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B Erlenborn, Coleman, Gunderson, Petri, and Packard.

' OVERSIGHT HEARING'ON STUDENT LOAN
© MARKETING ASSOCIATIONS

oo St
» - . v

TUESDAY MAY 24, 1983

- Housk oF Rmpussn:umrwss, . o
Suncomlvxmms ON Posrsscoqunv EpucaTion, © L.
, Commmmn_ N Enumrxoxv AND LABOR,
TR Washmgton, DC’ N
'I‘he subcommittee met, pursuant to call, at '9:36 am., in. room . -
2257 Rat;burn House Office Buildlng,;Hon Paul Slmon (chmrman o
of the su committee) présiding,. D
Members present: Representatives Slmon, Kogovsek Ackerman,

. Staff, ‘ present: Maryln McAdam, . legislative asslstant ‘Be
Brand ‘legislative -associate; and- John Dean, mlnority assls nt
counsel. LG

-Mr. SimoN: ‘The Subcommlttae on POstsecondary Educat;on will

begln its hedrings. Today the Subcommittee-on Postsecondary ¢on: .

. loans and warehousmg lending on' existing - loans, to. consolidation -
*of student loans, serving as a direct lender in ‘areas. where there:
" are inadequate loans available from commercial lenders, buying,

~ -ducts an oversig t hearing on the Student Loan Marketmg Assoc»
" - ations, Sallie Mae.- ;

‘Sallie Mae was establlshed An 1972 by the Educatfon Amend-

ments of 1972 to provide- llquldlty for guaranteed student loan-lend- ..

ers. It 'was to accomplish this function’in one of two ways: The pur- 3
. -chasé. of GSL portfolios from lenders or. malung loans on GSL loans ',:1 ;

held by lenders. - o

, Sallie Mae has been an extremely ‘sticcessful assoclatlon, w1.th
1982 total cumulative-interest earning assets in excess-of $5 billion."
- The functions of the association have grown from purchase of

selling, and underwriting and. -otherwise - deallng m obllgatlons :

« " igsued by State agenoxes or ellglble lenders. * | -

The purpose of today s'hearing :is to-gain a better understandmg v
of how Sallie Mae: operates—its financial ‘structure, its status in, = -

o .the erate dector and it future 0pe‘rat1ng plans. In-order;to. hélp

- - us gain these tyg,es of insights we have 1nv1ted a.groupof- witnesses -
. who ‘have a wide
‘Sallie Mae’s operatlons

- Fox is no stranger to this subcommittee, having testified on- several
. previous occasions. Today e will be. giving \us-an overview of the -
: _assoclatlons 0perat1ng procedures, the programs 1t offers, pend1ng

A B s ' N

e

range of experlences 1n the varlous aspects of

Our first witness is Mr. Edward Fox, pres\dent of Sa,llle Mae Mr

Le e
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. L ) . S .
lssucs of concern to Sallfo Moo, as well as its plang. for future ox-, 5 -
pansion and activities, | e T e
- Accompanying My. Fox s ‘Mr. Edward McCabe, the Chairman <:f o
. the Board. of Directors for Sallie Mae. Also testifying today 48 Mr. .
Williom Clohan, Jr., the general. counsel of the Association’of Inde-
pendent Colleges and Schools, -~~~ e
‘This association has éxpressed a general concern that some of -
- Sallie Mae's:secondary market - policies 'may*be adversely affecting '
the ability of these students to obtain guaranteed student loans. y
Woe are also ploased to have with us Mr, Prodorick Hammer, ex- ©
‘ecutive vice president of Chase Manhattan Bank, the laggest lender
" using Sallie Mae; and Mr. Peter Solomon and Mr. Geoffrey Hurle’i',
- an underwriter and bond counsel who are both familiar with Sallie
. Mae and its viability in the private market, T
'« /. -Let me add one‘other factor here and that thers is:a time factor -~ -
=4 that we.gre-bein§~-lpuahed-'~by, ‘and we are-going :to have-to.move . .- ..
- fairly Yapidly, and 1 hope, we can gevelop some kind of a consensus
" ' on what should be in the %and then be able to move. . 3 |

v
1’.

L3 Y

. ‘We are happy to have as\our first witness, Mr. Francis X. Cavan-
- augh, the Secretary of the Federal Financing Bank..When Sallie
Mae was created, it was given the authority.to borrow under the
Federal Financing Bank. Mr. Cavanaugh will be presenting testi-
. mony on how the authority works and on Sallie Mae’s.current.bor-

s

rowing status under the Bank. ’ o
- ~We are pleased to have you with lp( Mr. Cavanaugh.

STATEMENT OF FRANCIS X. CAVANAUGH, SECRETARY OF THE
. ~ ~° FERERAL FINANCING BANK . ¥ :
* Mr. CAvaNauGH. Thank you, ’Mr&n{rman. I am here today to -
disciss 'the financial relationship be¥wgen the Federal Financing
Bank and the Student Loan Marketing Association.: * o
My prepared statement will deal with the four specifye issues
that you asked me to address re Sallie Mae’s original authority to-
i borro¥ from FFB, the current status of that authority, the amount

of borrowing and the repayment terms, .-« "o . 0 .
~SallieyMae was established in 1972 by an.amen ment to the
" Higher- Education Act ‘of 1966, as a for-profit Government-spon-
sored agehcy to provide liquidity for private, driginators of loans -~ .
- made undejf the Federal guaranteed student loan program and the -
: health education-assistance programe. . =~ .. A
* The 1972 act authorizes Sallie Mae to issue obligations; with the -
approval of the Secretary of-the Treasury, and it authorizes the
- Secretary of Education to guargntee principal and interest pay-
.. ments on those obligations, =~ .~ 7 o g
- " When it passed the act Congress intended that Sallie Mae even- .
. tually become a self-supporting -private entity, and the act author- "
, " ized Federal guarantees for Salliec Mae operations for only a limit-
‘ed time. Under the 1980 amendments to: the act, the Secretary of
Education may not guarantee Sallie Mae.obligations issued on or
after October1,1984, & .~ - " 7 .o - T
‘Sallie Mae issued fully. guaranteed obligations in whe: market

. - ) .
BT T

_until June,.1974, at which ‘time it began borrowing exclusively .
o from FFB. The FFB itself was established under the Federal Fi- -

. . . . i
. . oL . '
'’ - . o

» Y
" i -~ . T g e . i = Y i L o




"+ . ”'The March 1981 coy

1

) . 3 \ . / v‘,
ot d .‘.\ . ; . Ak -‘",
- . . ‘nancing Bank Act, which was enactod in Docombir 1078 at the re
‘quost of tho Treasury to doal with the sovere debt managemeorit
robloms resulting from the proliferation in the securities markets
f a wide.variety of relatively inefficient debt issues.to finance the
: !)rogrnms of a number of Federal agencies, FI'B began opgtations
in May 1974, and Sallic Mae was one of its first customers.{ .
The FFB Act authorizes FFB .to surohnso any obligatio .that is
# issued sold or gnaranteed by a Federal agency. Since Spljie Mae
was gstablished as a Government-sponsored cor oration,;\,a’nd,nota
1

v o

. pral agency, FFB has purchased Sallic Mae obligatiors o
t -bocd@sy they are guaranteed by the Stcretary of Education,’

ot R R R I o T £ T O I b R M 1::1::.:"W‘:H‘:””Tiw:;w—w: S ST
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4+ 7 Sallie Mae now has $b billi¥1Fof long-torm wvariable interest rate .

" » obligations outstanding with F'FB., The Sallic Mae notes listed in

" the tnble attached to'my statement had orL inal maturities lg up to ,
h ,' based

-« 1D yoars and bear interest at rates whic ange each wee
r. on the results of each weekly auction of 13-week Treasury bills,
" 4 plus the,FFB’s standard ope-cighth of 1 percentage point. = =~ ..
o Loans™made by FI'B-gonerally are-at interést rates which reflect
the current cost of Treasury market borrowing. plus onc-eighth,of 1
percent. Since FFB obtains its funds by borrowing from the ’lfgnn-
.~ ury'at the Treasury's current, borrowing rate, FFB's leriding rate is

" generally one-eighth of 1 percent abave its borrowing rate.
. The interest rate paid by'Sallie Mae to FFB has been around 8%

;;;ggfrcentl over the past month. The most recent FFB loan to Sallie

ae was made on January 7,' 1982, when Sallit Mae borfowed the
\%)nsltggfi the,funds availableinder a FFB commitment dated March

itment agreement between Sallie Mse and

FFB was designed t6 eliminate dependence of Sallie Mae on the

" . Federal guarantee”and-on FFB funding, and to facilitate Sallie

Mae’s entry intd the private capjtal markets as an unguaranteed
bofrower—a long-held Snllie'Mae‘goal.

The commitment agreement, which expiredton September*30,

.. 1982, permitted Sallie Mae to issue up to $5 billibn’of guaranteed'
 obligations to FFB, inclusive of $3.8 billion of Sallie Mae -notes that

/‘vye e.al‘readgi the FFB portfolio. o o
» " The $1.7 il&on of .additional borrowing available to SallieMae
- under commitment was exhausted on January 7, 19827 Thus, Sallie
Mae was ' able ‘to issue unguaranteed debt.instruments in the
. market and familiarize marke}' participants with its program,
while having the assurance.of ¢dntinued availability of FFB funds
~ for a transition period. - S, .
- ... Sallie Mae has borrowedtanly in the market since January 1982.
~ + *While Sallie Mae obligations remain eligible for guarantee under
current statute, the usk of guarantees, arid FFB financing, have not
been necessary to meet Sallie Mat’s financing needs. ’ o
> We believe that Sallie- Mae has made.a succesiful transition int
'« -the market as-an/unguaranteed borrower and that further Federa
“-yloans and guarantees will not be needed. " -~~~ .~ .
;] Sallie Mae is still required to obtain Treasury approval of its

v

.+ i market borrqwing under the 1972 act, That approval requirement, .
i - howevEr, is related"to Treasury’s overall responsibility for assuring ..

