.

III. The Net Incremental Cash Flow and Budget Effect of the
FFEL Consolidation Loan Program Between FY2005 and
FY2010

The FFEL consolidation loan program is being considered in the context of the pending
reauthorization of the Higher Education Act. The reauthorization will be for FY2005 through
FY2010. The consolidation loan program is part of the entire student loan program, so its effect
can be measured relative to the student loan program in its absence. We present the net
incremental cash flow and budget effects of the FFEL consolidation loan program for
consolidation loans originated in FY2005-2010.

Methodology

The methodology used to estimate the net incremental cash flow and budget effects of the
consolidation loan program after the pending reauthorization has several key points.

First, the analysis includes the cash flow and budget effect of loans made on or after October 1,
2004 through September 30, 2010, or those loans made during fiscal years 2005-2010. The
budget effect of loans made before October 1, 2004 will not be changed by the reauthorization,
i.e., the analysis assumes that the reauthorization will not retroactively change the contract terms
on existing student loans. The analysis takes a prospective view of the cash flow and budget
effects of the consolidation loan program.

Second, the analysis includes both the fees earned by the federal government on the
consolidation loans as well as the special allowance payments potentially paid by the federal
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government on those loans. The analysis is limited to the estimates of fees and special allowance
payments. Rates of default and tax deductibility of student loan interest are not included in the
analysis, since as described below the analysis estimates the incremental effect of consolidation
loans over and above that which would otherwise occur on the student loans consolidated, and
any differential effect would be small.

Third, the analysis estimates the incremental fees and special allowance payments relative to the
fees and SAP that would otherwise occur on the student loans consolidated. The quantitative
analysis assumes consolidation loans are used to refinance Stafford loans. For example, if there
were $100 million fewer consolidation loans, then there would be $100 million more Stafford
loans outstanding, Thus, if there were lender holder fees earned on Stafford loans, then the fees
generated by the consolidation loan program would need to be net of the fees otherwise
collected.! Similarly, the special allowance payments on consolidation loans need to be netted of
the special allowance payments that would otherwise have been made on the outstanding
Stafford loans.

Fourth, the analysis includes the cash flow and budget effects of new consolidation loans during
FY2005-2010, the period for the next Higher Education Act reauthorization. Consolidation
loans made during FY2005-10 will have terms extending beyond the six-year period, and thus
will have cash flow effects beyond the six-year budget period. These long-term cash flow effects
are estimated, included in the budget effects, and converted into current dollars using net present
values. To calculate the net budget effect, E&Y first calculated the net incremental cash flow
effects for each cohort of loans, then calculated the net present value using the OMB credit
subsidy calculator, based on the Federal Credit Reform Act rules.

Fifth, the analysis uses government forecasts of projected consolidation loan volumes and
projected interest rates. These may be changed as part of the annual budget process. These
estimates are based on forecasts from the spring of 2003. Other modeling projections and
assumptions are described in the next section. Sensitivity analysis is possible with the model,
but is not presented as part of this study.

Net Incremental Cash Flow and Budget Effect Model of Consolidation Loans

The modeling of the net incremental cash flow and budget effect of consolidation loans starts
with the volume of outstanding consolidation loans by year of origination {(cohort) as of
September 30, 2002. Supplemented by projections of future consolidation loan volume and
projected repayments, the amount of outstanding consolidation loans by year of origination are
projected through fiscal year 2010. Originations and balances are used to calculate the net
incremental fees. Qutstanding balances by the year of consolidation and initial Stafford loan
origination years are used to calculate the net incremental special allowance payments. The
timing of fees and special allowance payments are used to estimate the budget effect across the
six fiscal years.

[y ding Balance and New Originations of C lidation Loans

Table 2 shows the outstanding balance of FFEL consolidation student loans at the end of the past
three fiscal years. The outstanding balance grew from $29.1 billion at fiscal year end 2000, to
$33.5 billion in 2001, and $50.8 billion in 2002. The table shows the composition of the
outstanding consolidated loans by year of origination. Almost forty-percent ($20.3 billion) of
the loans outstanding on September 30, 2002 had been originated in fiscal year 2002, while 17
percent ($8.6 billion) had been originated in fiscal year 2001,

! Stafford loans do have student-paid origination fees. The student-paid origination fees are paid irrespective of
whether a Stafford loan is held to maturity or conselidated.
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Table 2
FFEL Consolidation Loan Outstanding Balance by Year of Origination

($ in millions)

Outstanding Balance of FFEL
Consolidation Loans Cohorts as of:
Originated in FY: 9/30/2000 ] 9/30/2001 1 9/30/2002
2002 - - 20,252
2001 - 7,739 8,589
2000 5,802 6,164 5,519
1999 5,120 4435 3,863
1998 3,740 3,170 2,663
1997 4,275 3,676 3,105
1996 4,501 3,727 3,083
1995 3,606 2,941 2,430
1994 2,038 1,649 1,334
Total Outstanding 29,081 33,500 50,838

Source: Department of Education

Table 2 also shows the annual decline in the outstanding balance each year for at least the past
severryear cohorts of consolidation loans. The outstanding balance for an origination year
grows slightly, 610, percent in the year immediately following the year of origination due to
time lags in reporting. Subsequently, the balance declines annually between 10-20 percent,
increasing slightly with each additional year. This repayment pattern is used for both current
outstanding loans and projected future consolidation loans.

Table 3 shows the net new commitments and total outstanding balance by fiscal year cohort
based on Department of Education forecasts as of early 2003. The volume of originations
increased sharply in 2002 with the significant decline in the student loan interest rate. The
volume was projected to decline to $17 billion in 2003 and $13 billion in 2004, before hitting a
low of $10.5 billion in 2005, and then increasing steadily throughout the remainder of the period.

Table 3
Consolidation Lean Net Commitments and Outstanding Balance, FY2000-2010
{$ in billions)

Outstanding
Net Balance as of

FY of Originations | Commitments | End of Fiscal

Year
Projected
2010 12.5 80.3
2009 12.0 78.5
2008 11.6 77.0
2007 11.2 75.5
2006 10.9 74.0
2005 10.5 72.5
2004 13.0 70.2
2003 17.0 63.7
Actuals
2002 227 50.8
2001 9.4 33.5
2000 6.6 29.1

Source: U.S. Department of Education, plus E&Y estimates of future
outstanding balances

Based on these projections, current balances, and repayment rates, the outstanding balance of
consolidation loans grows from $50.8 billion in FY2002 to $80.3 billion in FY2010.
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Esti of Net Incr tal Fees

Based on the originations and outstanding balances of consolidation loans, an estimate of net
incremental fees is projected. Because the Stafford loans have no loan holder fee, the total fees
from consolidation loans are equal to the net incremental fees.

Consolidation loans have two fees:

e Origination fees, 0.50%, are generally paid 150 days after the end of each fiscal quarter,
since the lender has 90 days from quarter-end to submit the information, the Department
of Education has 30 days to submit the invoice, and the lender then has 30 days to pay.

e Loan holder fees, 1.05% of the outstanding balance, are generally paid on a monthly
basis.

The estimated fees for consolidation loans originated in FY2005-2010 are shown in Table 4
below. Origination fees on consolidation loans originated after FY2004 grow from $26 millien
in FY2005 to $57 million in FY2010, totaling $291 million over the FY2005-2010 budget
period. Loan holder fees on consolidation loans originated after FY2004 grow from $53 million
in FY2005 to $541 million in FY2010, totaling $1.9 billion over the F2005-2010 budget period.
Total net incremental fees on these future consolidation loans will add an estimated $2.2 billion
in net revenue to the federal budget over the FY2005-2010 budget period.

Table 4
FFEL Consolidation Loan Program Fees for Loans Made after FY 2004, FY2005-2010

($ in mitlions)

Fiscal Year

2005 | 2006 | 2007 2008 2009 2010 | 2005-2010
Origination fees 26 49 31 53 55 57 291
Consolidation Loan 53 162 271 371 460 541 1,858
Holder Fee
Incremental Fees 79 211 322 424 515 598 2,150

Source: E&Y calculations
Estimate of Net Incremental Special Allowance Payments

Both Stafford loan and consolidation loan lenders need to receive a return on their student loans
that provides an equitable lender return rate sufficient to cover their cost of funds plus a retumn
for the services provided. Because interest rates on Stafford and consolidation loans are pegged
to the short-term 91-day Treasury-bill rate, the government calculates an equitable lender return
rate that lenders get on a quarterly basis, based on a statutory formula. If that rate is higher than
the rate lenders are getting on the Stafford and consolidation loans, then the government pays a
“special allowance payment” to make up the difference. If the rate on the student loan is higher
than the statutory rate, then no special allowance payment is made.

The special allowance payment is based on the relationship between the student loan rate and the
statutory formula, or equitable lender return interest rate. Both the student loan rate and
equitable lender return rate vary over time, by different cohorts (loans by origination year), and
by type of loan. For example, student interest rates on Stafford loans originated between
October 1, 1992 and June 30, 1998 were set at the 91-day Tbill plus 3.1 percentage points
during repayment. For loans between July 1, 1998 and July 1, 2006, the student ban rate is the
91-day T-bill plus 2.3% for the repayment period, and the T-bill plus 1.7 percent during the time
student is in school, in the 6-month grace period that follows the borrower’s separation from
school, and during any deferment period. The student rate is capped at 8.25%. After July 1,
2006, Stafford loan rates will be fixed at 6.8%. The student rate on FFEL consolidation loans is
currently the weighted average of the loans consolidated, rounded up to the nearest 1/8"™ of one
percent.

Table 5 shows the sharp decline in the short-term interest rate from 5.9 percent in 2000 to 1.6
percent in 2002 and a CBO projected rate of 1.4 percent in 2003. Interest rates are then projected
to increase to 3.5 percent in 2004, to 4.8 percent in 2005, and to 4.9 percent in 2006 and later.
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Since student loan rates are tied by formula to the short-term interest rate, they have also fallen to
historically low levels at the current time, but are projected to increase in the future.

Table 5
Interest Rates: T-Bill and Student Loan Rates, 1998-2010

3-Month Treasury Consolidation

Bill Rate 1/ Stafford Loans 2/ | Loans 3/
1998 4.8% 7.46% 7.500%
1999 4.7% 6.20% 6.250%
2000 5.9% 8.19% 8.250%
2001 3.5% 5.99% 6.000%
2002 1.6% 4.06% 4.125%
2003 1.4% 3.42% 3.500%
Estimates
2004 3.5% 5.55% 5.625%
2005 4.8% 7.10% 7.125%
2006 4.9% 6.8% / 7.20% 6.8% /7.250%
2007 4.9% 6.8% / 7.20% 6.8% / 7.250%
2008 4.9% 6.8% / 7.20% 6.8% /7.250%
2009 4.9% 6.8% /7.20% 6.8% /7.250%
2010 4.9% 6.8% / 7.20% 6.8% / 7.250%

1/ Congressional Budget Office, March 2003 budget forecast

2/ Stafford Joan in repayment for the July -June period starting in particular calendar year. Loans after June
30, 2006 will have a fixed rate of 6.8%. Prior variable rate loans will have an estimated 7.2% rate.

3/ Rate for loans in repayment. Loans consolidated in grace period are 60 basis points lower. Stafford loans
originated and consolidated after June 30, 2006 will have a fixed rate of 6.8%. Prior variable rate Stafford
loans consolidated in 2006 and beyond will have an estimated 7.25% consolidation rate.

The statutory rate for calculation of the SAP payment also differs by year and by cohort and type
of loan. The statutory rate for Stafford loans originated between October 1, 1992 and June 30,
1998 is the T-bill rate plus 3.1 percent; for Stafford loans originated between July 1, 1998 and
January 1, 2000, the statutory rate is the T-bill rate plus 2.8%; and for Stafford loans originated
after January 1, 2000, the statutory rate is the Commercial Paper (CP) rate plus 2.34%. For
consolidation loans, the statutory interest rate was T-bill plus 3.1% for loans originated between
QOctober 1, 1992 and January 1, 2000, and the CP rate plus 2.64% for loans originated after
January 1, 2000.

For purposes of the estimate of the special allowance payments, the Stafford loans were grouped
into four cohorts with different student loan rate formulas, while consolidation loans were
grouped into two cohorts with different student loan rate formulas. In addition Stafford loans had
three cohorts with different equitable lender return rate formulas, and consolidation loans had
two cohorts with different equitable lender return rate formulas. The mix of Stafford loans
consolidated in the consolidation loans is estimated based on the percentage of loans
consolidated during the grace period, plus the timing of consolidation relative to the repayment
period.

The special allowance is calculated on a quarterly basis for each quarterly cohort of
consolidation loans, and the equivalent of the Stafford loans consolidated. The timing of the
special allowance payment varies, but is assumed to be one quarter after the quarter of SAP
accrual.

Table 6 shows the special allowance payment on future corsolidation loans, plus the special
allowance payment that would otherwise have been paid on the consolidated Stafford loans. The
SAP on new consolidation loans is estimated to be $2.3 billion during FY2005-2010 compared
to $1.0 billion of SAP that would otherwise have been paid on the consolidated Stafford loans.
The SAP payments grow over the course of the six-year period as the outstanding balance of
loans after FY2004 accumulate. Thus, the net incremental SAP payments from new
consolidation loans are $1.3 billion during FY2005-2010,
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Table 6
FFEL Consolidation Loan Program Net Incremental Special Alowance Payments for
Loans Made after 2004, FY2005-2010
{8 in millions)

Fiscal Year

2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2005-2010
SAF on Consolidation Loans 71 266 | 383 | 466 1 540 | 614 2,341
SAP on Consolidated Stafford
Loans 69 89 140 | 196 | 247 | 301 1,042
Incremental SAP 2 177 1 244 | 271 | 293 | 313 1,299

Source E&Y calculations
Net Incremental Cash Flow Effect of Consolidation Loans During FY2005-2010

For consolidation loans issued after the reauthorization of the Higher Education Act, after fiscal
year 2004, the net incremental cash flow effect of consolidation loans is a net benefit, since the
incremental fees from consolidation loans exceed the incremental expenses from the program.
Table 7 shows a positive $851 million net cash flow effect during the fiscal year 2005-10 period,
where fees exceed net incremental payments by $77 million in FY2005 increasing to $286
million in 2010.