- w+ that Federal and federally-related borrowing is done in'the least

SR S s
. [
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7 -~/ disruptive way. It is a traffic cop function that is-aimed at organiz- _



T agondjo

-

’ Lo \ ’ 4-“

-+

Ing tk g,ixdw Issyo calondar for debt issucs of all foderally sponsored
¢ l or thel¥ mutual benofit, : : '
..'n w
. guaranbee by.the Secretary of, Education for. timely payment of
pr ppgi al and interest on Sallie Mae obligations, - '
.* holds 'z\?Governmont- waranteed lssue. /In this connection, legisla-
. “tion was enagted in 1981 as an gmendment to the Higher Educa-
tion «Act qof 1966 to negate the United (States priority claim on
,asgots of Sallic Mac in the ovent of default on obligations jssped on
« before September 30, 1082, ) -
# . That legislation was extended by a stbsequent 1982 amendment
: to hpply to-obligations'issued on or bofor% ptember 80, 1984 and
" it has the effect of putting the U.S, clainmron
other Sallie Mae creditors. That legislation does not affect the F

. the event of default,

a parity with'claims l‘é , |
» . 8inge FFB'would look to the Secretary of Education for payment i . .-

‘ : 3 ’
d like to emphasize in closing that FFB relies only on tho

is .no difforent, in this respect’ from any other invesfop that |

("v« ‘
«

" This concludes ‘my prepared statement, 'Mr. Chairman. I'will'bo"”

. halef)y to respond to any questions that you,may have. .
r.

SimoN.: Thank you very much. First.of all, you are the first’

. -person the first live body, I have ever-seen from FFB. [Laughter.]

>

‘known that there was anyone other than some robot down there

" handling.all of this,

"~ We are obviolisly interested in asaistafxce to students. Your func- -

~ tion is a.somewhat different function.~As you view our,function

' and as you look at your recommendation, is there a cqnfliét. ddéyou
feel, between your recommendation and our aim?. - :

© "Mr. CavanAuGH. No, I don’t think so, Mr. Chairman, To the

oxtent that we are rocommendin%‘anything.here we are hasically

endorsing what has been done with respect to Sallie Mae géing into

- the.private sharket and raising funds to provide a secondgry source

of financing for students, and it has worked -well, in my opinion.

They have made the transition to an independent borrower in the .

market and are performing their role, I believe, very effectively. I
-think they provide the support that you,need for the underlying

‘guaranteed student loan Frogram. , .
Mr. SiMoN. In‘terms of interest, what kind of an increment does

* that mean, do you think, when you movk 4rom FFB to the private

" market? -, .

-

3

‘ %ending'upon market conditions and the volume of issues b t,Fe
\;,J reasury .and the agency, so it is. hard to generalize about. Salli

In all of these_years of referring to your. agency, I have pever -

Mr. CAVANAUGH. The increment ‘varies from time to time, de-

Mae’s -most recent long-term issue, I believe, was a 10-year note ?

earlier this month that went at' a spread about 80 basis points

above what the Treasury would have paid.

/ + o The Federal Financing Bank charges, on itsylending to all bor-

rowers, about one—eighthdf 1 percent above the Treasury rate. So, o

if the Treasury—we’re making up numbers now—were. borrpwin

X have been lending at 10% or 10.12, at that time, So th

small amounts when you are tal

&

student loc&;ns or consumer borrowing generally.

. . . “ 8
. : e e . oo
.

" at .10 percent when Sallie Mae went to market at 10:30, c’£‘FB woulﬁ .
e spreads, .

while significant in terms of Treasury financing, are relatively - =~
king about the. cost pf financing -
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Mr: Simon. Mr, Potel, 750, o ) . v
Ar. Piernt. 1 would Hke to thank M. Cavanaugh for conilng up \/
. und tostifylng, One question that T inight ask may be one ol the ‘
s iffy" quostions people don't like to nsk because the situntion cor-
~tairly 18 ’fnndrom that, but it is’whethdér the Pederhl I«“lm\ cing
. Bank cancols dobts or ronegotintes thom or what ‘thosoe cSndittons '
¢ . are. [ know we have a very healthy oporatiof here i-lf{ht noy and
' onie that’s, in fact, making some money, but that could. change and .
. I am just curious if tht would reqyire legislation’or if tho Federal ,.
Finaneing Bank ¢ould renogotiato. .
5 Mri CAvaNAuai Ronegotinte lopns that 4 hag outstanding . to
the various foderal agoncies? "o ! o

. Mr., Bgrn. Yo, ’ ' ) ‘ :
. Mr, CayXNauatt. Yes, ke uni' loan, om FIFB loan is open to ro-
negotiation If both parties to the loan agree, and the Financing . |

Bank has heen_flexible with respect to all of its mhny agency bor-

rowors. Essentinlly, it has been a matter of when :horrowers want’

}0 puy off m‘\'{‘liur than they oxpucted or change tho ninturity of a
onn, \ 1 * ! . '

' . "Tho key I'ucb{\)r that you may bo gotting at with respect to-the in-

" terest rate s ‘gubject to very little floxibility as an operating
matter. Under the FFB Act of 1973, we have consjderable flexibil-
ity txcopt that there is a mandate from the Congress thero.that wo
operate on u selfwupporting. basis. The Federal Financing Bank:
gots its money from the Treasury and turns around and lends to
the agencies using the Bank at just onc-eighth of 1 percent. more.
It's very important to usMo stick to that“and not renegotiate inter.
est. rates. Generally, the question doesn’t come up because the Fis
nancing Bank, unlike commercial banks, is really not takin credif
risks. Kvorything that\ we purchase, the whole $128 billion of -
nssets, is in the category\of issues sold qr ‘guaranteed by some other
Fgderal agency.- o : :

We are basically a debt \management consolidation technique. So
we are notftenegotiating loans in any commercial sense. We ‘are .
hot af risk. LN : : -
Mr. PETri. It's an administrative convenience for al the different
agkncies to have this central service. ..
Mr. CavaNaucH. Yes, it's a‘\debt management tool to lowbr the
total cost to Government of all ﬁgency financing. '
Mr. Petr1’ Yes. Thank'your Y\ -~ - R
Mr. SimoN. Mr. Packard. \,, . g -
Mr. PAckArD. I have no questions, Mr. Chairman. - - :
Mr. SiMoN..One final question. In your present relationship with
Sallie Mae—has it been a diffieult reldtionship at.all? I don’t mean
just personalities, but in working thingsput. = ’
Mr. CAvANAUGH. It’s been a very happy, cooperative relationship
‘right from the outset, both in terms oftthe organizational problems
-~ * and the personalities as well. Sallie Mae, of course, was a model -
"+ example, I think, for many of these Government-sponsored ageh- -
' cies that Congress has created with the 'intention that someday,
they go private. Sallie Mae has made that transition' very effective-
. ly since that arrangement was worked out with the new adminis-

tration in early 1981. . |
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‘And our other relationship, as [ mentioned, apart from the FFB, -
Is thathy law, the Secretliry of the ’I‘masurwreﬂulmd to ﬁ{)DrOVﬁ
* Ballio Mao lssucs In the market. That's Naidled by my staff as -
woell, and that rolationship has been oxcellent. R
Wo haye no !problema. sir. . . N
Mr, SiMoN. [a there any repson why Sallie Mae, more than othet - -
. agencion tit borrow from the FFB, ought_to be going Into the pri-

)

+ vate market? SN : \ :
Mr.CavaNauan, Well, I think 'tho{ aro baslcnll{ in' very sound
\ nancial shapo cpmpnroé'to some of the n%onciqa. n part, because
= of the way-thoy manajo tholr ossots and | nbilitios=I think that's
i wor{ lavge factor, T w¥l aro dealing in federally guaranteed stu- -
« dont louns; which puts them, Into a protty securo position with re-
2 :gwct to their nssots, So, withl thoir assets being guarantoed by the
overnment and thoi{ HabHitios being managed offectively in tho
- market, they are much moro ablé to borrow in the market on their .
~own than perhaps someg of the other agencies: . o \
s Mr, 8tmoN: We thank: you: very, very much for your. testimony.' . . .-
Mr, CAbANAUGIL :l‘hnnlyerou. r. Clmirman, '
.- Mr. SiMoN. Qur noxt wiinoss I8 Ed Fox, prosident of SLMA, ac- !
% “compunied by Edward McCabe, the chairmun of the Student Loan -
Markeoting Associntion Bomg%iff‘ Dirbctors. .

"~ We are pleased to huve of you here., o
) ',E‘[Propnrod statoments of Francis Cavanaugh, Edward Fox, and

ward McCabe follo#:] - . . , .

* PuerAnep STATEMENT OF Firancis X, CAVANAUGH, SECRETARY OF THE FEDKRAL
BE : FINANCING BANK . '

- P 4

Mr. Chairman and Members of the Subcsmmittee: 1 am here todny to discuss the
financinl relutionship betwoen the Foderal Financing Bank (FEB) and the Student
Loan Marketing Association (SLMA), : .

| My pregared statemont will doal with the four specific lssuon i"ou asked mo to
* address regarding (1) SLMA's original mhority to borrow from FFB, (2) the current
. status of that authority, (3) the amount of borrowings, dnd (4) the repayment ‘torma.

SLMA was established in 1972 by ah amendment to the Higher Educalion Act of
1965 (the Act) (20 USC 1087-2), as a for profit Covernment-sponsored agency to pro-
vide liquidity for private originators of loans made undet the Federal Guaranteed
Student TLoan program and the Health Education Assistance Loan program. /- . .

. The 1972 Act authorizes SLMA to Issue obligations, with the ap roval of the Sec-
retary of tho-Treusury, and it authorizes the Socrotaw of Education to guaranteo
principal 4 F\i interest payments on those obligations. When it passed the Act, Con-
gress intended that SLMA eventunlly become a self-supporting private entity, and .
the ‘Act authiorized Federal guarantees of SLMA obligations only for a limited time.
Under the 1980 amendments to the Act, the Secretary of Education may not guar-
antee SLMA obligations issued on or after October 1, 1984,

SLMA issued ull{ogunrnntbod obligations in the market until June 1974, at
which-time it began rrowin%oxclusivol from FFB. The FFB itself was established -
under the Federal Financing Bank Act ({2 USC 2281, et seq.), which was enacted in

LN December 1973 at the request of the Treasury to deal with the severe debt manage-
' ment problems resulting from.the proliferation in the securities markets of g wide
varicty of relatively inefficient debt issues to financé the grﬁrnms of a number of

_ Federal agencies. FFB began operations in May 1974, and SLMA was one of ita fjrat

¢ customers. . . .
“"The FFB Act authorizes FFB to purchase any obligation that is "“issued, sold, or
¢ guaranteed by a Federal agency.” Since SLMA was cstablished as o Government-
. _sponsored corporation, and not as a Fedéral ngcncy. FFB has purchased SLMA obli-
) gations only because they are guaranteed by the Secretary of Education. e

SLMA now has $5 billion of long-term variable interest rate obligations outstand-
ing with FFB. ‘The SLMA notes, listed .in the table attached to my statement, had
original maturities of up to 15 years and bear interést at rates, w ich change each :

. . . >
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- week ' based on the resdlte of each, weekl m&uuon of Vi-week Treanury hille, plua
- the FFIV's standard' W of ) wergentage polnt, Loans made by FFD genelnlly are at
Cy Interest rates w?l‘;l’ creflect the curvent cost of Tressury market bormwiag plue W%
<1 of one percent, BlaCEFID obtalne 1t Rinds l:’v hoprowing from the Treasdry at the
. Teoapury's-curront borrowlng rate, FFIN'e lon lng/ﬁug Is gonerally Y Of ond percent =
n above itu borrowing rate, ’ .
. The intereat rate-paldhy SLMA to FFB hag hﬁen around 8% percent (ond equlvy,
alent) aver the past month. The moat recent FFB loan to SLMA was made un Janu="
ary 7, 1042, when BLMA borrowed the last of the funda dvalluble under an FFN
.+ commitment dated March ), 1081, T , ’
The March. |81 commitment agreemont between SLMA and FFI was desfgned to ’
sliminate the deaemlan:aj of SLMA an the Federal guarantee, and on FFB funding
" and to fagilitate BLMA' e&&y into the private caplial markets na an unuunrantmf
borrower=a long-held 8L,MA goal, The commitment éulu@emem. which explred on
. Beptember 30, 1042, permitted BLMA to laeue up to 85 billlon of guaranteed obllgn-:
tiona to FFN, inclusive of $3.8 billlop.of BLMA Totes that were nlready In the FFH
‘ portfollo, Tha $1.7 hilllon of additiondl borrowing available to BLMA under the com:
mitment wnn exhausted on January 7, 1082, Thus, BLMA was able to ise unguar.
anteed debt Ingtrumonta in the market and familinrize market participnnts with its
v program, while having the nasutange of cantinued availability of FFB funds for u
transition perlod. °, T R S v
.+ SLMA has borrowed only in the marke( alnce January 1082, While SLMA .obliga-
¢ HOpE reraln Glif{“ilﬁ for & guarantee under currsnt statute, the-use of gunrantees, - ;-
"« #nd FEB financing, have not been necessary to meet LMA's flnancing needs, We
bolleve that HLMA has made a succossfui transitivn hto the mdrktfn_un Unguar-
noy

' o I

nuteod borrower and that further Federal loans or guaranfees wll{"not be needed.
: SLMA in ntil] requiral Jo obtaln Trensury approval of It market Rorrowlng under
. the 972 Act. ‘That approval requiromonts howover, is related to Troasury’s vverall
renponnibility for assuring that*Federdl and .fedornlly-rolnmd boptowing In done In
the leagt disruptive way. It is n “traffic cop’ function that Is afmed ot urpnniv.lnig '
. thu now lssue calondar for debt lasuen of nll federally-sponsor nuvncl&-’ or their
mutual bonefit, . :
1 woyld_like to emphosizd In closing that FFB rolies only on the guaranteo by the
Socrotary ' of Fducation for timely pnyment of prinelpal and Intereat on SLMA obli-
v . gations. FFB s no differont In thia respect fronf any other investor that holds n
overnment gunranteed Issuo. In this connection,\legislation was enacted in 1081, as',
an amendmont to the Higher Educatl ‘Act of 66, to negate the U.S. priority
claim (11"USC 8713 on nssets of SLMA in the evend of default on obligations issued
on or hofore Boptembor 80, 1082, That legislation) way extended by a subsequent
1082 amendment to apply obligations issued on or before Soptamber 80, 1984, and it PR
has ‘the effect of Yutl ng the U8B, clalm 6n a parity with claims of other SLMA
ereditors. That legislation does not affect the* FFB, since FFB wosld look to the Sec-
retary of Education for payment in the event of default.” ' :
This concludes my prepared statement. I will be happy to respond to any ques-
tions you may have, . .

G . " SLMA PROMISSORY NOTES _ - '
L L finpions of dolan) T
b Date of asue ' Amout . Matuly . intornt payadia
T Nov. 18, 1980 oo = 2000 NV 1821995 ot WeeHly.
285 Dec. 30, 1980.. o 650 Dec. 26, 1995 . Do

< 288, Jan. 13,1981

Do.
301 Mar 30, 1981 . Semiannually.

. C303 A 7,198 200 Apr. 5, 19% Do
S 306 Apr 21, 1981 100 A, 19, 1996 Do.
O34 Juy 1,198l 00 Ay 1, 19% 0.
A5 July 16, 1981 100 July 16, 199 Do.
A6 Aug 5, 1981 100 Aug. 5, 1996 Do.
A7 A 14, 198K 100 . Aug. 14, 19%... o.
38 Aug. 27, 1981 w100 Aug. 27,19%... o.
39 Sept 16, 198] i+ 100 Do.
‘ ’ )
~ ¢
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o, ' ;o SLHA PROMISSORY NOTES—Continued ”
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PREPARRD HEATEMENT 08 Epwarn A. Fox, PassindnT ano Criter Exscutivie Orvicss,
HruoeNT LOAN MARKEYING ASBOCIATION (BALLIN MAR)

The Htudent Lonn Markoting Assoclation (Ballle Mue) is u private for-met co[-
poration chartored h|y Congrean to provide a natlonal secondary murftﬂ for Tt
ntudent lonna mude by private or state lenders under the federall{mmnwrgd Guars

, wtm‘li}é‘:\‘fjm Loan Program (OSLP) and Jlpalth Education Asalstance loan Pro-

. gram (JEAL), . . T, o ot
*, iy Congrewsional intent, Sallie Mde ia structured nlon[ﬂ traditidna) pfrporate
= ines, with totalreaponaibilities in’ the hands of a bbard of directors and 8 manage- -
ment team, The Presldent of the-United Blates appoints qhe:third of the 8l-member
boued and dealgnatea the chalrman from ameng the full membership, Dy satu

vV,

(g . '. t
financial and sducational Institutions are perdiitted to own shares of vollng stoek of 'y
. the corporation and each groug elocts one-third of the board of directors, :
, roa

Sallle Mae provides o spoctrurh of peivate and gato lendors—commercial
banks, thrift institutions, credit unlons, educational Instltlitions, state agencles and
- other londers-~with a:source of lquidity. It offors such lendors the epportunity to
soll student loans at canh value or to borrow additional funds to support thelr stu.
dont Imm actlvity by plediing existing Joans as collateral, thus sorving ns a sec-
ondary Mmarket fomatudent loans. , o
. In {980, amendmenta to the basie enabling 'leglatation, the Higher Education Act
+ of 1965, onlarged Snllie Mad's statutory program and financing authority. Specific:  ©
... provisions authorlze the corporation to consolidate or refinance student loans, ta .
“lend funds directly to state agencles where there is a certifled shortage of loan capl-
tal, and to sorve an & direct londer In states where there s a severe student loan
shortnge. Varioun amendments wero Included in the Omnibus Budget Reconcillation
Act of 1981 broadening Sallie Mae's authoritics as a prospective “safety not') in sup-

port of student credit,

In 10 years of operatioff, Sallio Mao has provided moro than $9.2 billion of suppbrt
to lenders under the GSLP. An of April 30, 1983, ita direct investment of $8.5-Mllon
in the GSLP In addition Yo outstanding commitments was equal to approxim #0
percent of all insured student Joana outstanding. This compares favorably the
experionce of all. governmant-sponsored housing secondary market activitlos com.
bined which have ranged between 15 and 24 porcont during the past five years.

+  Salliec Mae has worked with 1,700 lenders providing direct or indirget financial
nsaistance to millions of students in Gl statos and territories. It has assisted in fl-
nancing s€atowido programs in 18 states and tho District of Columbia. .

Sallie Mao obtains funds for ite operations primarily.from the sale of ita debt obli-
ntions. In the past it financed its activities principally through the issuance to the -
‘edorn] Financing Bank (FFB) of debt obligations guarantesd by the Becretary of
Education. As agnounced by Secretary Regan on May 7, 1981, Sallle Mae has begun
borrowing In the public markets without the guarantee of the federal government. .-

The corporation is expected to meet the same profit and loes gtandards, Including

a retufn ‘on stockholders’ equity, ns a businesy” without a government link, It pays

full federal income taxes arid has recelved no federal ;’ppropriuuom during ‘its

entire history. Sallic Mae hns severed its ties with the federal government in con.

nection with its rundlnf activities. Its objective Is to achieve its primary social pur-

of expanding credit ih support of access to postsccondary cducation by oporat. ¢
ng ns a business organization subject to the digciplines .and opportunities of the o

marketplace. As such, Sallie-Mae considers itself to be a prototype for transforming .

a quasi-government organization into a private sector corporation that functions ef- *. el

ficiently and profitably while fulfilling its original public service purpoee. ’
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SALLIE MAE PROGRAMMATIC suppon'r FOR STUDENT (‘.RED!T ;

Sallle Mae, as the national se%‘ﬂdary market for student loaqs, has .atterapt
_ provrde support. for_all sectors gither. by traditional secondary market progr. 18 0
. specrallzed programs desrgned to address a partlcular need to. prov1de student cregit.