Table 7
FFEL Consolidation Loan Program Net Incremental Cash Flow for Loans Made after
2004, FY2005-2010
(% in millions)

Fiscal Year
2005 | 2006 | 2007 | 2008 | 2009 | 2010 { 2005-2010
Incremental Fees 79 211 322 424 515 598 2,150
Incremental Special Allowance 2 177 244 271 293 313 1,299
Payments
Net Incremental Cash Flow 77 35 79 153 222 286 851
Effect

Source: E&Y calculations

The cash flow effects are sensitive to the Congressional Budget Office projections of future
interest rates during the fiscal year 2005-10 period. Probabilistic modeling of interest rate
variability would also affect the estimates. The cash flow effects do not include the fees and
payments on consolidation loans originated prior to fiscal year 2005.

Net Incremental Budget Effect of Consolidation Loans During FY2005-2010

Since enactment of the Federal Credit Reform Act (FCRA) in 1990, federal agencies have been
required to set aside capital reserves in advance to cover the expected long-term cost to the
government of issuing a direct loan or loan guarantee. This reserve is often called the “subsidy
cost,” “budget score,” or “credit reform score.”

Prior to FCRA, loan costs were recognized in the federal budget on a cash basis. The purposes
of FCRA are to: (i) measure the costs of federal credit programs more accurately; (ii) place the
cost of credit programs on a budgetary basis equivalent to other federal spending; (iii) encourage
most appropriate form of credit assistance for the needs of recipients; and (iv) improve the
allocation of resources among credit programs and between credit and other spending programs.

Credit reform requires a budget score estimate, which is the estimated long-term cost to the
government of a direct loan or loan guarantee, cakulated on a net present value basis, excluding
administrative expenses. For the student loan programs, the subsidy cost generally represents the
present value of the government’s expected credit losses (net defaults), plus any interest or other
subsidies/payments, net of fees paid by borrowers. Both the Stafford and consolidation loan
programs are included under Federal Credit Reform, thus budget effects of changes to these
programs are calculated under these guidelines. To calculate the net budget effect, we first
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calculated net incremental cash flow effects, and then a net present value calculation was
performed using the OMB credit subsidy calculator.

As presented in Table 8, the net present value of the incremental budget effect of the
consolidation loan program is estimated to be -$0.3 billion for the FY05 cohort of loans, and
+$0.4 billion for each of the cohort of loans from FY06-08, and then +$0.5 billion for the FY09
and FY10 cohorts. The total net present value of the incremental cash flow from the
consolidation loan program is estimated to be positive $1.9 billion over the FY05-10 period. The
net budget cost of the FY05 cohort is negative due to the lower consolidation student loan rate,
s0 there is greater SAP on that cohort in the future. Once interest rates have stabilized the net
budget cost of the FY06-10 cohorts are positive, with fees exceeding SAP expenses.

Table 8
FFEL Consolidation Loan Program Net Incremental Budget Effects
for Loans Made after 2004, FY2005-2010
($ in millions)

Fiscal Year

2005 | 2006 [ 2007 | 2008 | 2009 | 2010 | 2005-2010

Net Incremental Budget Effeet | -271 | 376 [ 433 448 464 480 1,930

Source: E&Y calculations

In summary, the consolidation loan program is part of the entire student loan program, so its
budget effect should be measured relative to the student loan program in its absence. The
incremental cash flow effect of consolidation loans made after FY2004 will be positive over the
next six years. Prospectively after the pending reauthorization, consolidation loans made during
the FY2005-10 will generate positive net incremental cash flow again as well as positive net
incremental budget effects. The fees generated from consolidation loans will generally more
than offset the net incremental special allowance payments.
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Chairman BOEHNER. Thank you, Dr. Neubig.
Dr. Shapiro.

STATEMENT OF ROBERT J. SHAPIRO, CHAIRMAN, SONECON,
LLP AND SENIOR FELLOW, BROOKINGS INSTITUTION AND
PROGRESSIVE POLICY INSTITUTE, WASHINGTON, D.C.

Dr. SHAPIRO. Mr. Chairman and members of the Committee, it’s
an honor to be here today. I have come to discuss a new study
which my colleague Dr. Kevin Hassett and I conducted to analyze
the long-term costs of the current student loan consolidation pro-
gram.

There is no doubt that Federal student loans are a great success.
More than 62 percent of high school graduates go on to higher edu-
cation, and one of the reasons is that we provide more than 7 mil-
lion students and parents, like Mr. Hamlett, more than $50 billion
a year in Federal assistance.

The loan consolidation program, however, is different, and not
only because it doesn’t actually help anybody go to college.

To limit public costs, and so maintain strong public support, un-
derlying student loans carry interest rates that are adjusted annu-
ally. This limits the subsidy and ensures a stable relationship be-
tween the price of the funds to the students and the cost of the
funds to lenders.

But under the consolidation program, former student borrowers
consolidate their loans at a subsidized rate that remains fixed for
up to 30 years. This fixed interest rate is the source of a problem
which could well cost taxpayers tens of billions of dollars over 20
years, perhaps much more.

The greatest costs occur when market interest rates have fallen
sharply, as they did over the last 3 years, and then rise again.

Unless our economy enters a sustained period of economic stag-
nation, it is virtually certain that over the next three, five, or seven
years, market interest rates will return to the levels of the 1990’s,
or worse, the 1980’s, if serious inflation were to occur.

When that happens, those who consolidated their loans in 2002,
2003, and this year, will still pay interest based on the 1 percent
Treasury bill rates of this period, while those who lent them the
funds will receive payments from the government based on market
rates that have become much higher. The gap between the locked-
in fixed rate and the potential future commercial paper rate is
what determines the additional cost of this program.

Estimating the taxpayer’s liability here is straightforward—apply
a baseline projection of interest rates to the stock of outstanding
consolidated debt—but it’s not simple.

For example, loan consolidations are not distributed evenly. They
rise when interest rates are low, and decline when rates are rel-
atively high. From 1995 to 2001, about 211,000 students a year
consolidated FFELP loans. In 2002 and 2003, with low interest
rates, the average jumped to 964,000 a year.

From 1995 to 2001, when the interest rate for a typical consoli-
dation loan was 7.9 percent, consolidations averaged about $5 bil-
lion a year. As the interest rate fell to about 4 percent in 2002 and
3.5 percent in 2003, the total jumped to almost $23 billion and $35
billion, respectively, rising from $5 billion a year to $35 billion.
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To analyze these costs systematically, we applied simulation pro-
cedures to generate the most likely paths of future interest rates,
based on historical experience.

Let me say we would have preferred to use CBO. Unfortunately,
the CBO forecast ends 5 years out, and then simply assumes a sta-
ble interest rate environment at that level.

We also constructed estimates of the likelihood of possible devi-
ations from these paths.

The results show that the commercial paper rate will likely rise
to more than 5 percent in the next 4 years, and then range from
5.6 to 5.9 percent. Let me say that for the years in which CBO was
estimating, and we were estimating, our approach produced an in-
terest rate path entirely consistent with CBO’s forecast.

We also found that the stock of outstanding debt for consolidated
loans is more than $100 billion today. It’s expected average lifetime
is nearly 21 years, and the average fixed rate is 5.52 percent.

With these results, we could calculate the cost to taxpayers.

Given the most likely future path of interest rates, taxpayers will
pay almost $14 billion over the next 20 years to subsidize the inter-
est on the existing stock of consolidated loans, and if interest rates
are 2 to 3 percentage points higher than that—that is what econo-
mists call one standard deviation, an outcome consistent with his-
torical experience—taxpayers will pay more than $48 billion to
service the current stock of loans.

We can also estimate the cost of future loan consolidations, as-
suming that the program is unchanged. Remember that the high
cost associated with the current stock of consolidated debt came
about because interest rates fell after rising sharply, and then rose
again. This will occur again, and it will affect future loans, and
when it does, those costs will also be high.

We estimate that loans likely to be consolidated over the next 8
years will cost taxpayers another $36 billion in subsidy payments
over a 20-year term.

One final point:

While student loan programs generally provide equal subsidies to
all students, the consolidation program produces very large inequi-
ties.

The basic problem is that, since the interest rate on these loans
rises or falls each year and then remains fixed for the life of the
loan, the long-term cost of the consolidated loan to the former stu-
dent depends on when he or she happens to consolidate. This pro-
duces large disparities in interest costs.

For example, $22,000 in student loans consolidated in 1995 or
1996 will cost a former student borrower $25,000 in interest over
20 years. That’s three times the 20-year interest cost of $8,600 for
the same debt consolidated in 2003. It simply depends on the mo-
ment you consolidate, which is usually the year you happen to
graduate from college.

The current program will generate tens of billions of dollars in
taxpayer costs, along with significant equities. You can address
both problems by shifting the program from a fixed interest rate
to annually adjusted rates, and if the program is not reformed, tax-
payers may not be the only ones bearing the cost.
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As government payments for consolidations rise sharply, as they
certainly will, these costs could squeeze out some of the underlying
loan programs. At a minimum, reforming the loan consolidation
program so that the interest rates on these loans adjust annually,
as they do for all other student loans, will save billions of dollars
that could be available for future college students.

Thank you.

[The prepared statement of Dr. Shapiro follows:]



51

The Fiscal and Social Costs of Student Loan Consolidation
Robert J. Shapiro

United States House of Representatives
Commitiee on Education and the Workforce
March 17,2004 Washington, D.C.

Chairman Boehner, ranking member Miller and members of the committee, it is a honor to have this opportunity to
speak with you today. As you consider the reauthorization of the Higher Education Act, I come to discuss a new study which
my colleague Dr. Kevin Hassett and I have released that analyzes the likely taxpayer cost of the student loan consolidation

|
program.

L Introduction

There is no doubt that the federal financial assistance program has been a significant success in increasing access by
American high school graduates to higher education. This year alone, more than 7 million students and parents will borrow
more than $50 biltion through various federal education loan programs. In part because of the success of these programs, we
now send more than 62 percent of our young high school graduates to post-secondary institutions of higher education.

The long-term costs of the loan-consolidation program have not been a pressing public issue because falling interest
rates have produced a short-term, positive net cash flow for the pi With the hening, however, it is likely
that inferest rates will rise; and this pattern is assumed by the Congressional Budget Office (CBO) in its latest ten-year
projection. Given the likelihood of higher interest rates in the near future, we believe it is advisable to revisit the costs of the
loan-consolidation program, Qur findings indicate that under the current terms of the consolidation program, the massive shift
of assets into consolidation has exposed the government to high levels of interest rate risk, and the potential taxpayer costs are
very high,

n The Current Student Loan Consolidation Program

To limit public costs, the inferest rates charged for initial student loans are adjusted annually. This ensures that the
price of the funds to the students bears a stable relationship to the cost of the funds to the lender. However, under the current
student loan consolidation program, student borrowers can consolidate their previous loans into a single loan at a subsidized
interest rate that remains fixed for up to 30 years. This fixed interest rate is the source of the problem.

While there are many student loan programs, we have focused on the Federal Family Education Loan Program
(FFEL). As you know, FFEL funds are provided by private lenders who receive government payments tied to the borrower’s
interest costs and government guarantees in cases of default. The projected costs of the FFEL program are wornrisorme in their
own right, but they are only one 3 of the 1 4 costs iated with post: 3 ducation funding. In
addition, there are also significant potential costs associated with the PLUS and Direct Loan programs.

The greatest costs for taxpayers occur when market interest rates have fallen sharply, as they did over the last three
years, and then rise again. Unless the economy should enter a ined period of i iom, it is highly likely that
over the next three, five or seven years, market interest rates will return to the levels of the 1990s (or worse, the 1980s, if
serious inflation recurs). When that happens, those who consolidated their loans in 2002 or 2003 will still pay interest based on
the low Treasury-bill rates of 2002 and 2003, and those who lent them the funds will receive payments from the government
based on market, commercial paper rates that are much higher, The gap between the locked-in fixed rate and the potential
future commercial paper rate is the variable that determines the future budgetary outlays for which the government will be
responsible.

Estimating the government's liability under these diti is a straight-forward ise: Apply the baseline
projection of interest rates to the stock of outstanding consolidated debt. In March 2004, CBO issued its most recent forecast
for jal paper rates, estimating that the 90-day commercial paper rate will be 5.12 percent in 2007 and thereafter.

Assuming a long-term commercial paper rate of 5,12 percent, under the current statutory requirements of the student loan
consolidation program, the government will be responsible for paying lenders the equivalent of 3.193 percent of their holdings
of loans consolidated in FY 2003-2004 (July 1, 2003 to June 30, 2004):

—

Gross Payment to Lenders: Commercial Paper Rate (5.12 percent) + Guaranteed Return (2.64

percent) — Annual Consolidation Fee (1,05 percent) — Amortized share of One-Time 0.5 percent
fee (0.017 percent) = 6.693 percent,

Less the interest rate paid by to private i s: Original Treasury Bill Rate
{1.12 percent this year) + Statutory 2.3 percent = 3.42 percent, rounded up fo the nearest 18" =
3.5 percent,

Net Taxpayer Payment to Lenders:
6.693 percent — 3.5 percent = 3.193 percent.

Similarly, the average interest rate for student loans consolidated in FY 2003 was 4.14 percent. How much will these
payments add up to? Given recent movements in interest rates, the government costs have been negative. In 2003, the sum of
the commercial paper rate, plus the guaranteed 2.64 percent, was less the rate paid by the consolidating borrowers of 4.06

! Kevin A. Hassett, and Robert J. Shapiro, “The Fiscal and Social Costs of Consolidating Student Loans at Fixed
Interest Rates,” March 2004. The paper can be toaded at from www.tech Istation.com/03 10041 html.
% Congressional Budget Office, March 2004 Baseline Forecast, Table 10
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percent.® That left a zero government payment to while have inued to pay the government
their annual fee of 1.05 percent of the loan portfolios. Under these conditions, the government appears to profit from the loan
consolidation program, during this anomalous period. Given historical interest rate patterns, however, taxpayers over the long
run will have to pay tens of billions of doflars 1o cover the costs of this program.

The financing dynamics of the consolidation program are based not on any one year’s consolidation loans, but on a

g that prod large portfolios of loans provided at high and low interest rates over many years, When

interest rates rise, the consolldalors current cost of funds, plus his fee to the government, may exceed the payments they

receive from former students who consolidated at much lower rates. When this happens, taxpayer payments to consolidators
rise sharply.