B TR ‘:-,.': TRADITIONAL sr:counmw MAnxm' Pnoomms

An examxnatxon of Salhe Maes program actmtle

) 1ng -Advance,: 'and: Comrmtment

. support of the.GSLP’and the na

- -enabling ‘legislation, Salli
rwxse, -to make . advances ‘on th 3 : ce, sell

: .~ "résell; offer partlclpatlons or, pooled 1nterests or otherwxse deal in fede ally lﬂBUl‘%
- & " gtudent loans or student- loans that are msured by state or private guarantors: par---
i ticipating in the GSLP. In 1981 Sallie Mae was authomed to provide similar second- - - .
ary market services for non-insured student’loans: The corporatlon is ‘prohibited - *
_ from dealing with institutions: that discriminate: on the basis’ of race, sex, color, - -

creed or national origin and from dealmg with any commercial . bank with deposits - .
in excess of $75 million; which' réquires.a customer relatxonshlp thh ,the student or- e
, __his or her family as a condition to receiviig a student loan. -

e Under its Loan Sale Program, Sallie Mae offers to purchase loans made under the;
L ‘GSL and HEAL, Programs. The Loan Sale Program-provides funds to lenders and;
o - becausé the corporation utilizes a network of third-party servjcing. agents,. relleves

- thoselenders. of thé administrative considerations relative . to, loan servicing.
Through its Warehousing Advance Program, Sallie Mae provides llqllldlty to lenders -
-against-the collateral ofjtheir, existing student loan portfolios of other U.S. Govern-. - .

- ment issued or guaran obligations. By statute, institutions with advances colla-

*+ . teralized by insured student loans must. either reinvest all advance proceeds into ad-

’ ditional guaranteed. student loans or ‘maintain .a specified student loan. portfolio
level throughout the term of the advance. Institutions offering other collateral ust’
fully reinvest all'advance proceeds. Sallie ‘Mae alsd _provides the assurance of future .
~funds through the issuance #f forward commitments. These commitments; for both-
-*°-the Loan Sale and Warehobging Advance Programs, have enabled many state and. .-
" private lenders to maintain 1 ndxng arrangements through the assurance of cont1n-‘ L
ued student loan credit.. o ) . . "

LA R T SPECIALIZEDPROGRAMS o
" ConlmunztyLenderSaleProgram . ; R

-In 1981 Sallie Mae developed: the G‘,ommunxty Lender Sale Program speclﬂcally to- -~
'-, " meet the student loan funding needs of the smaller institutions. Since the inception - -
k . of this program, Sallie Mae has negotiated over $44 million in loan sales with close
-"to 200 institutions, each with assets less than $100.million. Over 59 percent of the - . .
Communlty Lender Sale Program dollar volume has’ been negotrate with lenders‘ s
. during the fitst four months of 1983 - o

- Money Market Advance Program.

The Money Market Advancé ‘Program was- created in 1982 to augment our tradb -
.. tional, variable-rate advance program. Under ‘this program ‘Sallie Mae executes a -~ .
e master not(;h with the borrower with the terms ranging from one to njine months.. . -~
Sallie Mae has lent' $200 milliod thortgh oug Money Market Advance :Program.
This program enables Sallie Mae to transmit the cost sav1ngs realxzed throug the
“» issueof discount notes directl “to-the borrower o )

"_HEAL Assured Access Progrdm

.During the past three yesdrs, Sallie Mae has prov1ded a seconcl}E market in sug—'ﬂ'
port- of the HEAL Program. Because of increased demand for HEAL loans iri 1982

and reduced participation by the bankmg system, Sallie Mae has provided capital in - . .
support of a lender-of-last-resort program.to assure. that all qualified prospective ..
borrowers are able to-obtain a loan. This program was put in place following consul- *.. ~ =
tation and ‘with the support of the Department of: Health .and Human Services, - g "

o bankers, and the appropriate educationali institutions. Through April, 1983, Sallie.
: " Mae had disbursed nearly. $31 million under the Assured Access Program to 5,000 -
students atending institutions all ‘over the United States. This represented approxi- .

‘mately one-third of all HEAL loans originated during this period. We are: also

pleased to report that Sallie Mae currently has commltment agreements to pur-
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~*chase HEAL loans from ten ﬁnundm’l 1nst1tut10ns Offermg these commltments has :
_induced many of the lenders into the Program. .

: Unzted Negro College Fund Assured Access. Program . . T .

.- In 1982 Sallie Mae acted as the intermediary in éettmg up an at’rangement be- -
" tween the United Negro College Fund: (UNCPF), Health Education Assistance Foun- .- -
."" dation (HEAF), and Citibank’which would ensure the svailablility of funds for stu-. * .© "

- .dents attending, the-42 UNCF ‘member-colleges. As of the end of April, over 5,100 - "

' applications had béen approved and these apphcatlons totalled close to $10.5 mllhon‘ =
in. GSL' funds:’ This exceeds the $10 ‘million gbal ‘agreed to by Citibank, HEAF apd .
i .UNCF. Citibank has agreed to comm1t up to $20 mllhon for UN ’F students for ‘the
-, academic year- 719831984

- Non-Instired Student ‘Loans. " » S -

As we informed this Commlttee, we have mstltuted a small pllot program. of non- -
xnsured student loans. Sallie Mae' recentl agreed to-establish a $3 million Line of
" Cradit for First American Bank, N.A., ashlngton, D. C as back-up for providing
- aloan facility to nine educational instit®tions. participating in the. D.C, Higher Edu-
cation Consortium._The-loan facility will be be used to provide financnng to parents. .
of students (except. freshmen) who are attending ‘any one of:the following Corsor- .
tim schools: American University, Catholic University, George Washington Univer- -

- sity, Georgetown. University, Howard University,’ University of the District of Co- "~ .-
- - lumbia, Gallaudet College, Mount Vernon College ahd Trinity Coljege. This transac- = .-
* . tion represent Sallie Mae’s flexibjlity in prov1d1ng new. and expa fed programs to . .
"both educational and financial 1nst1tut10ns in- 1ts contnnued efforts\gmpport the .

" credit needs of students and the1r parents _ ce e \

* - Loans to States . ) X mon T ST,

- Although' this authonty was prov1ded to Salhe Mae-in the Educatmg Amend- - -
‘ments of 1980; the position of the/Departme,nt of Education has prevented any activ-
ity under this program. This issue will’ be dlscussed.at greater length below.

v

Loan Consolidation Program (Optwns)

‘Sallie Mae was given the responsxblhty in the 1980 amendments to put in. placea - .
Loan Conolidation Program for certain qualifying students relative to the National *
Direct Student Loan Program (NDSL) and the GSLP. Approval from the Depart-
ment of Educatidh was not forthcoming until late in 1981; resulting in a pilot pro-

_.gram first being offered during the fourth quarter. Because of the lack of a usable

- data base to 1dent1fy prospec‘tlve ca.ndldates for 'loan “consolidation, and-due to an
extremely time cohsuming and costly process. of origination, results of our pilot pro-
gram are just beginning to become available.+A preliminary response from high in-
debtedness graduates suggests modest interest in the loan consolidation opp6rtunity.

ffHoy&/ever, Sallle Mae is comnntted to prov1d1ng loan consohdatlon to all- quallfied
students

" Qther Authorztles

Sallie Mae has addmonal aiithorities provxded to it whxch have not- been exer—’»‘
cised. We hope in the near -future to secure a ruling from the Internal Revenue . .0
. Service which will allpw Sallie Mae to pyrchase state issued student loan revenuev L
* bonds yp to two' percent of our assets, or approximately $160 million.: ., S
. Sallie Mae has other authorities which ‘have_not been exercised because the’ need L
.+ for such programs: has not yet arisen. Sallie’ Mae will consult with this Committee -, .. -
- and seek your guidance in any new 1n1t1at1ves, and will not 1mplement any program
1ncon31stent w1th Congressmnal 1ntent

4'
o v

0y

-, G SALLIE MAE PROGRAM suppon'r’ , oy

‘During 1982, Sallie Mae, Frowded $2.0 billion of secondary market support for the
GSLP, compared to $2.7 billipn in 1981. This reflects in-part the lower level of stu-

- ‘dent loan orlglnatlons during 1982 and cyclical changes in the economy. During the S
“-.'wyear the corporation’s holdings of student loan related. assets increased:by 32,9 per- ../ -
cent over the previous year.. From December 31, 1977, through December 31, 1982,

". the corporation has grown nearly 14 fold from total assets of g560 million toishghtly p
over $7.5 billion. Sallie Mae purchased $1.4 billion of guaranteed student loans in
1982, representlng over 1,690 transactions from Institutions in almost every state:in’

" the union. During 1983, Sallie Mae expects to increase its dollar volume of loan puf-,.
chases against the 1982 performance Warehousnng advances (loans) extended/in™.

Q
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- 1982 totaled approximately $700 million. Warehousing advances outstanding at
year-end totaled $3.2 billion. Lowered interest rates suggests that demand for this
| service from Sallie Mae will' diminish substantially in/1983. Additionally, Sallie Mae ..
provided $760 million of commitments to 39 institutions in 1982 to either purchase -
loans. or-lend at a future’point in time. As of April 30, 1983, such commitments,
. which are contingent liabilities of the corpofation, totalled nearly $1.2 billion.. ~ .~ & " -

’ .

G .