M, 1

, OVer any ded period, loan ion activity is not distributed evenly, across time and the interest-
rate cycle. As expected, consolidations rise sharply when interest rates are especially low, and decline when interest rates are
relatively high. For example, from 1994 to 2001, an average of about 211,000 students a year consolidated FFEL loans; in
2002 and 2003, with low interest rates, the average jumped nearly four-fold to 963,800 a year. From 1995 to 2001, when the
interest rate for a typical consolidation loan averaged 7.9 percent, total consolidations averaged $5.085 billion a year; as the
interest rate fell to 4.125 Fercem in 2002 and 3.5 percent in 2003, the total loans consolidated jumped to $22.9 billion and
$34.9 billion respectively.” When interest rise again, that increase will produce large taxpayer payments to consolidators with
these large portfolios of low-fixed rate loans,

Calculating the long-term costs of fixed-rate loan consolidation.  To explore these issues systematically, we applied a
simulation procedure to generate the likely paths of future interest rates based on historical experience. From these simulations,
we constructed estimates of the probabilities of particular deviations from those paths, as well as estimates of the stock of
consolidated debt subject to government payments. From these results, we calculated the future cost of the program at the
mean, expected interest rate, as well as other levels in the distribution of future rates. We also compared these calculations to
those that would occur under the CBO’s latest interest rate forecast.

To begin, we gathered historical quarterly data on the 3-month commercial paper rate and estimated a time series
model using four lags.” This model found that the most probable outcome over the next 18 months is interest rates close to
these of the present, consistent with recent forecasts that project relatively low rates this year and next year. The model also
estimated the probabilities of interest rates at various levels above or below those considered most Jikely.

We used this equation to produce a simulation of future interest rates starting from recent history, While interest rates
usually change gradually, rapid changes also can occur. Going forward, we simulated possible future paths of interest rates by
applying shocks to interest rates from a normat distribution with a standard error consistent with our time-series estimates. We
repeated this process 1,000 times in order fo construct the entire distribution of projected future interest rate paths consistent
with historical data. Table 1 records the estimates of annual average interest rates for 3-month commercial paper (the basis for
government payments to loan consolidators) and its standard deviation. If the standard deviation is small, it means that there is
substantial certainty concerning the likely value of future interest rates. If the standard deviation is large, there is greater
uncertainty about the likely level of future rates. The table also includes the CBO’s March 2004 forecast for commercial paper.
Since the life of currently consolidated debt is long, we also forecast well beyond the CBQ forecast,

Table 1. Projected, Average Annual Interest Rates on 90-Day Commercial Paper

Commercial Standard Deviation | CBO CP Rate
Paper Rate
2004 1.7161% 0.9614 3.39%
2005 3.178% 2.0723 447
2006 4.1371 2.4488 5.10
2007 4.8029 2.7340 5.12
2008 5.2321 2.8148 5.12
2009 5.4241 2.7966 5.12
2010 5.6054 2.8908 5.12
2011 5.6782 2.8879 5.12
2012 5.7185 2.9594 5.12
2013 5.6941 2.8788 5.12
2014 5.7547 2.9897 512
2015 5.7892 2.9812 512
2016 5.7957 3.0588 512
2017 5.8127 3.0175 5.12
2018 5.83035 2.9343 5.12
2019 5.8954 29149 5.12
2020 5.8908 2.8907 5.12
2021 5.8333 2.9796 5.12
2022 5.8304 2.9025 5.12
2023 5.8791 2.9314 5.12
2024 5.8160 2.9429 5.12

These projections show that in the most likely case, the mean interest rate on commercial paper will increase to more
than 5 percent in the next four years and range from 5.6 percent to 5.9 percent from 2010 to 2024. The model also suggests that
the probability of rates rising above about 8 percent (one standard deviation above the mean) is fow (about 16 percent). It is

* The consolidation rate of 4.06 percent, reported in the President’s budget, was lower than 4.125 percent, because rates
dropped further in the last quarter of the fiscal year.

4 US. Department of Education, Student Loan Volume Tables ~ FY 2005 President’s Budget Loan Volumes, “Net
Commitments by Fiscal Year, Federal Family Education Loans.”

® Federal Reserve Statistical Releases & Bloomberg

§ ©BO, March 2004 Baseline Forecast, Table 10.
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noteworthy that our approach produced an interest rate path highly consistent with the CBO forecast. This suggests that that
our analysis of potential deviations from the mean baseline interest-rate forecast is generally consistent with the reasoning and
modeling used by CBO and other government forecasters.

Estimating the Volume of Consolidated Debt. To assess the costs associated with this forecast, we obtained data on the
existing stock of tidated student-loan debt, the expected lifetime of that stock of debt, and the mean interest rate for that
stock. As the fiscal year 2004 is well underway, we used OMB estimates for FY 2004 for this analysis. We found that the
stock of outstanding debt for FFEL loans is more than $100 billion, the expected average lifetime of that debt is nearly 21 years
(20.89 years), and the average fixed rate on this stock of loans is 5.52 percent. With these data, we estimated a repayment
schedule for the stock of debt assuming that principal is repaid by the last year and the pattern of repayment follows that of
standard, fixed-rate debt. With these assumptions, we calculated the size of the stock of di d student-I
debt for each year until the current stock of debt would be fully retired.

Table 2. Projected Stock of Today’s Outstanding Consolidated Debt’

2004 $104,621,896,306
2005 $101,863,865,150
2006 98,932,080,624
2007 95,815,596,430
2008 92,502,776,662

2009 88,981,252,363

2010 85,237,875,346
2011 81,258,669,096
2012 77,028,776,594
2013 $72,532,404,842
2014 $67,752,765,898
2015 $62,672,014,194
2016 $57,271,179,911

2017 $51,530,008,146
2018 $45,427,333,628
2019 $38,940,100,685

2020 32,044,178,166
2021 24,713,819,013
2022 16,921,654,125
2023 $8,638,590,177

2024 30

Estimating the budget impact of future debt. Using our projections for interest rates and the stock of outstanding debt, we
then calculated the federal costs associated with the current stock of consolidated student loans. Given the projected future path
of commercial paper rates and the current fixed-rate terms of the consolidation program, the results are striking. Table 3 shows
the annual taxpayer costs for the baseline case, as well as the costs if interest rates are one standard deviation or two standard
deviations higher than the baseline forecast.

Table 3. Federal Costs for the Current Stock of Consolidated Student Loans

Baseline Interest CBO Interest One Standard Two Standard
Rates Rates Deviation Deviations
2004 {8979,713,963) {$979,713,963) $979,713,963) {$979,713,963)
2005 ($964,999,867) $532,748,015 1,328,521,415 $3,439,425,614
2006 188,104,833 1,140,686,890 2,610,774,350 $5,033,443,866
2007 820,120,830 1,123,916,946 3,439,680,886 $6,059,240,943
2008 1,188,745,690 1,085,057,570 3,792,553,485 $6,396,361,280
2009 1,314,303,350 1,043,750,090 3,802,758,859 6,291,214,369
2010 1,413,579,661 999,840,278 3,877,610,590 6,341,641,520
2011 1,406,761,090 953,164,188 3,753,467,960 6,100,174,830
2012 1,364,576,775 903,547,549 3,644,193,600 5,923,810,424
2013 1,267,190,398 850,805,109 3,355,247,920 5,443,305,441
2014 1,224,755,316 794,739,944 3,250,364,805 5,275,974,295
2015 1,154,552,150 735,142,726 3,022,908,019 $4,891,263,889
2016 1,058,763,841 671,790,940 2,810,573,432 $4,562,383,023
2017 $961,410,426 604,448,051 $2,516,312,999 4,071,215,572
2018 855,624,022 532,862,623 $2,188,610,413 3,521,596,804
2019 758,694,757 456,767,381 $1,893,771,580 $3,028,848,403
2020 622,867,894 375,878,210 $1,549,158,425 2,475,448,957
2021 466,168,637 289,893,097 $1,202,541,137 1,938,913,638
2022 318,699,917 198,491,003 $809,856,783 1,301,013,648
2023 166,903,814 $101,330,663 $420,132,860 $673,361,905
2024 $0 30 $9 30
TOTAL $14,607,109,572 $12,415,147,312 $48,289,325,557 $81,788,924,459

If interest rates move in the most likely way, taxpayers will pay private consolidators almost $14 billion to subsidize
the interest on the current stock of fixed-rate consolidated student loans over the lifetime of those loans. Moreover, there is a

" We assumed that the current stock was one loan at the average interest rate and paid down the debt using the Sallie Mae Loan
C Tid: Calculator which is available at http://www salliemae com/tools/ 1 idation/repayl.htmi.
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reasonable likelibood that the costs will be much higher: Over the lifetime of these loans, if interest rates are 2 to 3 percentage
points higher than projected, taxpayers will pay private consolidators more than $48 billion to service the current stock of
loans. These numbers may seem high, but it is likely that they are quite conservative as we assume that there will be no
additional costs arising from defaults. We also assume that there are no early debt reti , and this ion in
particular likely biases our estimates sharply downward. Student loan debts consolidated recently carry a much lower ﬁxed rate
than student loans consolidated in the 1990s, which accounts for the relatively high average interest rate on consolidated debt.
Many borrowers paying the higher rates will likely retire their debt, making the effective average interest rate on future debt
much lower than 5.52 percent, and consequently make payments by the government higher.

These projections do not exhaust all reasonable possibilities. Hedge funds and other financial firms often use two

ion negative to d ine the level of risk iated with their in In the less likely but

still quite conceivable case that interest rates are 4 to 6 percentage points higher than projected — for example, if we

experienced an extended bout of higher inflation from a series of oil shocks — taxpayers would have to pay private

consolidators more than $81 billion to service the current stock of fixed rate loans. At a minimum, this suggests that the

current arrangements appear to be highly financially imprudent: With a stock of about $104 billion in outstanding FFEL loans,
the current consolidation program has an enormous value at risk, relative to its capital. *

Up to this point, our analysis has been retrospective, covering only student loans which already have been
consolidated. Assuming that the current program continues without change, we can also estimate the additional taxpayer costs
going forward. These costs will be substantial in the baseline interest-rate forecast, since rates are projected to increase
gradually over time. Applying the same model to estimate future loan consolidation starting in 2004, Table 4 (below)
caleulates the likely, year-to-year cost for new cumulative debt starting in 2004. To estimate these costs, we assumed that the
consolidation interest rate would increase sharply in future years, climbing to 7 percent by the end of the decade, Even given
this very generous assumption about the path of future interest rates, the cost to taxpayers of this program will be enormous.”
We must remember that the very high costs associated with the current stock of consolidated debt occur because interest rates
fell after tising sharply, and then increased again. It will undoubtedly be the case that this interest-rate pattern will occur again,
and when that happens, the large budget costs associated with the current stock of consolidated debt will recur for debt
consolidated in future years, under the reauthorization of the Higher Education Act. Our simulations revealed that the costs of
these future consolidations could climb significantly higher if interest rates are higher than the CBO projects. The increase in
costs along higher interest rate paths is similar to that revealed in the simulations reported in Table 3.

Table 4. Taxpayer Cost for New Consolidated Loans
Over the Lifetime of the Loans

Baseline Interest Rate Case

2004 $14.607,109,573
2005 $6,936,393,029
2006 $4,353,966,690
2007 $3,103,929,969
2008 $2,641,552,582
2009 $1,880,431,206
2010 $1,500,897,791

2011 $974,480,286

Total $35,998,761,126

Taxpayers already have acquired a substantial future liability for the existing stock of consolidated debt, along with
congsiderable risk of much greater liabilities. However, policy reforms could reduce much of the costs estimated in Table 4,
since the loan consolidations assumed there have not yet occurred. In principle, if the terms of loan consolidation were the
same as the underlying loans — variable rate loans adjusted annually - the budgetary costs estimated above could in part
become budgetary savings. A perfectly designed adjustable rate p in theory could recoup almost all of the costs of
future consolidations estimated in this paper. Such a reform would reduce costs in expectation and, just as important, reduce
the enormous risk exposure that the current program has incurred.

L Impact of the Student Loan Conselidation Pregram on Borrowers

We should note that this program provides sut ial subsidies to student-loan borrowers. While the subsidies for the
underlying student loans increase access to higher education, the subsidies for the loan consolidation program do not directly
affect educational access, since they are provided only after a student completes or leaves school. Moreover, while the student
loan program provides liy equal subsidies to ali students, since the interest rates on all loans are adjusted annually, the
loan ¢ lidation p incorp basic i iti

The fundamental inequity built into the loan consolidation program is based on the fact that the interest rate charged
for consolidating student loans changes each year, based on the 91-day Treasury bill rate, but remains fixed for the life of the
loan of each individual borrower. As a result, the long-term cost of a consolidated loan to a student depends on precisely when
he or she happens to consolidate. For example, most students consolidating their loans in the period from July 1, 2003 to June
30, 2004 — students with FFEL or Direct loans disbursed since July 1, 1998 -- will pay an interest rate of 3.5 percent a year for
up to the 20-year term of their loan. But a student who consolidated her loans one day before that period began, on June 30,
2003, will pay 4.125 percent for the life of her new loan (3.5 percent if consolidating in their grace period).

® It is worth noting that the budget costs associated with very high interest rates are accurate, but that the counter-factual
comparison to adjustable rate debt is plicated by a cap on borrower interest rates of 8.25 percent. That adjustable rate cap
would also be quite costly should interest rates rise by two standard deviations.

? The rates on new loans change in 2006 to 6.8% for Stafford loans and 7.9% for PLUS These numbers assume that the future

consolidation volume will be consistent with the OMB and D of
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Table 5. Interest Rates on Treasury Bills, Student Loans and Consolidation Loans

91-Day T-Bill Rate Student Loan Rate Consolidated Loan Rate
1992.93 3.84% 7.00% 9.00%
1993-94 3.12% 6.22% 2.00%
1994-95 4.33% 743% 8.00%
1995-96 5.82% 8.25% 9.00%
1996-97 5.16% 8.35% 9.00%
1997-98 5.16% 8.25% 8.25%
1998-99 5.16% 7.46% 7.50%
1999-00 4.62% 6.92% 7.00%
2000-01 5.89% 8.19% 8.25%
2001-02 3.69% 5.99% 6.00%
2002-03 1.76% 4.06% 4.125%
2003-04 1L12% 3.42% 3.500%

The average student debt consolidated from 1997 to 2002 was $22,000', and the term of debt at that level is 20
years.'* As Table 6 shows, a borrower consolidating that level of student loans on June 30, 2003 will pay $10,345 in interest,
20 percent more than the $8,622 in interest costs due from students consolidating the same debt one day later on July 1, 2003,

Table 6. Interest Rates and Interest Costs for 26-Year, $22,000 Consolidation Loans

Consolidated Loan Borrower’s Monthly Total Interest Paid by
Rate Payment Borrower
1992-93 9.00% 197.94 25,505
1993-94 9.00% 197.94 25,505
1994-95 8.00% 184.02 22,163
1995-96 9.00% 197.94 25,505
1996-97 9.00% 197.94 25,505
1957-98 8.25% 187.45 22,991
1998-99 7.50% $177.23 20,935
1999-00 7.00% 170.57 18,935
2000-01 8.25% 187.45 22,991
2001-02 6.00% 157.61 15,829
2002-03 4.125% 134,77 10,345
2003-04 3.500% 127.59 $8,622

As the interest rate on T-bills moves up and down, the fixed rate for consolidation loans follows, producing very large
disparities in the interest costs of borrowers in different years. For example, $22,000 in student loans consolidated in 1992 and
1993, or 1995 and 1996, will cost a borrower $25,505 in interest over the debt’s 20-year term, about three times the interest
costs on the same debt consolidated this year. Similarly, the payments on a $22,000, 20-year consolidation loan range from
$198 per wionth for those consolidating their student loans in 1992, 1993, 1995 and 1996, to less than: $128 per month for those
formnate enough to consolidate their debt this year.

Most of these differences and inequities would disappear if the interest rate on consolidation loans, like other
federally-subsidized loans for higher education, were adjusted annually.

1t is also notable that while consolidation reduces a borrower’s monthly payment by extending the term of the loan
from 10 to 20 years, that extension increases the overall cost of the loan to the borrower as well as the government. A former
student with $22,000 of FFEL loans in 1992 who consolidated those loans in that year has to pay $25,505 in interest over 20
years, If the same former student had paid off those loans over the usual 10-year term without consolidating them, he would
have paid only $9,475 in interest charges -- even as the interest rate on the loans was adjusted upward in meny years of the
repayment period (see Table 5, above).
Finally, the taxpayer costs iated with loan lidati 'ty benefit the largest borrowers, since
former students who consolidate loans of more than $20,000 can stretch out thexr payments for 20 years or longer. The longer
the term of the loan, the longer is the government’s exposure and the greater are the taxpayers’ costs. Moreover, it is likely that
the largest consolidating borrowers go on to earn relatively high incomes, In FY 2003, the average consolidated loan balance
was about $27,000"%, This level exceeds the maximum amount which a dependent undergraduate is allowed to bonow, and
therefore much of the taxpayer payments go to subsidize loans to borrowers studying in grad or
Since the possible future costs of the consolidation program are enormous and could place funding pressure on Lhe basic
student loan program in the future, it is possible that heavy subsidies to relatively high lifetime income borrowers could
ultimately squeeze the funding for basic student loans to the lower-lifetime-income students who are a primary subject of
government loan programs.

j118 Evaluating the Ernst & Young Study Funded by the Collegiate Funding Services Corporation

Supporters of the current fixed-rate ar for joan lidation have recently claimed that the program will
generate a positive cash flow for government for the rest of this decade. A recent study by Emst & Young (E&Y) appeared to
make that claim. For their testimony today, the rep ives of E&Y have updated the cost estimates on which the claim of

' United States General Accounting Office (GAO), “Student Loan Programs: As Federal Costs of Loan Consolidation Rise,
Other Options Should Be Examined,” Report GAO-04-101, October 2003, More recent data indicate that the average debt
being lidated has risen signi ly since 2002,

" Consolidated loans for $40,000-$60,000 have a 23-year term; those for $60,000 or more have a 30-year term.

2 President’s FY 2005 Budget Volume Tables
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positive net cash flow for program depends. We received these tables yesterday and are stiil digesting them, but I am pleased
to note that the E&Y authers have corrected a number of errors in their previous draft. Even so, the E&Y analysis still contains
a number of serious errors and omissions, all of which are aligned in the direction of providing und imates of the costs of
consolidation. As a result, the analysis ultimately provides a misleading view of the costs of the current program,

First, the study continues to use outdated estimates of the volume of student loar consolidations, and especially for the years in
which the E&Y study acknowledges that fixed-rate consolidation Joans will cost taxpayers money. For FYs 2005 and 2006,
the E&Y study relies on estimates of consolidation volume from the FY 2004 mid-session review, which are more than $10
billion lower than the latest estimates from the President FY 2005 budget. By underestimating the volume, the study
underestimates the program costs.

Second, the study significantly ates the likely ¢ lidation interest rate in FYs 2005, 2006 and 2007, and so significantly
underestimates the subsidy costs to taxpayers. This error could reflect an incomplete understanding of how interest rates on
consolidation loans are determined: The consolidation rate is dictated by the 90-day Treasury bill rate in the May prior to the
beginning of the fiscal year, not by an average T-bill rate for the fiscal year. For example, the interest rate on loans
consolidated in most of 2005 will be determined by the T-bill auction rate this May, when it is not likely to be much more than
1.0-t0-1.2 percent. This would imply a 2005 consolidation-loan rate of roughly 3.5 percent or less; vet, the E&Y study
forecasts that the consolidation-loan rate in 2005 will be 5.35 percent. By overestimating the interest rate on consclidation
foans, the study again underestimates the program costs.

Third, the study simply omits or ignores major cost factors in this program. To begin, the study simply omits in its new tables
any reference or acknowledgment of the future costs of loans consolidation in 2003 and 2004, years with the largest volume
and lowest consolidation-loan rate in the program’s history. The taxpayer costs of the consolidation loans from those years will
be very large, as our analysis shows, and should help define the terms of reform. By omitting those years, the study further
underestimates the program costs.

Just as remarkably, the E&Y study also omits all costs after FY 2010 associated with previous, current or future consolidated
ioans. Contracting the time frame of analysis is a major obfuscation in this case, since loan consolidation stretches out the
duration of the loans, shifting most of their costs into fater years outside the E&Y study’s analysis. In practice, nearly 80
percent of consolidation loans have terms of 20 years or more, placing most of their costs to taxpayers beyond the study’s time
frame. I cannot take seriously any analysis of the costs of this program limited 1o a selected five-year period, and neither should
you. By focusing its analysis in this way, the study further underestimates the program costs.

The E&Y study also fails to acknowledge the government’s financial exposure to the path of future interest rates. As our
analysis shows, this exposure could lead to enormous costs for taxpayers. Instead, the E&Y study continues to suggest thata
‘program which provides tens of billions of dollars a year in long-term, low fixed-rate loans is a free lunch for taxpayers, even
when interest rates rise again.

v, Conclusion

The current terms of the student loan consolidation program will generate tens of billions of dollars in taxpayer costs,
as well as significant inequities arong conselidation borrowers. Both programs could be addressed by shifting the terms of the
program from a fixed interest rate to annuaily adjusted rates. Future American taxpayers are not the only ones who will bear
the long-term costs of leans consolidated at the low fixed rates of this period. As government payments to lenders rise sharply,
as they will with higher interest rates, some of those costs will probably come out of college access for future students: Unless
the public commitment to support access to higher education increases, the rising costs in future years of subsidizing loan
consolidations could cut into the funds available for college Joans in the future. At a minimum, reforming the loan
consolidation program so that the interest rates on these loans adjust annually, as they are with all other student loans, will save
taxpayers billions of doliars that would be available for future college students.

Chairman BOEHNER. Let me thank all of our witnesses for their
excellent testimony.

Mr. Hamlett, we appreciate your coming in, not feeling up to
speed, and let me assure you that you will have no problem consoli-
dating your loans. I'm sure you're getting all types of marketing
phone calls already getting you all set up for the day you graduate,
and you can go ahead and lock in these historically low rates.

Now, before we get too far into this, my good friend, Mr. Kildee,
in his opening statement, talked about, well, we need to do a lot
on access, but, you know, we also need to help all of those who are
out of school, as well. While we would all like to be Santa Claus,
you know, we can’t be. We got elected to Congress to be decision-
makers in the public policy arena, and regardless of what the size
of that pie is, there is some limit to the size of the pie, and we'’re
elected to make choices.

So if, in fact, our goal with the Higher Education Act is to help
low to moderate income students attend a college or university of
their choice, we need to make sure that we are meeting our goal
in providing the tools for those qualified students to attend an in-
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stitution that they wish to attend, and that means that we need
to make choices as we begin to reauthorize this program.

Ms. Ashby, you pointed out in your testimony that these consoli-
dated loans do, in fact, receive considerable subsidies.

Dr. Neubig, in his testimony, said, in effect, and I will para-
phrase this—if I am incorrect, Dr. Neubig, certainly correct me—
that the fees paid by lenders are, in the short term, outweighing
the subsidies, and long-term, that it’s basically a wash.

Are you in agreement with this?

Ms. AsHBY. Well, I am not sure about the wash and the long-
term.

It is true that the fees—and we'’re talking about the annual 1.05
percent, I presume—that the annual fees do reduce the net outflow
to the government and, in that way, reduce the taxpayer’s ultimate
cost. But based on the work we did, we didn’t—we took the Depart-
ment of Education’s numbers, and we looked basically at loans that
were consolidated in fiscal year 2003, and we looked at the dif-
ference between the subsidy cost for those and loans consolidated
the prior year, prior fiscal year.

So I really can’t comment on Dr. Neubig’s study.

Chairman BOEHNER. Ms. Ashby, Dr. Neubig, Dr. Shapiro, do you,
any?of you, disagree with the fact that interest rates are likely to
rise?

Dr. SHAPIRO. No. Certainly not.

Chairman BOEHNER. Dr. Neubig?

Dr. NEUBIG. I guess I don’t take a position, you know, in terms
of what’s going to happen. I guess I am buying inflation index
bonds at the moment, and clearly OMB and CBO both forecast
higher interest rates.

Ms. AsHBY. I am certainly in no position to disagree with the ex-
perts.

Chairman BOEHNER. So we all agree that interest rates are going
to rise, and we know that if interest rates rise, someone has to bear
that risk. Nobody disagrees with that?

So the question is, who should bear the risk? And whether the
loan was made in 2001, 2002, 2003, or, for that matter, 2006, there
is risk that someone has to bear, and there are the three parties
that could bear that risk.

They could be the government, they could be the lender, or they
could be the graduate, the student—not the student, the post-stu-
dent years. Those are the three categories.

Now, it will not be the lenders, because they sell off these, they
are pretty well insulated, and if they are not—if they are exposed
to this risk, they probably will not make the loans. So we can take
them out of the equation pretty quickly.

So now we are down to two parties who are going to bear this
risk. Is it going to be the Federal Government and/or, let’s be hon-
est, the taxpayers, or is it going to be people who have graduated
from college bearing that risk?

Now, for those who have received student loans, let us review the
bidding.

The Federal Government provided them, in many cases, a stu-
dent loan, whether it be subsidized or unsubsidized. In many cases,
we bore the interest for those subsidized loans during the life of



58

that student being in school, or at least deferred the interest for
those unsubsidized loans.

After they are out of school, we provide a 6-month grace period,
where there are no payments required, and if the student wants to,
and has multiple loans with multiple lenders, we allow the student
to consolidate those loans to make one payment.

We also provide for extended repayment in many of those cases,
especially for large loans, over a longer period of time.

Not only has the Federal Government provided all of this while
the student is in school and for a short time after they are at
school, all the way through these guarantees—these are all guaran-
teed loans.

You do not have to apply for them, you do not get rejected, they
are guaranteed, and there is a cost for that guarantee, so we have
subsidized all of this for students until such time as we believe
that most of them are out of school and into the work force.

I guess the question I am asking the panel is, is it fair to expect
the student to bear that risk of what interest rates may be in the
future—that graduate to bear those risks—or should the taxpayers
continue to bear that risk?

Dr. Shapiro?

Dr. SHAPIRO. Well, I just want to note that students bear the risk
if they happen to consolidate when interest rates are high.

That is, there are—the reason that the program has thus far
shown a generally positive cash-flow is because, every year except
one, the consolidation loan rate has been falling. The problems
arise in this program after the rates have fallen and then they
begin to rise again.

So, of course, if you only look at a period in which interest rates
are falling, have been falling, and the consolidation loan rate has
been falling, you’re going to get a kind of rosy scenario.

The fact is, we are subsidizing consolidation loans as well as the
underlying student loans. The fact is that students are not bearing
an even risk today.

When Dr. Neubig said that, based on the CBO interest rate fore-
cast, that moving to a variable rate would double the interest costs
of students who are consolidating today, the implication of that is
that students who consolidate later will be paying double the inter-
est of those today, which is, indeed, what’s happened in the past.

We have the interest burden paid by someone consolidating this
year is one-third the level of the interest payment borne by some-
one who consolidated 6 years ago. So, students are bearing a risk,
depending on when they happen to graduate. In fact, the risk
would be equalized if everyone’s consolidation loan rate were to be
adjusted annually.

Chairman BOEHNER. Dr. Neubig?

Dr. NEUBIG. I guess I do not have a view, in terms of who should
bear the interest rate risk. I guess I think there is the possibility
that it’s more than just a choice between taxpayers and the govern-
ment.

Currently in the residential mortgage market, we have private
sector lenders offering both variable rate and fixed rate 15-year
and 30-year mortgages, and as a result of advances in the mort-
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gage markets, they have been able to, you know, hedge those risks
to people who are willing to accept those risks.

So I think it’s more than just a choice between taxpayers and the
government.

Chairman BOEHNER. Are home mortgages, are those subsidized?
Are they guaranteed?

Dr. NEUBIG. No, they are not, in most cases, but even on the pri-
vate sector side, there are advances in the markets, you know, that
allow some of this interest rate risk to be taken by people who are
willing to accept the risk.

Chairman BOEHNER. The chair recognizes the gentleman from
Michigan.

Mr. KiLDEE. Thank you very much, Mr. Chairman.

We have a vote going on over in the House, and I will have to
leave shortly, as all of us will, but let me ask this, so we can get
this on the record.

For students who will consolidate their loans in the next few
years—and without using your crystal ball, just your own best
guesstimate—would changing consolidation interest rates from a
fixed to a variable rate make student loans more costly for stu-
dents?

Let me start with Dr. Shapiro and go down.