. . .°.., -FINANCING OF gaAlLLIEMAE =~ .~ - e
The most significant single development in the firiancial area during 1981 wasithe -
- negotiation.of an agreement with: Administration officials“in’ March" that setthe:
.- basic/course of Sallie-Mae’s fdnding; activities for-the future. In'exchange. for-anjrad--
ditional $2 billion of long-term financing authority ‘at the. FFB: (bringing the total of -
-~ .such borrowing authority to $5.billion) the corporation agreed to accelerate the time
. -schedule for re-entry.into the capital markets to fund its activitids, Specifically, the
" agreement .called Yor Sallie Mae to'end its borrowing from,the FFB by September
- 30, 1982, or at the time a total of $5 billidn of such borrowings was outstanding.’ L
-~ . Sallie Mae also agreed to enter the capital markets without the use of the full faith - = '
and eredit guarantee of the Department of Education which was originally available - -
until October 1, 1984. Working in concert with the Treasury Department, this agree- :
ment provided a sound base for Sallie Mae, to begin financing its program acquisi- - . -
tions without federal support, as intended by Congress. L
- Sallie Mae raised $2 billion in 1982 and we are gratified that our innovation and
. .. expertise in capital formation enabled the corporation to meet its programmatic de-
"+ . mands, albeit with the higher ‘costs associated with fund raising in'the private capi-
* tal markets. This-was accomplished without raising our prices to.our customers. I+ -
am pleased that'ini 1983 we expect again to offer service without raising. the cost of -
" doing husiness to our constituency. In fact, during the past 18 months, we havé ac- "+ -
tually lowered the cost of doing business with Sallié Mae to many customers as we .-
have passed through the benefit of operating efficiencies. Our plans forecast that in
-~ order to support the $6.5. billion plu¥ annual growth in the GSLP-in-the foreseeable
future, Sallie Mae must be able to raise nearly $2 billion in each- of the next three
- years. Given the increasirfg degnands for capital throughout-the world, a strong bal-". .
ance. sheet arid strong earnings statements.are-Sallie Mae’s assur8fegs that it will -
have access to capital inthe quantity necessary.and price appropriat to support
.student financial aid programs-during the 1980°s. - ..~ . . o ;
' We are pleased to advise you that this year Sallie Mae' sold $250 million of pre- . .
‘ferred stock to the public. The proceeds from this sale will greatly gnhance the fi- -
. nancial strength of the corporation. The issue was sold in competition with stock i
~ . “offerings made by many of the largest banks in the United States and was readily " ¢
"~ accepted in the marketplace. It is our belief that the success of this offering -was
largely the result of the strong balance sheet and the long-term earnings record of . -
the corporation. Hopefully, sustained solid financial performance will continue to = -
induce private capital to be invested in:Sallie Mae for the continued support of post- L\

>

PR

secondary education.- <~ R ) S S : :
‘In calendar year 1982, Sallie Mae earned $68,715,000. Of that amount, $30,962,000 "

was provided fopay the related federal income tax liability, $2,125,000 was paid to

stockholders in the form of dividends, and. §$35,628,000 was added to retained earn-

- ings and was available- for reinvestment.in student loan assets. The corporate ret ]
on assets was .62 percent, or, stated another way, Sallie Mae earned 62 centson. +. .-
each $100 of invested .funds during, 1982, This was a significant improvement over
the .45 percent in 1980 and 1981 and reverses a downtrend that had begun in the’

-lage 1970’s. Return on assets is a, measure of financial -health by which iRstitutions -
are’evaluated. Sallie Mae’s return on assets during i past few years hasg‘been sig-
nificantly belqw the median of large. regional and money center financial institu-

. tions with' whom - wé  compete 'in. the credit markets for capital. Income was en-
~ hanced by the dramatic_increase of program assets in late<1981. and 1982, efficien-
cies in fund raising, and reduction of general and_administrative costs per unit of -
Business, Many of these efficiencies will not carry over to future years, particularly,, ..
ag the corporation’s loan portfolio matures and.goes into repayment.. . o
(As an undercapitglized, highly' leveraged' financial institution, it has been the .
policy of the Board of Directors to direct the majority of our earnings back into the
- “-corporation and into it§ programs by biiilding the capital account through retained
earnings. Shareholders have been understanding of this need to retain earnings and
for that reason have been willing to forego meaningful dividends as the corporation . .
was growing~However, in order to continue to attract capital, Sallie Mae will ulti- .- - .
mately have tq act like other privately-owned, financial institutions in terris of its

..A/. . . . . .
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" payout. The ‘corporattn's debt-to-equity was. 72:1 at year-end 1982, and it was the .
corporation’s goal to reduce that.ratic as guickly as possible through the two pris
mary means available po us: retention of earnings and the séle of equity or subor- I
dinated securities. With the recent sale of the adjustablé rate preferred stock'issue, ..
. we have substantially reduced our debt-to-equity ratio, but it is -still*higher -than
* - many banks and most quasi-government entities with ‘whom we.compete for funds, -
" -We are currently.evaluating the feasibility of issuing a security in the form ofa’-; -
student loan pass-through or participation” certificate. Also, we. are examining the,
potential 'r_narﬁet-a’nd need for a commen sfock issue. . R
... - Itis also possible that Sallic Mae Will enter the Eurocredit markets in 1983 witha,. .
.- modest sized debt issue to introduce: the corporation’s name to that potentially valu- .~
.“able soutce’ of liquidity. /Althoughsuch ‘an issie is unlikely. to.bé indexed ‘toU.S. -
" Treasury bills, it'is expectégsthat being prepared. for:proper' market execution will
tpable the corporaton to tap this market’at a”propitious time and at'a teasonable

-

Q@Preliminéri planping for 'this financing is already underway. . .

- INTERRELATIONSHIP OF SALLIE MAE FINANCING, PRICING FOLICY AND SERVICING "~ '
o Sallie Mae's financing £osts- diréctly relate to the cost of Sallie Mae’s prograriis to .
. ... °its customers.”* v R P TP poa
" In the investment analysis or pricing process, Salfie Mae estimates the net earn- - ..
S . ings of a student loan portfolio. over its entire life by projecting the gtream of cash- -
e *flows which a given portfolio is expected to generate. Then, using net present value
o, " techniques, Sallie, Mat discounts these cash flows to insure thdt expacted earnings
- 4. are sufficient to cover forecasted, financing, dervicing, and G&A costs, as well as to-

S provide a planned return on assets. The. relative amounts and specific net earnings.
-of these flows vary, from portfolio-to portfolio as does the yield potential. One of the

' .. variables of major concern to §dllie Mae is its cost of funds. Like any prudent finan-
-4 ,cial institution, Sallie Mae must insure a’sufficient spread between the rates- its
assets earn and the rates it. pays fo%‘fi_ts sources of fiinds. A second critical variablle

et .

is -future sérvicing costs. While a sfudent loan asdet may be’on the corporation’s - .

T

[

) books for more than ten years, Sallie Mae has génerally only been able to secire -
*\ servicing contracts which extend one to three years. A third critical variable is Gen-. -
“.eral and Administrative Expense, or indirect opérating: costs. Sallie Mae has grown
"~ ‘rapidly in response to. the demands-and needs of .its customer base and hopefully
- ‘will achieve enhénced productivity over time. Offsetting these savings will be higher. .. *.
) expenses ‘due to the increasing complexity of the GSLP, legiglation and to the new
S -+ products stich as,Parent Loan Undergraduate Studens (PLUS) and Auxiliarf' Loans
o to_Aid Students (ALAS). The seller-influenced characteristics of most critical impor-- .
. tdnce to the value’and price of a portfolio are’average indebtedness; average . - .
number of notes per borrower, average expected .months remaining in status,per-
cent of serial borrowing and student léam rates. - e o
We would suggest that during the reauthorization process this Committee serious- -
« ly examine the small loan problem.:The costs associated with originating and servic-
. -ing a small loan continue.to plague the GSLP, from fhe perspective of schools,
. - banks and_Sallie Mae. This problem actually relates to most forms of consumer
credit offef@3 by financial institutions. The high costs associated with small balance
loans haveresulted in the raising -of minimum indebtedness requiremeénts through-.
. qut the banking and financial services industries. We should ‘be able to reach' a
. workable solution to these problems. B o e :
Servicing of student loans continues to represent a threat to the long-term viabil-
ity of the GSLP. Adherance to current and prospective regulatory. interpretations
and law:by those responsible for servicing requires constant attention to detail and
» a commitment. of meaningful dollars. It is esgential that all parties be aware of the :
_risk that 'servicing represents to the entire student loan system. During. 1982, Sallie
Mae increased from 10 to 12 the number of contract servicers acting as agent.to
collect its'loans. Through December 8], 1982, Sallie Mae was: collecting on about .
$350 million of student loans at its own s&vice center, or approximately 11 percent
of the $3 billion of student loans owned. The corporation has dayeloped its own soft-
ware system at considerable expense and has that system fully tested and -function-
. ing énhancing its collection capability and efficiency.-Student loan servicing contin-
" ues to be plagued by a lack of commgnality among the requirements of the various
guarantors which results in a plethora of differing routines in the collection system
.~ for each state. Hopefully, some method will be developed for encouraging uniformity
- " where differences are not truly warranted: .Tehe process is additionally impaired by
the, rigidity with which regulations are interpreted, often differing in each of the 10
% . ‘a;.v ’ - S 5 B . .
) ’ : 1% !

Q

ERIC

Aruitoxt provided by Eic:



- continued expansion -of financial .crvices

e N8y S

federal #egions. I would hope that the.Congress takes note of the operational-aspects’

A\

- of any proposed changgs in the GSEP so that the intent of the change can be man-

aged within the frameyork of the existing bigking system. . .-~ .
Chaffges in the banking und financial servi¥es industry could have an impact on
the GSLP. We anticipate continu ~ movement tawards interstate banking and a

continuance of interstate and int. ~i.ndustr{vmeArgers.rThis trand is accompanied by
hich’ require a considerable amount of*

. systems and data processing suppﬁort. We ‘are not convinced that the. financial serv-
?

N Priority Amendment;at the earliest opportunity.

N

-~

Q
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-changes and dedeloprpent of:student

-marketin guaranteed stadent lgans in the amount that current Office of. Manage--

“est in the parent loan program; primarily becaust ~of ‘the_high costs associated with-.

Federal Priority . . * o ¢ : Lot »
 We are appreciative of the support of the Congless .in providing ‘a”technical.- -~

“leave the corporation withouf any sourcé of financing other thep its line of credit to
' the Department of the Treasary. If that line oficredit was ever exergised, the: cor
ration’s. ability fo evér enter the public credit markets would be in jeopardy. ;Esse

L R R A A RN

“ices industry{g willing to comm lar%e dollar amounts or to give first priority for ..
oan  systems:-Additionally, we are concerned

about the willingness of the banking system to 'eommit the dollars to the primary

mintvan'd ‘Budget (OMB) and Department of Education loan \?lume_"prpjections o
the.next five years imply. We are-also aware of the banking fystern’s lack-of inter
immedjaté collection, operational” problems, the-impact on other lending, and the - -
probability of change. - .- - . ST e - STy

. e 4

il . -
.