Dr. SHAPIRO. It would make them more costly for students who
consolidated today, and probably less costly for those who consoli-
dated later, when interest rates were high, as interest rates fell
again.

Mr. KiLDEE. Dr. Neubig?

Dr. NEUBIG. Again, based upon the CBO projections, it would in-
crease the cost of students taking out consolidation loans probably
in 2003, 2004, and probably 2005, 2006. At some point, you know,
they will stabilize.

Mr. KiLDEE. Mr. Hamlett?

[No response.]

Mr. KILDEE. You can pass if you want. We do that around here,
too.

Mr. HAMLETT. I'm not really an expert on this particular issue,
so I'm just going to speak from my personal experience. Having a
fixed low interest rate would definitely help me, in particular, and
a lot of other American families.

I think that changing it from a fixed interest to a variable inter-
est rate is going to cost families money, and to me that’s just some-
iching that you wouldn’t want to do to middle to lower income fami-
ies.

Mr. KiLDEE. Ms. Ashby?

Ms. AsHBY. In the simplest case, without considering all the var-
ious factors, and presuming that the experts are right that interest
rates are not likely to go much lower than they are today, and that
they will increase in the future, going to a variable rate will in-
crease the costs for students.

But one of the other factors is the length of time the student
holds that loan, and one of the advantages, for some students any-
way, is a longer payment period, and of course, over a longer pay-
ment period, you're paying more interest over the life of that loan.

Mr. KiLDEE. Thank you, Mr. Chairman.
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I believe I will go over and cast my vote now.

Chairman BOEHNER. Well, we do have several votes on the
House floor, interrupted by 10 minutes worth of debate. I would
suggest that the earliest we would be back here would be about
noon.

So the Committee will stand in recess until about 12.

[Recess.]

Chairman BOEHNER. The Education and the Workforce Com-
mittee will come to order.

Sorry for the delay. Unavoidable, though.

The chair recognizes the gentleman from Wisconsin, Mr. Petri.

Mr. PETRI. Thank you very much.

Thank you all for your testimony, and the work that went into
your prepared statements, as well.

I wonder if it would be possible to explore an area that was hint-
ed at in Dr. Neubig’s recent answer.

We probably—do you agree or disagree that there is a problem
with the consolidation in that there is a mismatch between a long-
term repayment and a short-term number, and in the mortgage
area and others, they peg a long-term block into a longer-term
bond, so that it’s anyone’s guess what interest rates are going to
be, but that guess is not made by the financial institution or the
lender, they lay that off on the market and collect their margin to
stay in business.

Would that be a more appropriate fix of this problem, or what
would the implications of trying to emulate, you know, the student
loan consolidation lock-in area, what is done in the rest of the
world, be?

Borrowers are familiar with the options they have now with refi-
nancing and mortgages and various periods of time.

I don’t know what the average student loan repayment is, but
that wouldn’t be hard to determine. It’s probably somewhere be-
tween—around 10 years, or something like that.

So we could pick a number in the Treasury world and add some
points for overhead or whatever, and let them lock it in at that,
and then, well, it wouldn’t be subsidized by the Treasury or the
taxpayer. We could figure out a way of it being subsidized by an
insurance company or whoever buys the parallel private bond.

Would you care to comment on whether that would be an appro-
priate way to approach this?

Dr. NEUBIG. I think as you identified, there is some
mismatching, you know, between sort of the asset and liability side
in the current program which is causing, you know, the big posi-
tive, big negative, big positive, and there are ways of addressing it
beyond just moving to a variable rate.

Things that are being done in the financial markets are some-
thing that I think the Committee should perhaps explore. I haven’t
analyzed, you know, what those might be, but I think it isn’t just,
you know, a win-lose situation between the Federal taxpayer and
the student.

Mr. PETRI. How would you suggest we go about getting some
help in doing this appropriately? Dr. Shapiro, do you have a com-
ment?
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Dr. SHAPIRO. Well, you know, I do. You know, I think your com-
ment about the mismatch is very apt.

It is—part of what we did in our study was to look at a most
likely, what we considered a most likely case, and then less likely,
and nightmare scenarios—how bad can it get—and there is a
range.

When it gets very bad, it is—and indeed all the costs here arise
out of this mismatch—it is essentially the same problem in form
that we saw in the S&L crisis, and that we saw in the Asian finan-
cial crisis, and that is borrowing short and lending long.

Over interest rate cycles, it might even out if consolidations oc-
curred evenly, but of course, they don’t.

That is, they rise enormously when the rates are very low, in
order to lock in the rate, and that’s what causes this dispropor-
tionate problem. It does go positive, negative, positive, negative,
but the negatives are a lot bigger, because the volume is so much
greater at the low rates than of consolidation than at the high
rates.

Mr. PETRI. Dr. Neubig, did you have a further comment?

Dr. NEUBIG. Well, this is an area I would certainly be eager to
explore, because we do have one solution, but it may not be the op-
timal solution from the point of view of the students and the gov-
ernment and the taxpayer. We are in the business of not just sav-
ing the taxpayer money, but trying to make this a user-friendly
program.

I think people would understand they had to pay a higher rate
for locking in a longer-term mortgage, because they face that every
day in the marketplace, and they can make the choice and decide
what is most appropriate in their own—given their own financial
circumstances, but denying a long-term lock-in to students as one
option seems to me to be giving up something that is beneficial to
a lot of people.

Chairman BOEHNER. The chair recognizes Mr. Andrews.

Mr. ANDREWS. Thank you, Mr. Chairman.

I would like to thank the panel for its patience during our vote.

Mr. Hamlett, let me say you did great, you did not sound nervous
at all, and as a student at the University of Maryland, I am sure
that you are aware of the fact that the reason for the Terrapins’
recent basketball success is because their coach, Gary Williams,
grew up in South Jersey, in my congressional district.

[Laughter.]

Chairman BOEHNER. And trained as a good coach in Ohio.

[Laughter.]

Mr. ANDREWS. Well, Ohio is where you go to train, and New Jer-
sey is where you go to excel.

[Laughter.]

Mr. ANDREWS. That may just cut my time. I am sure that does
not come off my time, Mr. Chairman.

Chairman BOEHNER. If I recall, there are some games this week-
end that we may want to discuss.

[Laughter.]

Mr. ANDREWS. OK. We may discuss, but never wager, because
that is illegal.

Chairman BOEHNER. Not between friends, it is not.
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Mr. ANDREWS. That is true, and that would be a legal wager
based on that principle.

I very much appreciate the witnesses’ testimony on this very
complicated subject.

Ms. Ashby, I had a chance to read the GAO report that you
wrote, or led the authorship of. As usual, it was exceptionally excel-
lent from the GAO. I wanted to ask you to characterize a couple
of conclusions that I think I drew.

Is it accurate to say from your report that people who consolidate
their loans as a whole are higher-income, when compared to the
student lending population generally? Is that correct?

Ms. AsHBY. Well, we are looking at consolidators versus non-
consolidators.

Mr. ANDREWS. Right.

Ms. AsHBY. So yes, those who consolidated their loans tended to
be higher income.

Mr. ANDREWS. I think I read that 39 percent of the consolidators
had incomes in excess of $50,000 a year. That is in your report?

Ms. AsHBY. I don’t have the numbers, but my colleague is saying
yes.

Mr. ANDREWS. The other thing I think I read in your report is
that consolidators are more likely to be people that went to grad-
uate school than people who did not, relative to the rest of the
lending population.

Ms. AsHBY. For consolidators, a larger percentage, yes, had gone
to graduate or professional schools.

Mr. ANDREWS. I believe it was 28 percent had done some grad-
uate school borrowing, as compared to 12 percent of the non-
consolidators, if I read the report correctly. So that’s a fair charac-
terization of the people who were consolidating.

If I were writing the budget resolution, which I am not, I would
have a very different set of choices here.

I would not have a tax cut nearly as big as the one that we have,
and I would choose to fund a very liberal consolidation program, as
well as significant increases in support for students who are in
school, and if that were the budget resolution before us, that’s what
I would do. It isn’t.

Realistically, the choice in front of us is what to do with very
scarce mandatory spending higher education dollars, and I particu-
larly want to focus on that choice with respect to minority students
and the consequences of the choice we have between liberal consoli-
dation and other choices that we might make.

Dr. Shapiro, first of all, I appreciate the great work you did in
the Clinton administration over all those years, and I wonder, do
you have a number on your projected cost over the 5-year future
that we're legislating for for the present consolidation regime?

In other words, if we didn’t change it, just left it where it was,
how much do you think that costs the Federal Treasury?

Dr. SHAPIRO. Well, we have an estimate of the lifetime cost of
loans which we believe will be consolidated over the following 7
years, and that estimate is about $21 billion.

Mr. ANDREWS. About $21 billion.
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Is it accurate to say that if we made a change to variable rate
consolidation, if, that most of that $21 billion would then, in effect,
be saved, would be recaptured?

Dr. SHAPIRO. The majority, and it would depend on how you de-
signed the variable rate program.

Depending on how you designed it and how you adjusted the fees
paid by consolidators, you could go anywhere from a system which
converted it all to savings to one which converted part of it to sav-
ings.

Mr. ANDREWS. If, as I suspect, we are in a position where we
have to design a bill that is budget-neutral, that doesn’t increase
mandatory outlays for higher education, in effect that gives us a
pool of money somewhere short of $21 billion that we could look at
spending by making the reduction in outlays, which could be offset
by an increase in outlays, one of the increases in outlays I would
be interested in would be an abolition of the origination fees that
students pay.

Mr. Hamlett, you have done some extensive borrowing. You are
aware of the fact that there is a 3 percent origination fee each time
you borrow a student loan that you tack on, which is a lot of
money.

I did some research on origination fees, looking at subsidized
loans, and one of the striking statistics is that 86.8 percent of Afri-
can American students get a subsidized loan, and 86.8 percent of
Hispanic students get a subsidized loan; so one of the consequences
of eliminating origination fees is, it would have a substantially
positive impact for minority students who are in school.

Dr. Shapiro, would you agree or disagree with that characteriza-
tion?

Dr. SHAPIRO. I would absolutely agree with that.

It is—there are—the student loan consolidation program does not
affect all kinds of students equally.

It is—consolidators tend to be people with larger student debt, as
GAO established. They tend to be people who have gone to grad-
uate school, because those are the ones who pile up the largest
debt.

The average debt of the current stock of consolidated loans,
which includes loans which have been half paid off, for example,
is $22,000. That is greater than the maximum an undergraduate
could borrow under the FFELP program.

Mr. ANDREWS. In the difficult choices the Committee faces, and
there are no easy answers to this, one of the things I'm going to
be looking for and paying attention to is which expenditure of these
scarce dollars does the most to help moderate income students gen-
erally, minority students who have traditionally not had the access
that other people have had to higher education.

I favor the abolition of origination fees. I favor the expansion of
income-contingent and income-sensitive repayments, so that stu-
dents like Mr. Hamlett, who may want to take a career in public
service, would not be penalized for doing so, and frankly, I also
think we have to look at higher loan limits as a way to help people
bridge the gap between the shortfall in Pell aid and the realities
of rising tuition.
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You know, again, in a world that I would create, we could do
both that and very liberal consolidation, but in a world where we
have to choose how to allocate the scarce dollars, I think those are
issues that we have to focus on.

Thank you, Mr. Chairman.

Chairman BOEHNER. The chair recognizes the gentleman from
Michigan, Mr. Hoekstra.

Mr. HOEKSTRA. Thank you, Mr. Chairman.

I have a statement I would like to just submit for the record.

Chairman BOEHNER. Without objection.

[The prepared statement of Mr. Hoekstra follows:]

Statement of Hon. Pete Hoekstra, a Representative in Congress from the
State of Michigan

Mr. Chairman, I want to thank you for convening this hearing today. The issue
of a strong loan consolidation program has been very important to me for many
years. We should make no mistake; federal loan consolidation is an essential tool
for making higher education more affordable for students. It is a program with prov-
en results for students.

As we've heard from our witnesses today, federal consolidation loans allow recent
graduates to refinance their multiple underlying student loans into a single, fixed
rate loan with a lower monthly payment. The federal student loan consolidation pro-
%ram(li benefits borrowers in all walks of life, and public support for this program is

road.

With the cost of higher education growing, today’s college students graduate with
an average student loan debt 66% greater than 6 years ago. The problem can be
even more acute for those completing postgraduate and professional programs,
many of whom graduate with debt in excess of $100,000. As a result, a significant
number of graduates at all levels see their debt as unmanageable, and consequently,
as imposing limits on their career choices. A more manageable monthly repayment
obligation is an important factor both in opening up those choices and in averting
student loan default. Loan consolidation is especially essential in removing the bar-
riers that student loan debt presents to those college and professional school grad-
uates who want to work in the public and non-profit sectors of the economy. It is
noteworthy that nurses and teachers combined were the largest group taking advan-
tage of loan consolidation during the last 5 years.

The widely popular federal student loan consolidation program (utilized last year
by more than 726,000 student borrowers) has proven beneficial to the federal gov-
ernment as well. In the last fiscal year, the 0.5% lender-paid origination fee on con-
solidation loans generated $210 million to the federal government. Consolidation
lenders are also required to pay a 1.05% portfolio fee/tax each year to the federal
government on the outstanding principal of all consolidation loans held by the lend-
er. That is, each outstanding consolidation loan generates a lender-paid fee each
year to the federal government. This fee does not apply to other student loans. Over
the past 7 years, the revenue to the federal treasury from these origination and
portfolio fees has totaled nearly 2 billion dollars.

Fixed rate consolidation loans work for student borrowers. We should not attempt
to change the program to variable rates without seriously considering the impact
of this change on students. It is imperative that the loan consolidation program be
preserved and expanded as a vital element in graduates’ efforts to cope with student
loan debt. I thank the Chairman for this hearing and pledge during our Reauthor-
ization of the Higher Education Act to work closely with the Chairman and my
Committee Colleagues to ensure that the Committee’s legislation includes a strong
federal student loan consolidation program.

Mr. HOEKSTRA. I want to build off a little bit of what Mr. Petri
was talking about.

Why couldn’t student loans be worked much like you work the
home mortgage?

For somebody who is willing to take the risk, you get a variable
rate mortgage. For those who, you know, want a lower interest
fixed rate, they may go to a 15-year, and for somebody else they
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go to a 30-year. Why couldn’t the same kind of formula plan be put
in place for student loans?