CURKENT iSSUES™: -
~ - LT

amendment to Sallie Mae’s enabling statue in 1982 whidt¥provided that ‘“{tlhe:prier-’
ity established in favor of the United-States by Section 348§ of the Revised Statistes

+(81'U.S.C, 191) shall not establish a priority over the indebtedness of the Association

issued. or ingurred on’or before September 30, 1984.”" This amendment has created a
temporary waiver as.it is' limitgd to"debt issued or incurred: prior to September 30, ,

" .1984, If this limitation is not rémoved: before that date, Sallie, Mae will find itself . ”
unable t§ finance its activities, to-fund otitstanding -commitmentst-and 4o fulfill. its’ 4
" Congressional mandate of providing liguidit to the student loan market. = . R

We would point out that Sallie Mae's authority to'ask for the full faith and credit
guarantée of the federal government also expires on October 1,,1984. This would

tially, the Federal Priog}y Amendment must be-gxtended if Sallie Mae is to contigis:
ue. We cannot, in dealing with the public credit markets, afford to erode the confi- “, -
d€as which has been built pver the past two years: To risk even a hiatus in funding .

activity=in, 1984 is to creaté potential dire consequences for the future existance of < # *

g

. - the. corporation. We ask you to gjve serious consideration to extending: the Fedeljal\,. )

- “ . . . "~ .

As’I indifated earlier,/the 1980 amendments olarified Sallie Mae'g ability lendf B

: direttly to states. The Depaytment of Education® has reviewed the statute and 'con-
. cluded Byat states borrowing flxl’gm Sallie Mae on & direct pasis would qualify for~
a

only #&half. special intergst- wance. Many. states, have ‘approaches: Sallie Mae -
during difficult times in the student loan Yevenue bond.markets, seeking financing
from Sallie Mae. Thé interpretation given to Sallie Mae’s authority, however, has .
prevented Sallie Mae from providing this assistance. Resolution of ‘this issue isa "+ °
critical necessity for the viability of programs in many-state 1énding agencies.” .~ L
-, Most;state agencies have financed their GSL Pro ains with the sale of three-year - .
tax-exempt revenue bonds. The_acquired asset: will have a life that is’ considerably "4
longer.. To the extent that refinancing is prohibitively expensive.or that legislative - -~

- change either limits"or excludes the igsuance of st erit loan.révenue bonds, .it is
~ absolutely egbential that alternative funding be available-to the states. Using data

from the Congressional Budget Office, the Joint Committee on’ Tg.xation,'and the ..
Department-of, Education, we have estimated that’the use of a lodns-to-states pro-

- Eg}réalr} wguld substantially reduce costs fo the Federal Government relative to the

" The Department'df Education suggegiéd that as an alternative, Sallie Mae might ;"
pursue becoming a-direct lender imghose states in which demand cannot be satisfied™y" ..
through a Loans to States Program\@allie Mae would prefer to deal in- wholesale .
rather than rétail programs but, more ¥nportantly, with a strong existing structure
of establighed state guarantee agencies, it would be -inagpropriate to by-pasg.or rep-
licate these institutions in providing retail services in their states. We are gratified
that the majority and rhinority legdership'of the House and the Senate communicat- -
. L /:\ . . — K . el - . .
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»  edwith the Secretary of Educatiori that the Department's position was inconsistent. . .
' < - with the intent of the original statute. It is our understanding that the Department ® . "
- of Education is supporting a technical amendment to the Statute which would alow.
states to receive full special allowances on'loans made from funds advaiiced by us;so
long as we treat the income on such-advances as taxable. | ‘" e
. Dlsclosure Rules.“:- ’ ,'5. '.;lfi.. A LA, R .
;. 1 testifjed before this Su

: becammittee in February on the operational problems asso-

.- ciated with the ffew student disclosure provisions enacted in‘the Student Financial
Assistance Technical Amendments:Act ‘of. 19821 sincerely: appreciate -your:efforts,
Mr. Chai : "fthg_‘;d!l‘ficu]ti'g ré;fi_ alissue: -Im ing ‘these

y OT) ] U mmitt: rki
“appropriate ‘to’the’ curfent problems. We’ wish to emphasize’that’ w
- believe that useful and complete. loan"information can and: should;be*disclosed to-
-*-borrowers in a way that is readily comprehensible to theni and that‘sich disclosures -«
" .can-be made, both at the time of the origination of the loan"and at the time of loan LT
- repaynrent, in‘a manner that can be'accommodated by“the automated servicing sys- '
- - tems-currently used in the GSL Program. .- - @ . . o )
- Acquisition of a Financial Institutjon*.. . 7. 7.7 T D
..~ %+ Mr. Chairman, we recently hotified this Subcommittee and the ‘Senate Subcom- -
-, -, mittee that the'Sallie Mae Board of Directors voted to-authorize corporate manage-
" -'ment to pursue an acquisition of a finance subsidiary. - <2 . - - ’

! it A

' ... The subsidiary financial institution would, of coursg, remain subject to’ tw same .’
i j~ / statutory liniitations placed on the' parent corporation’by Congress in Sectioff 439 of

.., the Higher Education Act;- -/~ . == VT .

EE - The acquisition of a findnce subsidiary by Sallie Mse would &dd operational capa- .., " -

bilities not now available: to: the corporation-and would’ greatly -facilitate Sallie o -~

" Mae's efforts to support the student credit market. As ah éxample, Sallie Mae'could: " .

.begin to invest funds in state jssued student loan revenue bom{s, providing support T

for these bonds at all times: The isition would also afford Sallie Maeithe oppor-- ~ .
tunity to expand its servicing capacity and to utilize a' new source of funds—custom- - - -

_ - er deposits—in support of Sallie Mae programis. These activities, we believe, are de-

.. sirable to.su{)port student credit and responsive to probléems arising’in the market. -

) The possible acquisition of a financial institution has.been under exdmination for =

+*..over & year. We have determined that 'éo?luisition"gf,a‘small davings and:loan associ- . -

-, ation would’be the. most appropriate* vehitle to accomblish ‘Sallie Mae's purposes. - - s

.

. "Under the Garn-St'Germain depository Institutions Act of 1982, such.an institution .
==+ - may be converted from a giortgage based.institution to a student credit institution.” o
T Following the acquisition, mortgage related assets, to thesbxtent possible, would be” = = = -
.. .. liquidated, at the earliest opportiinity. and repldced with{#budent credit assets. The. . =~
only activifies not related to student loans which would Bi/continued after an"acqui-
- sition would be those incidental activities necassary to maintain the deposit base or
"required by regulatory ‘authorities: - - T AP A AR L
-+ + ~ Mr. Chaifman, siiply put; Sallie Mae's acquisition of a financial intermédiary—a’ -
- financial institution—will expand our capacity to serve.our customers énd our social
purpose. By utilizing the resources of. an existing financjal institution, $allie Mae. -
_ will buid a better .base for delivery[of products and service. We are continuing to
L discuss'this-acquisition with Congressional staff and-will continuefgdoso’z "~ ;7

¢, Loan Consolidgtion- ~~~ .. T e ot e e e

~. "~ Mr. Chairman, gs you are aware, Sallie Mae was authorized-to provide a program -

‘i, OF loan consolidation in the Education. Amendments of 1980. We have successfully. -
créated and marketed OPTIONS to students for two years. As you are.also aware, .
.+ our authority to offer this program-expires August 1, 1983. Due.to the procedural ~~ + -
- -+ - complexities. of loan consolidatioiy; this will require that we begin® gotifying appli- - "*" .-
o+ cants on'June’1, 1983, of the significance of :this daté., Applicationd not ful 8y com- :
* - pleted and returned i time for Sallic Mae to disbursé prior.to July 31,.1983, will - 2-.-
© . -'not he processed furthek unless the‘enabling statute is Yehuthorized. Sallie'Mae has

.~ 'expended over $2:million:in creating:the PTIONS.I:rqsram.‘ We respectfully re- . . - -
'+, 'quest thatSallie"Mae's consolidation authority’be extended. - -, .7 o, §7. U
-1 will be testifying before this Subcommittee on'June 8 and I'will' at that time - = 7

letail as to the Sallie Mae OPTIONS Program and our concerns. .
ike to make tgo points. First, loan consolidated and the process and .

.

‘provide far §reate
- -« However, I would

wey s g T L

.
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.~ s v procedures by which.a consolidated loan is created are extremely complex. Servicing® . .
-of graduated repayment loans is also extremely complex. I cannot emphasize too

= L_ ' strongly that the structure of any loan consolidation Erogram is critical. The simple
e fact of ¢ olidating @ .gtudent’s. indeBtedness “is inherently so.complex that the = .
"5 “structureof the program should not add té the problems. We look forward to working .
T v.-xl;'ith thisi;Committegzandwg look forward to contihuing to offer the OPTIONS -
B ~ Program::~ ... ¥ - . S
.« . Second; Mr. Chairman, as.a business man, I'cannotiendorse the concept of a mo-
-+ =% . nopoly. Your-Subcommittee has the difficult respdnsibility of determining the pélicy
7. "¢ implications of program costs to the«Federal ‘Government. Sallie Mae would like to -
continueto offer . OPTIONS, We, however; leave to’your judgment and.that.of -the:
s+ Subcommjttee what other, consolidation progr: -availahle and the costs”
o "to:the Federal ‘Government jtsgociated i wi :{ However, -Sallie- Mae -

"Mr. Chairman, Sallie Mae’ has recently celebrated its 10th anniversary, Sallié . * .
- Mae's development indicates that the private séctor.can create antl maigge'a vehi- -
cle to meet. public service goals. Over $9.2 billion in support of student credit has