For anybody on the panel.

Yes.

Dr. SHAPIRO. You could, Congressman. It would maximize the
budgetary costs.

Mr. HOEKSTRA. Why would it maximize the budgetary costs?

Dr. SHAPIRO. People consolidating at a time of high rates would
choose variable rates, which would reduce their payments as inter-
est rates came down, and those consolidating in a low interest rate
environment would pick fixed rates.

Mr. HOEKSTRA. I do not think you are understanding what the—

Dr. SHAPIRO. OK.

Mr. HOEKSTRA. I mean, if you consolidated a low interest rate,
where it says, “This will be your interest rate for 7 years,” it is not
going to be adjusted. My 15-year mortgage at home is not adjusted
every year.

So that then becomes the fact of life for the person who is loan-
ing the money, that you have agreed to the loan at this rate for
15 years.

Dr. SHAPIRO. Right.

Mr. HOEKSTRA. So why would that maximize the cost to the Fed-
eral Government? It would no longer cover the difference.

Dr. SHAPIRO. Where the Federal Government would no longer
cover—if the interest rates go up, the payments to the lenders rise
with interest rates. Whether or not—

Mr. HOEKSTRA. No, that is not what I am saying. They would not
rise to the lender.

Dr. SHAPIRO. Oh. Well, then I think you would have—I do not
know. I would guess that you would have some difficulty getting
private lenders into this market.

Mr. HOEKSTRA. Why? I mean, you do not have trouble getting
people into the mortgage market.

Dr. SHAPIRO. Yes, but students have traditionally, typically, very
few assets—

Mr. HOEKSTRA. But it is a Federal guarantee.

Dr. SHAPIRO. —no salary history. They are not good credit risks,
which is why, in the private market—which is why we subsidize
it in a public market.

Mr. HOEKSTRA. But I mean, it is still a guaranteed loan, in terms
of for the principal.

Chairman BOEHNER. If the gentleman would yield?

Mr. HOEKSTRA. Yes.

Chairman BOEHNER. Think about it this way.

We would still have the guarantee for the lenders, the guarantee,
but if the variable rate or the fixed rate floated at market levels,
it would seem to me it would take away the risk in the market-
place, and the lender could choose.

Is there a way that that would work?

Now, Ms. Ashby, maybe you could shed some light on this.

Ms. AsHBY. Well, I am speculating, of course, because no one has
done a study of this, as far as I know.

I don’t know. I mean, it is possible that it would work if lenders,
as Dr. Shapiro said, if there were lenders that were willing to ac-
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cept such a system, and to make it clear, there would be no guar-
anteed lender yield, then.

Is that what you are saying, that there would be the government
guarantee as we currently have, but no guaranteed lender yield for
the FFELP program?

I don’t know. It is possible that this might work.

Mr. HOEKSTRA. I mean, what happens in mortgages is, you know,
you shift the risk, and if we’re interested in shifting the risk from
the Federal Government, this is one way of doing it.

Ms. AsHBY. Then lenders would—yes. I mean, currently the tax-
payer or the Federal Government is the only group that has risk,
really.

Students with the current low interest rates have very little risk,
since it is very unlikely the rates will go lower, and lenders bear
alnllgst no risk, because of the guarantee and their guaranteed
yield—

Mr. HOEKSTRA. Right.

Ms. AsHBY.—and the guarantee of repayment, so it might shift
the distribution somewhat.

Dr. NEUBIG. I think, Congressman, that you have a number of
different policy instruments or variables that you could make ad-
justments to that might mitigate some of the risk.

I guess, looking over the last 16 years, we found that the current
fixed rate of consolidation loans probably is cost-neutral, and the
reason is because there is also a lender fee that offsets that.

Now, I thought I heard you perhaps suggesting that in the resi-
dential mortgage market, people who take out a fixed rate mort-
gage currently do pay maybe 100 basis points more than someone
taking out a variable rate.

Mr. HOEKSTRA. Right.

Dr. NEUBIG. Currently, you know, consolidation loans only have
the option of a single fixed rate, and it’s exactly the same, other
than the one-eighth of a percent rounding up, to the variable Staf-
ford loan.

So I think both in terms of the rates and also, you know, the fee,
you have got to factor those into the analysis and the options that
you have, in terms of trying to make improvements to the program.

Mr. HOEKSTRA. Yes, but I am—yes.

I think the bottom line is, you could go to some type of more
market-based access for the dollars, and students at that point in
time, depending on what lenders made available, you know, they
could at that point in time choose whether they wanted to go vari-
able rate or whether they wanted to go to a fixed rate for a certain
period of time.

Chairman BOEHNER. The gentleman’s time has expired.

Mr. HOEKSTRA. Thank you, Mr. Chairman.

Chairman BOEHNER. Mr. Miller?

Oh, Mr. Tierney is recognized for 5 minutes.

Mr. TIERNEY. I am happy to yield to the Ranking Member, if he
wants.

Thank you, Mr. Chairman.

You know, I listened to all of the conversation, and it seems that
the only choice that is being presented is to cut the support for sub-
sidies and increase the cost for students that graduate so that now
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we will have, you know, students that graduate paying enormously
higher loan rates on their loans over a period of time, as well as
having difficulty having children or students fund their way
through college to begin with.

This is a fairly profitable area. I mean, look at Sallie Mae, who
deals primarily in student loans. They are a pretty big bank, and
they make a lot of money.

So I am wondering a little bit why we do not look at the element
of dealing with the people that are making the money as lenders,
why aren’t we looking at their aspect of this, so that perhaps there
is money to be had there from the situation, instead of just cutting
the subsidies.

What do people think about that, going at that end of it?

We can start—anybody that wants to step forward, we can start
from right to left or left to right.

Sir?

Dr. NEUBIG. Well, I guess looking over the last 16 years, the
lenciier-paid fees roughly equal the special allowance payments,
and—

Mr. TIERNEY. The special what payments? I'm sorry?

c{)r. NEUBIG. The special allowance payments, the interest sub-
sidy.

So over the long term, there are lender-paid fees, and that has
been profitable to the U.S. Treasury for the last 8 years and will
be, you know, profitable probably for the next two or 3 years. It has
sort of averaged out over the cycles.

So they already—you know, there is a potential risk, but part of
the interest rate risk is that interest rates are unlikely to go up
to double-digit levels for extended periods of time.

They might go up for—they did go up during the oil shocks of
1973 and 1979, but it looks like the current program, with its lend-
er fees, does get payments that are offsetting the interest subsidies.

Mr. TIERNEY. Wouldn’t we want to move in a direction to make
sure that that is ensured as we go forward, and not run the risk
of having that fall into a contrary situation?

Dr. NEUBIG. I guess part of the question is we are using the CBO
interest rate projections in terms of looking at the future for the
next 5 years, and looking at it over the life of the loans.

You know, if you think that things are going to get, you know,
much worse than what CBO and OMB are predicting, then perhaps
you should consider some additional things, but a lot of other
things will get enormously worse if we have, you know, double-digit
short-term interest rates for, you know, the next, you know, 15 or
20 years.

Ms. AsHBY. As the discussion always gets around to in this area,
it depends on what you believe will happen to interest rates and
what assumptions you make about various payments and what’s
likely to happen.

Given what you have proposed, assuming that lenders would still
be—and assuming that we continue with two programs, the direct
loan and a guaranteed loan program—that lenders would be will-
ing to loan money to students and their parents in the market
without, either without a guaranteed yield or with a guaranteed
yield that is somewhat different than the current one, and that is—
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Mr. TIERNEY. Well, given how profitable they are, I think it is a
pretty fair assumption that they will continue in the game.

Ms. AsHBY. Well, that is the issue, and the work we did, of
course, did not address this directly because we were not looking
at that.

But we certainly, in recommending that the Department do an
assessment of the consolidation programs, that is certainly an op-
tion and something that should be considered.

Mr. TIERNEY. Well, I mean, why hasn’t anybody looked at that,
I guess?

We are sitting here, we are testifying here today. It seems to me
that that would be an area that we would hone in on. This is a
profitable area.

We have one of the largest bank institutions in the world doing
primarily this type of loan, and no matter how much people want
to complain that it’s a bad deal, it seems to be a pretty good deal,
so it seems to me that we would look at that and talk about what
could be done there.

If they are not willing to do it, then we could do direct loans, but
my feeling is there will be more than enough people lining up for
this market. Everybody is just doing what businesses do, trying to
make sure they get as much profit as possible.

Mr. MILLER. Will the gentleman yield?

Mr. TIERNEY. I will yield.

Mr. MILLER. Just on that point and Mr. Hoekstra’s point earlier,
there have been a number of suggestions—I am sorry, I have been
in and out of this hearing.

But in the time I have been here, there have been a number of
suggestions from different members about, isn’t there a way that
the students could have more choice, or they could—this thing
could look more like the mortgage market.

But what is before us, I guess, is sort of a suggestion that we
are going to take this program and we are going to convert it to
a variable rate program, and we are going to go on about our busi-
ness, and there will be some huge savings, and that would be con-
verted to help other students as opposed to the graduating stu-
dents.

I am kind of struck each time these questions get asked.

Ms. Ashby, you keep suggesting we really do not know, because
we have not looked at the particulars of the impact of this over a
period of time.

You can tell us what has happened historically, but if you were
to change the mix, the suggestion is that there are only two groups
of people here. You can shift the cost between those in school and
those out of school, and somehow that is the choice—or the tax-
payer.

But there is also, as Mr. Tierney pointed out, there is the ques-
tion of the fee structure. Should that be modified or not modified?

It’s modified so a student can have a choice and make those deci-
sions and decide, based upon what they think their career opportu-
nities are going to be, or what their immediate lifestyle. They can
take a choice. One might be higher than another, one fee might be
different than the other. I do not know.
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All T see is, I think the group of lenders are saying, “We want
to hold onto this the way it is, and it will not work any other way.”

Well, you are just deciding to dump thousands of dollars of addi-
tional interest cost on the backs of people, depending on where they
show up, which is a decision they do not make.

That, you know, that is not just a “Well, I am out of school now,
so now I am going to make a fresh decision,” when people look at,
“Am I going to school, what is my lifetime cost, what is my lifetime
opportunity, what is my lifetime revenues, does this make sense for
me?”

So to pretend like these are two different audiences, these are
just the same people at a different place in their life, and they have
got to make those adjustments.

We spend a huge amount of time here talking about forgiving
loans to people because they can’t make choices to become police-
men, firemen, teachers, nurses, and what have you—we really do
not do that, we talk about it more than we do it—but we recognize
that the cost of paying off loans impacts people’s decisions and
works against the public interest.

So why is it we are just now, without a lot of evidence, sug-
gesting we are just going to throw this onto these people after they
graduate?

And I think the answer is, we do not know. Maybe we should be
asking the department or somebody else.

I mean, we sort of have dueling studies here, both of which each
side can raise questions about, but we ought to be asking some-
thing else before we decide we are going to saddle these students
with, with apparently very little notice, that all the sudden the cost
of their education could increase dramatically.

As you pointed out, you are buying interest index bonds. You
know, somebody thinks this is going in the other direction, and so
their costs are going up. They have already incurred the debt. We
are now just restructuring what the cost of that debt is going to
be to them.

I think we ought to know a lot more about this before we just
dive off this cliff and we start ruling out who is a participant and
who is not a participant. We do not know enough about this, at
least from what I see, in terms of the questions from the members.

Maybe you do, and maybe I am wrong, but it seems to me the
answers keep coming back from that side of the table, “We need
more information. We would have to know more about this if you
want to structure it this way or not.”

That is a comment, you do not have to respond to it, but I think
this hearing has pointed out a real dearth of information here that
could be helpful to the members.

Chairman BOEHNER. The chair recognizes the gentleman from
California, Mr. McKeon.

Mr. McKEON. Thank you, Mr. Chairman.

Actually, the students that graduate this year, probably when
they started school four or 5 years ago, were looking at an 8 per-
cent interest rate. Now they are looking at a much lower interest
rate. So this varies with time and with the cycle of lending and bor-
rowing.
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Back to that mortgage comparison again. I think we need to clar-
ify that a little bit.

If you tried to compare a student loan with a—that is a sub-
sidized loan that is a government loan, for the most part—with a
mortgage that really is free market, I mean, any of us can go out
at any time and refinance our mortgage.

We might have to pay points, depending on what we get, and we
could get a fixed rate or we could get a variable rate, and again,
that would vary. There are all kinds of options, but there is no gov-
ernment subsidy on any of that.

Now, when we talk about a student that graduates and then
wants to refinance or consolidate his loan, then it just seems like
there is not much of a comparison there.

Can you address that?

Dr. SHAPIRO. Well, the reason the comparison is hard to make is
that the interest rate, the fixed interest rate for consolidated loans
is not set by the market, it is set by the government, it is set by
law, and then there is, in addition, a guarantee and a subsidy built
into that rate.

Mr. McKEON. It has a rate and it has a top that it cannot—

Dr. SHAPIRO. Yes.

So that if I understood the proposal which was described 10 min-
utes ago by your colleague, sir, that you would have a choice of a
fixed or a variable rate, but that the subsidy to the lender for the
fixed rate would be reduced or eliminated, then the lender would
simply charge the borrower a higher fixed rate.

Mr. McKEON. I am not sure I understood that, either. I do not
think he was—I cannot speak for him, but I do not think he meant
to eliminate the subsidy, but if you eliminate the subsidy, then you
are just going out and refinancing your loan on the open market.

Dr. SHAPIRO. Right. Then it is a market.

Mr. McKEON. And then—

Chairman BOEHNER. Will the gentleman yield?

Do not forget, there is a guarantee here. There is a guarantee on
the part of the government to the lender that they are going to get
paid. Now, that is worth something.

Mr. McKEON. Yes, but what I was getting at is, if you eliminate
that guarantee, then you should be able to, you know, go to the
open market and refinance your loan; and I don’t think anybody
has any quarrel with that. It is where you want to refinance that
loan and keep the guarantee and keep the lower rate.

In other words, then the government and the taxpayers are left
on the hook for that cost.

Dr. SHAPIRO. We can certainly provide the guarantee and the
subsidy and a very, very low fixed rate. There is no way to provide
that without it having significant cost consequences.

I do want to make one point, and that is that—one additional
point.