D)

o . been provided by Sallie Mae in 'i;s_lo-year history. We look forward to continuing to, .
~ sypport sktuder_x‘t credit through thé private capital markets. . 0 a r’f"" R
. . « - . . . o T a0 ! .. i e, I [ S
. ©° ... SrupENT LOAN MARRETING ASSOCIATION (SALLIE MAB), \,{' UL
4 e L - ) R I e I S Y T
N e 7 A/STATEMENT OF ITS PURPOSE; FUNCTION, AND OPERATING mogn;ﬁg SR K
¢ & Established, lﬁ' the 1972 Amendments to thé Higher Education.Act/of-1965, the . ..
. * . Student Loan Marketing Association (Sallie Mae).is a'f\ede;‘t_'ally chartg ed,-;pl'}vat»ely; D

“-.w - % -owned corporation. i - ., ek AR Cg
“4 .7 “The Congress hereby declares that it is the ‘purpdbe;of this sectigh to-
:  private corporation which will be financed by private capital and !
" as a secondary market and warehousing-facility for student loans:::: ‘which., .

i . will provide liquidity for student loan-inveéstments,”. [20 U.S.C, Sec; 1087384p3} . -~ &s -
. - 'y Shareholder-owned and:controlled, Sallie Mae.wds established to'support the fed- .-
- " eral’government’s Guaranteed Student, Loan Program (GSLP). The:GSLP is’s pro-  ~
gram of federal inburance or reinsurance for loans obtained by students from state ‘
o or private sources.. Under this.program, students obtain credit primarily from pri- _. -
2" :*'  vate lenders with the government providing insurancemgginst defaults as well agan” - =
Yo interest subidy to the borrower and a special allowance to the fender. . . ...~ -~ " ™
In 1976; the Health. Professions Education Act established a _fo%rdam of federally ¢ *
‘insured loans to Eraduate health’ professions students, the Health Education Assist- ..
ance Loan (HEAL) Program. The first HEAL loans were made in 1978. Sallie Mae is~
.. - authorized to provide a secondary market for loans made ynder this Program. '~ *- ~
. In 1980 and 1981 Congress broadened Sallie Mae's program and borrowing au- -

: thorities which, among other provisions authorizes the torporation to provide a pro-
S ‘gram of logt ‘tonsolidation to eligible borrowers, authority was vested in the Board, "
° . . &f Directors of the corporation to approve other activities and programs.deemed by "~ -

eatablish. &,
.S;v:ill' serve

the Board _'beﬂsuf)poi-tive, of .the federally. insuredloan “programs and:student =~
.. -credit needs eneralg.'*-’ S e R T T
C " . Congress created Sallie Mae in a manner similar:to other government sponsored -
C " corporations. The purpose -of establishing a secondary. market -was: to-enhance the - -
N : . attractiveness of student loans to banks and othér primary lenders, thereby generat~ W
LR ing more private capital for. the student loan market. Sallie Mae was intended tovs% R
_provide  lenders with a source of liquidity~-a ‘national, accessible secondary market™ "%
. where lenders, could sell their student loans or borrow {(warehouse)on the-collateral - .
- of those.loans. Program users were expected to provide the equity capital for the' "
- corporation and were expected to provide the equity capital for the coip%'?tion.and

additional funds were to, be obtained through the sale of government Buaranteed
débt obligations. The corporation was to use these funds to purchase or warehouse
student loans. In’ this way, Sallie Mae would support the Congressional objective of -
_maximizing private capital participation in student loan financing, consistent with
- the assurance of loan access bg borrowers. In meeting its responsibilities, Sallie -Mae , ' -
L ..is subject to review not_only by its Board of Dlrec‘t;ors, but also by the federal gov-
¢ - °  érnment and+he Congréss. This pattern of oversight requires Sallie Mae to balance
. ., its public'and.private inferests to assure corporate financial objectives as well as
- " program objectives in-support of the GSLP and postsecondary credit generall{. In’
u

. addition"bo*stat_gbqry~oversight and’ revie_w,,Sallie Mae_,' in the conduct of its busi-
¢ oo — T : o ‘_ S
0o b L o . v ‘ . e . ) "
. o~ >J T b .. ) - .. - ) o - — . ‘ '
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/*,_- *. ness, must abide by regulations .aﬁpli!:ahﬁ.;.tb all holders .of GSLP loans including *, '
o, . <  those of the Secretary of ’Edtfcazionaand the state and private guarantee agencies... ~ ~
it

) chartered, private corporation reflects 4wo fun-
* damental an plementury realizations by the Congress: First, that thé*public in- i
e terest réquires  viable arid equitablé system of'student credit which:will opérate

..., more effectivel with‘tlfe]{u%u pport of & national seconflary marke ond, that 'a
o d by private sector objectives represtnts th least expen- -

.-+ sallie’ aé"r tatus as lg‘ederaff

. econdary marlket motiva af

- =, osive and gjosff efficient‘neahs of »prpw_t‘lti:gihis_sppport. T S

& . While Sallie Mae hgs ndither reques nor received, any appropriated funds, Con-~
“ gress did enable’ the’corporation .'bqrrowthﬁou%hffw% with ‘the full faith ahd

credit of the Unitelf States suppoiging lts debt.In 1978 and 1974,

34 ‘million- in.the' private debt yharkets:-as.a new, untested dori

ﬁ@blishm@qtzp ‘the Eederal! Finanein

the interest of a'moré ated and.cost ”

; factied ‘an sgreement with the US, Treasury Départs~ "
f1) m the FFB and reeriter the capital markéts without. | = =
full fajth and credi -guarantee;” by;gtatute sfill available thri’)nglgSegg oo

to .

3.-Under this, agreement, the corporation was éligible to horsow up R
A i %511 a long-term, variable-raté bfasis:-throufih September 1982, The final borrow- " .. -
% jnpAifder this agreement occur'red‘).g]' danuary 1982. 17 0o o e o
: 4 “driticipation of* completing the borrowing. arrangement, Sallie. Mae estab-. .

shied’a’ Discount Note Program in.May- 1981: These short-term securities/provided "3,
& orpogatioh with a vehicle by which it could introduce itself to the mrarket while, .- -
¥eloping ‘a.reliable and flexible source:of fungs. The average balance-of discount, - *-. :
s'outstanding during thefirst quarter of 1983 was $350 million, - (" , -
e transition to: the private:eapity] merkets continted during 1982 and the first AT
guarter of 1983 through.the sale of short-and intermediate-term notes. The notes are . ~° ;-
on-guaranteed, ‘unsecuréd obligationg of Sallie -Mae. In. 1982, the corporation .
issued; in’ three separate transactions; floating-rate debt.totalling $650 milljon. The 5. .
yycorporation .also. executed -two. master: note agreements totalling: $100 million: with 7 .
" “maturities of lesser than oné year. During the latter half of 1982 thiroygh March 81, - ¢ .
Jg?_t ¢ 1983, the corporation- issued a.total of $1.billidh in fixed-rage debt: The interest obli-  *
%}, gations in the fixed-rate: debt were tfdhsformed into floating-thte obligationsyby.en- - -

5 i‘&

of

n‘i\’f‘pnng-;mt@ interest exchange agreements with indeperiént parties to make periodic ¢

. variable payments in exchange fof periodic fixed payments.¢ L Te .
- On March 1, 1983, Sallie Mae issiied .$250 miilion of non-voting, adjustable-rafe, * .
cumnlative preferred stock, which pays dfjv_idegds‘ﬂgt fluctuate with U.S. Treasury, .
" ¢ interest rates, The preferred stock provides additiénal equity heeded to bolstersthe
corporation’s.capital position. o N pet e e _
' By.Statute, Sallie Mae’s voting common stock can only be owned by eligible-finan- " ',
% . "cial and educational institutions and the .majority of its. directors are elected by _
.. - those, sharehélders, ‘Congress created Sallie Mag in' a manner. similar .5 several o
vt.w: - other corporations in that the constitutency, for whom,.the corpgration was estab- ° -
" lished, was expected to provide the undérlying capital. Sallite Me.raised $24 million -
in thé. privite equity markets in 1974.. As of March 81, 1983, tta sghockholders’ . .
27 equity, ‘including ‘preferred stock and; retained eafhings, w: ‘apprOximately -$360 - ‘
{ - million, Since January 1,"1981, the corporation’s Board of ctors ‘may also au- B .+
thorize the igsuance of non-voting commofi stock to the gener. R
- The Pregident of the United States appoints one-third of

>

J3

Directdrs, and designates the rman from among the jmembership of e full R
Board. Sallie Mae’s enabling. legislative provides for the iftvplveinent in the.dorpora-- .~ ., -