We have not really been through a full interest rate cycle with
the consolidation program. We have only been—we have—with 1
year of the last 8 years, the rate has been consistently falling, so
we have not had the experience yet of what happens when you
have very large rates of consolidation at very low rates, what hap-
pens when the rates rise.
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So when the—I guess I do not agree that we have seen that
there is a wash over the cycle, because we have not had the whole
cycle. We are about to enter it over the next three to 4 years.

Mr. McKEON. That was a question I wanted to ask Dr. Neubig.

We have had—the chart that we had up here from GAO showed
that as the interest rates have gone down, consolidation has been
really a big thing these last couple of years, and I was wondering
how you can guarantee these numbers going out into the future.

Say that it is going to cost the government a lot in the next cou-
ple of years, but then it will change. I guess that is what you were
talking about, Dr. Shapiro, about we have not gone through that
cycle and we really do not know how these numbers are going to
be until we complete that cycle.

Dr. NEUBIG. I definitely cannot guarantee these numbers.

I can tell you that they are based on the, you know, volume fore-
casts of the consolidation loans, you know, from the Department of
Education and the CBO’s interest rate projections, and so it is
linked to what the government is assuming, and those assumptions
affect a lot of other programs besides the Consolidation Loan Pro-
gram.

This is sort of the best estimate, based upon the CBO interest
projections. Clearly, interest rates do fluctuate, and CBO does keep
their rates stable at historical levels out beyond 2010, 2011, and we
know that they are going to bounce around.

I guess, you know, part of a sensitivity analysis is showing not
only what happens on the upside, or the bad news, but also what
would happen on the downside, the good news, and there is sort
of a 50 percent chance that things would go worse than the CBO
projects and a 50 percent chance things would go better than CBO
projects, and so these numbers going out into the future might be
both too low, if things go south on us, or, you know, the cost might
be too high, you know, for these current loans if interest rates were
to stay at rates below what CBO is projecting.

And you know, there are some forces in the economy, in terms
of, you know, concern about deflation, that might make the, you
know, interest rates be lower than what CBO—

Mr. McKEON. Wouldn’t that argument lend itself, then, to go to
a variable rate, which would fluctuate with those changes?

Dr. NEUBIG. Well, that is one of the possibilities that you have.

Chairman BOEHNER. The chair recognizes Mr. Miller.

Mr. MILLER. Thank you, Mr. Chairman.

Ms. Ashby, in your testimony on if you consolidate through the
direct student loan program, that we earn—what is it, for every
$100 the government earns $1.12, or something? Is that right?

Ms. AsHBY. Yes. We did have an example in the testimony. I
have to look at it to get the exact numbers. Are you referring to
Table 2 in our testimony?

Mr. MILLER. I had it here, but I do not have it.

Ms. AsHBY. And we have updated the numbers in the testimony,
so they will be slightly different than what is in the report.

Mr. MILLER. Are we better off directing students to consolidate
through the direct program?

Ms. ASHBY. Are we better off in terms of the taxpayer, the gov-
ernment? Well, as with everything else, it depends on what is going



72

to happen with interest rates. It looks like today we are, but de-
pending on what happens in the future, in terms of—and with the
direct loan program, there are a number of variables. There is the
rate that the government pays to borrow from the Treasury. There
is the rate that is charged to students.

I cannot give you a definitive answer on that. It would depend
on what happens with these various rates and how much the inter-
est spread is, and so forth. But with this example, yes, $1.22 is
lower than $1.59, but this is only for one cohort at one point in
time.

Mr. MILLER. You are saying that to read your information cor-
rectly, again, we have to know a lot more about the various move-
able parts in terms of the cost of borrowing money, and the rest
of that?

Ms. AsHBY. Correct.

Mr. MILLER. But potentially, in some environments, interest rate
environments, it would appear that it is better for the taxpayer to
have people consolidate through the direct program?

Ms. AsHBY. Well, given the current interest rates and what the
rate was to borrow from Treasury at the time that these numbers
were calculated—and this is based on a Department of Education
re-estimate, we should have a report in October—that would ap-
pear to be true, but as I said, the volume of loans makes a dif-
ierence. There are at least two interest rates that come into play

ere.

So there is not a definitive answer to your question.

Mr. MiLLER. No, and I appreciate that.

I think that is part of the point I am trying to make here, is that
to make this single sort of dramatic shift, I am just not convinced
that we have the evidence that suggests that that is the—that that
should be done without further examination of what truly makes
sense for all the parties involved.

We are each presenting the scenario from one point of view, say-
ing, “This is kind of the good way to go, based upon our needs here
and our needs here.”

But I think at some point the policymaker has got to kind of look
at all the parties and play out a number of different scenarios. If
low interest rates continue for a decade, or if the interest rates
move back to—if they tend back to norm, I guess which they will
over various periods of time, you would want to know that.

Ms. AsHBY. That’s right, and that is why we recommended that
the Department do an assessment of the consolidated loan pro-
gram—

Mr. MILLER. We are getting the bill ahead of the assessment a
little bit here. That is my problem.

Thank you.

Chairman BOEHNER. The chair recognizes the gentleman from
Florida, Mr. Keller.

Mr. KELLER. Thank you, Mr. Chairman.

I kind of watch this debate as sort of like an umpire here. I don’t
have a dog in this fight. I have kind of dedicated myself on this
Committee to focusing on Pell Grant-related issues, and after read-
ing your complicated testimony, I think I am going to stay with the
Pell Grant-related issues.
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[Laughter.]

Mr. KELLER. But as I sit here as sort of a layman, I kind of see
three issues from where I sit.

One, do we allow consolidation or not? Two, if so, should it be
fixed or variable? And three, will there be a second bite of the
apple through reconsolidation?

And to tell you my two cents analysis, having sat through this—
and I do not pretend it to be worth that—on the first issue, do we
allow consolidation, I know that there is some powerful interest
against it. I am near certain that we are going to allow consolida-
tion. That is just too valuable a tool.

As someone who is in his thirties and not that far removed from
college and law school, I remember how valuable a tool that is to
be able to take various diverse loans and put them into one source
and extend the payments. That is really helpful to a young person
when you are first coming out of college, when you can least afford
it. So that is going to happen.

We are not going to—I can’t imagine, I am not leadership here,
but I cannot imagine that we are not going to allow consolidation.

The second issue, fixed versus variable, if I was sitting where
Mr. Hamlett is and someone told me the choices between a long-
term fixed rate or an unlimited variable rate, I of course would say
essentially what he said. I would like the long-term fixed rate. On
the surface, that seems to be the best thing.

But I think what we are looking at is the scenario on the vari-
able side, where you would give young people the benefit of the low
variable rates. Like right now, they are at 3.42 percent, but you
would cap their exposure at, like, 8.25 percent, so you are never
going to pay the super jacked-up rate.

If you look at, in fact, what the law is, that effective 2006 the
fixed rates are going to go to 6.8 percent, and you are faced with
6.8 percent versus the variable rate of 3.42 percent with a cap
slightly above the 6.8 percent, you may well be better off with a
variable rate.

So I do not know what we are going to do there, but I am pretty
sure it is going to be in the strike zone. Either we are going to give
you a pretty good fixed rate, or we are not going to expose you to
unlimited rates, we are going to cap it at some amount.

On the reconsolidation, the second bite of the apple, I do not
know what the Committee is going to do there, but even if the
Committee does not allow the second bite of the apple on reconsoli-
dation, you still have the option to go to your private sources.

If you have a home, you may be better off getting a home equity
loan and paying off that student loan so you can write off your
home equity loan.

So I think there is good news, no matter what we do for students
here in the future. I am not pessimistic at all. But again, I look
at this as sort of an amateur here.

Let me start with you, Dr. Shapiro.

Isn’t it the current situation that we are set to go to a fixed rate,
effective 2006, of 6.8 percent?

Dr. SHAPIRO. We are set to go to a cap. That is not a—that is
the capped rate, not the—yes, as I understand it.
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Chairman BOEHNER. Well, that is in a basic program he is refer-
ring to.

Mr. KELLER. Yes.

Dr. SHAPIRO. Right.

Mr. KELLER. The basic loan, yes, of 6.8 percent.

So if you were a student and you had to choose between a vari-
able rate of essentially half that versus the 6.8 percent cap, there
could be scenarios where it is beneficial to go with a variable rate.
Is that right?

Dr. SHAPIRO. Yes, certainly.

Mr. KELLER. Dr. Neubig, I know you have had kind of competing
reports.

What is your opinion on that same question?

Dr. NEUBIG. My understanding of the 6.8 percent fixed rate is
that that would be for loans that are taken out in 2006—

Mr. KELLER. Right.

Dr. NEUBIG.—and beyond. If someone is taking out a loan in
2003, you know, they are—or in 2004—they are going to lock in the
3.5 percent, you know, for the life of that loan, and it is only if they
take out a loan after 2006 that it would be 6.8 percent.

Mr. KELLER. Well, as I understood your testimony, it is essen-
tially you believe it’s better for the existing graduates now to go
with a long-term fixed rate, that they would save more money than
if you switched to variable, but my question to you, what about the
students who graduate or who are in college after 2006?

If they were faced with the fixed rate of 6.8 percent versus what-
ever the market is for variable rates—and at 3.42 now—wouldn’t
there be scenarios that they would be better off with a variable
rate, provided there is a cap?

Dr. NEUBIG. We are definitely seeing CBO interest rate projec-
tions, the variable rate would be very close to the 6.8 percent in
2006 and beyond.

Mr. KELLER. OK. Mr. Chairman, I will yield back.

Chairman BOEHNER. The chair recognizes the gentleman from
Oregon, Mr. Wu.

Mr. Wu. Thank you very much, Mr. Chairman.

I am going to make a couple of general comments, probably in-
quiring as much of the Chairman and the staff as of our witnesses.

We perhaps—or I, perhaps—along with others had, you know,
brought up a concept of permitting variable rates under certain
scenarios, partially to address inequities going forward, and par-
tially to address inequities looking backward, and so like Mr. Kel-
ler referred to, in multiple bites of the apples and in reconsolida-
tion, and the desire was to eliminate or to permit people who had
consolidated once at high interest rates to reconsolidate, and to re-
consolidate perhaps multiple times, and as a quid pro quo for that
reconsolidation, to reconsolidate at a variable rate to reduce the
cost to the Federal taxpayer going forward.

Sitting where I am today, I do not know if this reconsolidation
or potential multiple reconsolidation concept is on life support, or
beyond consideration.

Chairman BOEHNER. Will the gentleman yield?

Mr. Wu. I certainly would.
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Chairman BOEHNER. It is deader than a doornail, and let me ex-
plain why.

We allowed people who had consolidated their loans to make that
choice, to consolidate them at a fixed rate, and they made that de-
cision based on their own economic viability.

Now that paper is issued. It is out there in the marketplace, at
some rate, you know?

We've got a staffer over here who did hers at 9 percent. She
would probably like to have—sorry, Kathleen—she would probably
like to have another bite at the apple at 3.42 percent, but she made
that election herself. But somebody holds that paper.

Now, when you talk about reconsolidation at a lower rate—fixed
rate, market rate, pick your rate—somebody loses, somebody. Ei-
ther we stick the investor, who has loaned the money to the loan
program, we stick it to the lender, or we stick it to the taxpayer.
Those are the three options, and I, frankly, do not understand why.

If you look at your proposal, $6 billion, $8 billion, $10 billion cost,
who is going to pay that?

I do not think we want the lenders to do it, because if they do,
guess what? They are not going to loan money to the program. We
will run them away. I do not think we want to stick the taxpayers
with that.

And the fact is that those graduates made those choices when,
in fact, they took out their consolidation loan.

Probably another argument why we ought to be looking at some-
thing more like a variable rate is, because if we had had a variable
rate over the last eight or 9 years we would not have this problem
with people making an election to consolidate at 9 percent, 8 per-
cent, et cetera.

Mr. Wu. Well, reclaiming my time, Mr. Chairman. The proposal
we had would have substantially—first of all, we have not been
able to get an accurate scoring, so I do not know how much it costs,
and I am not sure that anyone does, but with the origination fees
and reconsolidating at a variable rate, all of that was intended to
reduce the cost of reconsolidation, and the variable had a cap on
it of 6.8 percent.

We are looking at a proposal today of a cap which is higher than
that, and part of the argument for having this variable rate is to
prevent inequity by cohort, depending on when you fixed, and if
you permit a variable rate instead, then you eliminate that in-
equality by cohort, by when you fixed, and I, as one member, would
find it more appealing to try to fix the future inequality, while at
the same time addressing some of the past inequality, based on
when someone chose to consolidate that one time, and perhaps if
your staffer at 9 percent wants to move over to this side of the
aisle, she would be very, very welcome.

Chairman BOEHNER. Would the gentleman yield?

Mr. Wu. Yes, absolutely.

Chairman BOEHNER. I appreciate the gentleman yielding.

And the way your proposal is structured to allow for a reconsoli-
dation—or we will call it a second bite at the apple—and going to
a variable rate, the variable rate part of it I think makes a great
deal of sense.
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The problem is—you have got two problems. You have got there
is a cost associated with it, and I would suggest to you there is a
reail cost, you know, the paper that is out there and who is going
to lose.

Secondly—and I think maybe even the bigger cost you cannot
quite calculate—and that is the undermining of the paper for the
student loan program in itself. If you look at the student loan pro-
gram and the capital that comes to it, it is a very thin market, as
opposed to home mortgages. There are very few players out there
that are—I am talking about investors—that bring capital into this
loan program, and frankly, we are dependent upon that capital in
order to lend out to students.

Over the last two higher ed reauthorizations, there were serious
cuts in fees and yields to lenders. There was a lot of money saved
going after the lenders and after the servicers in order to spend it
somewhere else.

I have to tell you, I have grave concerns. It came up earlier about
going after lender yields. I think Mr. Miller brought up the subject.

You don’t see people clamoring to get into this business. As a
matter of fact, since the last reauthorization, you have seen an
awful lot of people leave. You have seen an awful lot of origina-
tors—originators, people who originate loans—leaving the system.
Of course, there are a lot of people in the consolidation business
there today. But we have to be concerned about undermining the
very paper, or the very foundation of the loan program, and that
is the real huge under-estimated cost of reconsolidation.

I have to tell you, I have looked at—I have been looking for 2
years, trying to find a way to deal with reconsolidation. Now, I
have not found one. I have not found one that does not cost billions
aniil billions of dollars. As a result, really, I am kind of at a stand-
still.

Now again, I said this earlier, but let us go back to who these
people are. These are the people that we guaranteed them a loan,
guaranteed. There is a cost associated there.

It could have been a guaranteed subsidized loan, where we ate
the interest for four or 5 years, or at least we deferred the interest
for four or 5 years.

We gave them a deferment after they were out of school for 6
months. We gave them a chance to extend their payments based
on their income. We gave them a chance to consolidate, if they
wanted to. And now we are suggested THAT maybe we want to
give them another bite at the apple.

My question is, what is fair?

If we are going to spend a lot of money at the back end of this
program to reconsolidate at the expense of poor kids and moderate
income kids who are trying to get into school, you know, as a public
policymaker I would suggest that that does not seem to be fair, and
as you all know, what we are trying to do here is to find a fair bal-
ance for students and those who are out of school. It is a tough
choice. Go ahead.

Mr. Wu. Mr. Chairman, reclaiming my time.

We have tried to propose this in a workable, responsible way,
which holds costs down as much as possible to the taxpayer with
a sense that that is ultimately where the cost is going to go. That
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is why the origination fee is there, that is why the proposal is made
with a variable rate and with a cap.

If we wanted to take a further step toward limiting the cost of
reconsolidation or multiple reconsolidations, another concept that
we could put on the table is limiting the multiple reconsolidations
to those who have loans above a certain interest rate.

My understanding is that those cohorts are relatively small—
that is, those people who have a big difference between the loans
ic{hat they are holding and what is currently available on the mar-

et.

By doing that, we certainly hold down the cost, and I think that
it is, in many situations, difficult to justify large inequities in the
system, and for that consideration alone, perhaps we should look
at those folks who have large deltas, large margins between what
they are currently holding and what the market is, and that would
further reduce the cost.

Chairman BOEHNER. Well, if the gentleman will yield?

Mr. Wu. Yes.

Chairman BOEHNER. There is nothing that prevents someone
who has already consolidated and does not like their interest rate,
there is nothing to prevent them from going out and borrowing
money in the real world, whether it be a home equity loan, bor-
rowing any—there are all kinds of ways of financing all kinds of
products.

But what you are suggesting is a Federal guaranteed loan. That
means money, because our guarantee means that we are guaran-
teeing the lender they are going to get paid, and do not forget the
serious problem we have of undermining the existing paper that is
out in the market place, and I'm not sure anybody could calculate
what that is worth.

The last point I would make is this. Let us say it cost $1. Let
us just say it cost $1. That is $1 that could go to lowering origina-
tion fees, increasing loan limits, maybe something even on an en-
hanced Pell for kids.

It is—again, let us get back to this fairness question, as to what
is fair for all who are part of the system. The chair would recognize
Mr. Miller.

Mr. MiLLER. No, I would just say you can argue this round or
square, but the point is—I think Mr. Wu has raised it—if we are
going to argue the fairness question, I think you have also got to
incorporate in that the cost of the program.

You know, we have increased the subsidy in this program. We
guarantee the loans. You know, I think if we are really going to
talk about changing the program, we’ve got to lay all of the costs,
all of the benefits down on the table—

Chairman BOEHNER. Which program?

Mr. MILLER.—and decide how you want to apportion this—

Chairman BOEHNER. Which program are we talking about?

Mr. MILLER.—between the cost of all the programs, whether it is
the reconsolidation or it is the person getting out and making a
choice of where they are going to enter. I mean, that is what has
got to be done. I do not think you can look at one segment of this
program and say, “Well, the costs of this are such that we are
going to shift them over onto this population,” you know.
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Chairman BOEHNER. Well, if the gentleman will yield, you know,
the proposal that—as most of you know—that I have been looking
at is going to a variable rate for both the consolidation programs
and the basic program itself. That is the marketplace.

The idea that the government can fix a rate, we can, but because
it is guaranteed we take all of the risk, and the fact is that most
of the marketplace is the variable rates for everything.

Yes, you can get a fixed rate on your mortgage, your home mort-
gage, and if you do, you are going to pay a much higher percentage,
a much higher interest rate, because you want a fixed rate, and
you want to lock it in.

But my goal here is to try to put this program, the entire student
loan program, on a solid financial foundation for the long term,
where we can control what our costs are, we know what our costs
are, we know what the benefits are, and I think we can do that,
but if there are other proposals that people want to pursue, I am
happy to look at them.

I think the idea offered by Mr. Hoekstra, and personally, by Mr.
Petri, to say in a consolidation program, “All right, you can have
a choice, you can have fixed or you can have variable without the
subsidy,” and that fixed would be based on a market rate, means
that someone who wanted to consolidate on a fixed basis, there
would be a different rate, I'm sure, for 10 years, probably a little
higher rate for 15, and maybe even a little higher rate for 30.

That is what the marketplace would probably dictate, because
the longer you go, the more risk that you take and the higher the
rate is going to be, and they may decide that makes sense. They
may decide, “Well, let’s go with a variable.”

But the market should set the rates, and if the market sets the
rates and people make choices, I think in the long run students,
graduates, the government, and taxpayers are all better off.

I'm sorry. I forget that Mr. Wilson had not asked any questions
yet. Would you like to ask questions, Mr. Wilson? You are recog-
nized for 5 minutes.

Mr. WILSON. Thank you, Mr. Chairman. I, at this time, would
like to submit a statement for the record.

[The prepared statement of Hon. Joe Wilson follows:]

Statement of Hon. Joe Wilson, a Representative in Congress from the State
of South Carolina

Mr. Chairman, I want to thank you for convening this hearing today and I com-
mend you for examining solutions on how to make college more affordable for every
American. Many parents and high school students in South Carolina and around
this great country are concerned that college is no longer affordable and students
leave school with too much debt. The consolidation program alleviates much of this
concern.

As we all well know, the cost of higher education has grown and today’s college
students will graduate with significantly more debt than when we last examined
this issue 6 years ago. As a result, a number of graduates see their debt as unman-
ageable, and consequently, as imposing limits on their career choices, further deplet-
ing the pool who want to work in the public and non-profit sectors of the economy.

The federal student loan consolidation program benefits borrowers from a wide
spectrum of professions. It is especially attractive to those graduates wishing to
enter into public service, as evidenced by the fact that nearly 20% of student loan
borrowers who choose to consolidate their student loans are nurses, teachers and
civil servants. Further, by lowering monthly payments, the program gives the bor-
rower more flexibility and decreases the probability of default.
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This widely popular program has proven beneficial to the federal government as
well. While consolidation loans are less profitable to lenders than the underlying
student loans, the 0.5% origination fee and 1.05% portfolio fee paid to the federal
government by consolidation companies have generated significant revenue for the
federal treasury. These fees do not apply to other student loans.

Fixed rate consolidation loans provide a great benefit to recent college graduates.
For many students, the cost of college is only realized after they graduate and start
repaying their student loans. Changing the program to variable rates could double
the cost of a college education. I thank the Chairman for this hearing, and I pledge
during our Reauthorization of the Higher Education Act to work closely with him
and my Committee Colleagues on this Consolidation portion of the legislation.

Mr. WILSON. Additionally, I would like to thank all of you for
being here today, and Mr. Hamlett, in particular, I want to com-
mend you, at your age, for being here. I am excited for you, as an
undergraduate student, to be with such distinguished persons as
you have to your right and to your left, and so thank you for com-
ing.

Additionally, I have enjoyed the topic. I was a real estate attor-
ney for 25 years, until 2 years ago when I was elected, so these
issues—I have been at closings and seen the discussions, and with
contracts of sale for decades now, and it is interesting to see how
this relates, and I appreciate the Chairman educating me on the
difference between a mortgage and a student loan which is sub-
sidized.

So with that in mind, Dr. Shapiro, in your study—direct quote—
“As a general proposition, economists usually favor adjustable in-
terest rate debt instruments over fixed interest rate instruments
because they make the economy more efficient.” And can you just
tell us what would be the decision factors as to which route to go,
say as an economist, as a consumer, or as an individual?

Dr. SHAPIRO. The reason that economists generally prefer vari-
able interest rate instruments over fixed rate instruments is that
they reduce certain kinds of risk, and in particular, they reduce
what economists call the wealth risk—that is, the value of the
asset, of the loan, which changes if inflation changes in unexpected
ways.

We have a projection of inflation which we build into long-term
interest rates. Those are our inflationary expectations. We are
sometimes surprised, and inflation is greater or less.

We had the kind of positive inflationary surprise in much of the
1990’s, when we had less inflation than we expected, for various
reasons. A variable rate instrument eliminates that risk, because
it is adjusting at some regular interval to changes, whether they
were anticipated or not, and consequently, it means that the re-
sources can be distributed more efficiently.

Mr. WILSON. And how does this relate, say, to the consumer?
What should they be looking at? Obviously, the short-term monthly
payment, but how would the consumer look at this, or student?

Dr. SHAPIRO. Well, for a student, there is a—we say there is a
risk associated with variable rates as well. It is called an income
risk, rather than a wealth risk.

I think for a student, a student getting out of school, the most
important economic consideration with respect to a consolidation
loan is, frankly, not whether the rate is fixed or variable.
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The most important consideration is that the loan, the duration
of the loan is increased significantly, and that reduces the monthly
payment; and most students, most new graduates are most con-
cerned with their monthly payments, as are most new homeowners.

What is most attractive about a consolidation loan is it takes a
10-year loan and makes it a 15 or a 20, or a 25, or a 30-year loan,
depending on the size of the total debt being consolidated. That ad-
vantage, from the point of view of the student, is there at any time.

I think the advantage of a variable rate, as opposed to a fixed
rate for a student, there is an obvious advantage if they are con-
solidating at a time of high interest rates. When the interest rate
goes down, their payment is going to go down.

The other advantage is that it is a—it means that the burden is,
in some sense, predictable.

That is, it will increase or fall with the entire economy, and if
changes in interest rates reflect changes in economic activity,
which reflect—which lead to changes in income, then a variable
rate allows an individual to feel some security that they will be
able to adjust, that as conditions change they will be able to afford
the interest payment on their loan.

Mr. WILSON. One final question, and it would relate again to
variable interest rate loans. Is there a concern there may be more
borrower defaults with the variable rate, or how would you address
that?

Dr. SHAPIRO. Well, one of the primary purposes of the consolida-
tion program was to reduce defaults, and the way it primarily did
that, again, was by reducing the monthly payment by stretching,
by extending the duration of the loan, and I think that it depends
on when you consolidate it, sir.

Mr. WILSON. Right.

Dr. SHAPIRO. If you consolidated at 9 percent or 8.25 percent,
which is the cap since 1997, you may be much more inclined to de-
fault in an interest rate environment of 3 percent. You are con-
tinuing to carry relatively high payments.

If, look, if we offer, you know, large numbers of people the oppor-
tunity to consolidate a large amount of loans at 3.5 or less, I mean,
if you do it in the 6-month grace period today, something I would
recommend to Mr. Hamlett, you get another benefit, and it is actu-
ally, the interest rate is about 2.8 percent on current consolidated
loans if you do it in the first 6 months after leaving school.

Chairman BOEHNER. Mr. Hamlett, have you got that?

Mr. WiLsoN. Thank you very much. And I noticed Mr. Hamlett
wrote notes.

Chairman BOEHNER. OK. Well, let me thank our witnesses for
their patience and their valuable information, and all of those who
have come today for your patience. It was a long day, but I think
that the information that was presented was very helpful to the
Committee, and I thank you.

This hearing is adjourned.

[Whereupon, at 1:38 p.m., the Committee was adjourned.]

[Additional material submitted for the record follows:]
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Statement of Hon. Charlie Norwood, a Representative in Congress from the
State of Georgia

Mr. Chairman I thank you for holding today’s hearing to examine the future of
the Federal Consolidation Loan Program. I look forward to the testimony of our wit-
nesses, and as always, I appreciate their expertise in shedding light on this critical
issue the Committee must consider as we continue to strengthen American Higher
Education policy.

More and more students each year are attending institutions of higher learning.
As a result, the demand for student loans and financial assistance to help pay for
the rising cost of an education at an American university is increasing as well. This
rising demand for assistance in an era of economic change has created new chal-
lenges for the federal government, and we must therefore examine all aspects of our
policy regarding federal aid; including the Consolidation Loan Program (CLP).

Born during the reauthorization of the Higher Education Act in 1986, the CLP
provides an opportunity for borrowers with more than one loan holder and a high
debt level to consolidate that debt into one monthly payment under one lender. This
gives borrowers the ability to stretch out a loan repayment period to a maximum
of 30 years, which lowers their monthly payment, at a fixed interest rate deter-
mined by the weighted average of the loans being consolidated.

Since the inception of the CLP in 1986, and especially since 1994, graduates have
increasingly taken advantage of the program as interest rates have declined—
spurred on by new organizations that exist specifically to aggressively market con-
solidated loans by way of mail, phone, and the Internet.

And while the proliferation of the consolidated student loan certainly has allowed
borrowers to save considerable sums over their loan repayment period at a low fixed
rate, the savings do not come without cost to the American taxpayer. In fact, the
government pays subsidies (in the form of deferments interest paid on behalf of the
borrower and allowances paid directly to vendors) to cover the cost of these consoli-
dated loans over the life of their repayment period. This amounts to yet another
burden on the American taxpayer to cover the cost of consolidated loans, even when
it is unclear that a borrower needs to consolidate their loans.

Mr. Chairman it is important for this Committee to take these considerations to
heart as we continue the Reauthorization process for the Higher Education Act. Is
the CLP fulfilling its original intent in light of recent trends in light of recent
trends? Should the taxpayer continue to finance and subsidize the CLP at a fixed
rate; or should Congress explore a variable rate structure to make the system more
equitable? More importantly, should taxpayers continue to subsidize borrowers at a
low fixed rate at the expense of providing access to students entering and attending
post secondary education?

It is critical to find commonsense answers to these questions if Congress is to en-
sure the future of the CLP in a fiscally responsible way. Borrowers must continue
to enjoy access to consolidated loans over the lifetime of a long-term repayment pe-
riod; but Congress must also ensure that students seeking access to higher edu-
cation have the resources necessary to achieve their dreams.

Mr. Chairman I look forward to hearing our witness’ thoughts on how Congress
can achieve both of these worthy goals as we continue to work towards Reauthoriza-
tion of the Higher Education Act, and thank you for providing continued leadership
on this very important issue.

I respectfully yield back the remainder of my time.

O
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