' ,tion’s financingactivities by the Departmient of Educatio§’fonly with fegard to7 S
. Sallie Mae’s guaranteed. debt financing) and the ‘Departmentvof Treagury. In gddi-- - .°,.
tion, the Treasury Deartment is required by statute-o provide the President of the . 7 -
United States and the Congress with a'regort'on Sallie Mae's operations: Sallie Mae ©  « *
-also is required: to tfansmit to the President and.Congress an annual. repért of its C
Yactivitie® and operations. . . ..o .. . & LT R
y. In recognition of the Congressional initent that it exercise direction and control of - = + -
the corporation,.the Board of Sallie. Mae has, from its inception, provided-an active v
stewardship-over the corporation. This is in keeping with the deteffhination of. Con- * °
. ress to structure Sallie Mae al %t_r'aditi_onal cofporation lines,with total responsi- -
‘bilities in the hands of a B{)ard ?fl iredt?rs and'a managemént teams.' AR
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BT Sallie Mae's enabling legislation requires thie corporation to balance its public and
private interests to assure the corporate financial and program objectives: are in
- support of ‘the GSLP. Sallie Mue, as a. private for-profit corperation, is not expected
* to.assume ‘risks which would have a materially pdverse effect on the corporation’s - -
=" ability to-operate as a viable secondary market. Identifiable risks to the corporation
L ."come . from regulations, operations, .and financial and economic fluctuatioys. Sallie.
o Mae also is a public purpose institution chattered by the’govérnment to support na- - -
.. g tional goals in the area of student credit. As sutch, Sallie Mae is expected to play a’
- %. leadership role, within the bounds of sound financial .practice, in encouraging and
"+ gupporting lenders in- the*continuation. of GSLP lending activity .and ‘by setting
- standards which are widely acknowledged &s supporting sound loan origination and
" . administration, . Yo g D e e T
An examihation of Sallie Mae’s program activities under its Loan Sale, Warehous-
" .ing Advance and Commitment Pmﬁramsrey'eal_s the extent of the corporation’s sup-.- . -
. port, of the GSLP and the national. objectives' set forth by thé Congress. Under its * =
enabling legislation, Sallie Mae is authorized, pursuant to commitments or,other-
- wise, to make advances on the security of, purchase or repurchase, service, sell or
o.% . .. resell, offer participations or pooled interests, or.otherwise'deal in federally insured
£ " student Joans. or student loans that are insured by staté or private guarantors par-
", ticipating in the GSLP. In 1981 Sallie Mae was authorized to provide &imilar second-
* ary market services for non-insured student loans. The corporation is prohibited = -
-from’ dealing with institutions that dis¢riminate on the basis of race, sex, color,
- #7  creed;or-national orjgin v;ﬂ% from dealing with-any commercial bank with deposit. =
in excess of $35 million, which requires: stomer:relationship wit'h_ the student or °
his or het family as a condition to receividg’a student loan. - - -‘B Lo e
* Under it Loan Sale Program, Sallie*Maé: offers"to purchase loans made under the
i . GSL and HEAI, Programs. The Loan Sale Program provides funds to lenders énd,
. . ‘because the corporation utilizes a network of third-party servicing agents, relieves -
- “those lenders of the administrative considerations relative to loan servicing.
- 'Through its Warehousing Advance Program, Sallie Mae provides liquidity to lenders -
* against¢he collateral*of their existing student loan portfolios of other U.S. govern-
" ment issued or guaranteed obligations. By htatute, institutions with advances colla- -
- teralized by insured student loans must either reinvest all gdvance proceeds into ad-
“ditional guaranteed student loans or :maintain a specified student loan portfolio
level throughout the term of the advance. Institutions offering other collateral must
fully reinvest all advance proceeds. Sallie Mae also provides the assurance of future
funds through the issuance of forward commitments. These commitments for both
“the L:oan Sale and Warehousing Advance Programs, have enabled many state and
w» |, -private lenders to fjaintain lending arrangements through the assurance of contin-
"% ‘ued student loan credit. , . , ‘ :
:* The provisions of the-Education Amendments of 1980 and the Postsecondary Stu-
- . dent AsgiStance Amendments of 1981 provide a major ghallenge to the corporation.
:+ ' In addition to broadening the corporation’s flexibility in meeting liquidity needs as .
K " a secondary market, Sallie Mae was also authorized to be active in the student
credit market on a limited, direct basis. Specific provisions .authorize the corpora-
. - tion to consolidate and refinance student loans, lend funds directly to state agencies
- where there is a certified shortage of loan capital, to serve as a direct lender or
L guarantor in states where thére is a severe student loan shortage, to provide second-
e ary -market support for non-insured student loars, to purchasé and underwrite stu-
S -dent loan revenue bonds;-and-to provide such additional services as determined. by.
its Board of Directors to be &u portivé%f the credit needs of students. o
e . «Since’inception, @gilie Mae has made. available over $9.2 billion of su%):rt to lend-
" /- ers under the GSLWthreygh its Warehousing Advance, Loan Sale, and Commitinent
Programs. As of March 311983, Sallie Mae's direct investment and commitments
. totalling. $7.5 billion in the'GSLP was equal to approximately 30 percent of all-stu- . -
dent loans outstanding. - B . . .
In ten years of operation, Sallie Mae.has worked with more than 1,600, lenders in .
_ 51 states and territories. These institutions in¢lude commercial banks, thrift institu-
. . “tions, credit unions, educational. institutions, state agencies, and state secondary —
? « . markets. Statewide direct loan arrd secondary market programs which have received
* i assistance from Sallie Mae include Colorado, Florida, Califozpia, Michigan, Minneso-.
ta, Soath. Carolina;, Kentucky, Kansds, Virginia, Mississippl, Oklahoma, West Vir-
: '(g:iriia, ‘ll)qwa. Tennesgee, Connecticut, Utah, Alaska, Wisconsin, and the District of
. Columbia. . : ‘

Sallie Mae routir ely does business wiil}.inst%utions of all types and sizes. These
institutions include money center and regional anks as well as community oriented
banks and thrift institutions and state agencies. -,

o L N . ‘»
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. ST 18 : - %
In terms of its business practices, Sallie Mae differentiates between high-rigk -
lenders and high-rigk student loans: Sallie Mae does not purchase loans unless they
have been originatéd and ‘maintained in compliance with.appropriate statutory. and
regulatory requirethents. However, the corporation does work with those institu-
«tions that are not in compliance to improve their understanding of these. program
requirements and generally has been able to complete transactions with the mast of-
them. Sallie Mae believes that it has the responsibility to purchase portfolios of
loans from lenders whose origination practices are sdtisfactory, even though some of .
+ these institutions may have shown relatively high incidences of default. Assuch, .
Sallie Mae’s portfolio contains an above-average"number of -loans made by open-.
.. acceds' lending ‘institutions. Many institutions have indicated that they would not -
. sup;ivort the GSLP-without Sallie Mae standing: by as a secondary. market outlet for - ..
_-"-th‘lti‘I 082: they originate..”."; 7. .. " D T PRI T el
+.Not

Y

l1.primary. lenders are willing or need to utilize secondary market; For. -
.- many-fihancial ‘institutions ‘the yields on these loans as well as'other institutional - -
" factors encourage retention of student loans. However, know) of the existence of
an accessible secondary market provides confidence to thése lenders should they
wish to utilize Sallie Mae. - . YLy L
Sallie Mae recognizes that as a secondary market, it has an important role in en-

. couraging the primary market to lend to students in a nondiscriminatory and equi-.-

~. table manner. This understanding pervades Sallie Mde programs which reflect stat-
utory requirements designed to encourage institutiéns to deal fairly with student -
borrowers. 1t is also reflected in the terms of the programs themselves, which at- - .
tempt to balance the interests of lenders and the n of Sallie Mae in-a reason- -

. able fashion. Sallie Mae also is deeply involved in assisting several states in their
efforts to encourage student lending activities through the development of a direct
lending. cafﬁcit{v or in the establishment of effective state student loan guarantee

-~ programs. In addition, Sallie Mae actively promotes the use of its secondary market

= services to the financial community in therbelief that the assurance of its support

- " and participation will encourage the flow of private capital into the GSLP. .

. -Sallie Mae is, under its Charter, a private corporation governed by a Board, of Di-

i - rectors which isgx part elected by shareholders and in part appointed by the'Presi-

‘. " dent. Sallie Mae% primary public goal is to improve agceds to studeat, loan credit for
o eligible students and their parents who wish to finance‘a postsecondary education

. - .through the Guaranteed Student Loan Program or the Health' Education Assistance

Loan Program. The corporation’s position as a government-chartered enterprise im-
plies a responsibility.to encourage public. interest objectives consistent with sound .

- financial practices expected of a private business. The pursuit of these goals under
its Charter is fully consistent with the intent of Congress and reflegts a balanced }

. -approach on the ?art of Sallie Mae with regard to meeting its public and pﬁvate

‘goals in support of the GSLP. 3
‘ " " Student Lo Marketing Association Balance Sheet, Mar. a1, 1983
Assets: o , s .. . Millions .
Student loans purthased, net ...... " Creens . $3,434,8 )
Warehousing advances’ : : ; . 29867 ¢ e
Cash and short-term investments . poogpenes 79184 - .°
. Other investments : ; : « 1863 .
. Other assets.... e S : 2042 ™
" .Total assets...... ‘ _ — 7 B W :
v Liabilities and equity: o !

- Discount notes <. . .
Other short-term debts - : . 383.5
Intermediate-term debt y : 1,450.0. .
Long-term debt - v 5,000.0
Securities sold-—not yet-purchased N ereeseseestsaarssiranne 136.6
Other liabilities : S 3 - 1034

Total liabilities...... - ' s LI 7,1656.3
Stockholders’ equity : . . : : 358.4
Total liabilities and equity............ ‘ 7,523.7
- Commitments ouﬁtanding: ’ \ : _ - o
Commitments to purchase....... SRR
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- .Mae’as well, I want you to'know we appreciate this opportynity to meet with you.’
.. .We want to.do what we can'to 'make t| hearings useful tb you and to the whgle

b v . 19 .
‘Lines of credit........oq.. v e ‘2074

" Total commitments outstanding ...... evessureneen, S — - 1,143.0
PREPARED STATEMENT OF ED_“;'ARD A. MCCABE, CHAIRMAN OF THE BOARD, STUDENT
- : LoAN MARKETING ASSOCIATION (SALL(E MAE)

Mr. Chairman, I gm Edward A.-McCabe, Chairman. of the Board of Sallie Mae. -
With.me today is thé corporatatiop’s President, Edward A. Fox. S .

If we may, Mr, Chairman, I would like to comment first~ because my remarks
are more generals Then Mr. Fox will add his more specific commentary on Sallie

'Maae’s_ programs’and operptions‘r-including a couple bf matters that involve legisla-

- Speaking. for the Board of Directors, and for the'fulltim ‘management of Sallie

Congress. They are very helpful to us because they make us \ake still-another ook,
in ‘public, at how we're doing our job. R i )
. ere are many facets to that job of ours, and they tend to )
ous as time goes on. But the essential job you gave us, whatever, its facets, is
serve the needs of student it: That 1S our central assignment. I believe we are
handling it well, and I can asure.you we are constantly trying to do it even better..
It’s probably worth saying here that there is one thiné we don’t do and don’jefe-
lieves we should do. We do not involve ourselves in the process of making poliey for
federal or state helr to students, That is the job of people like yourselves who are
enty t6 do in the area of responsibility assigned to us. But, if

' _every now and]Jthen our technical competence would appear useful-to.you as you

elected. We haye p
assess the -pmzble operating impact-of a policyyou are considering, we will be gladq
to respond to ybur call on that limited score. . : ot '
You'll noteT use the term “we,” and the word is a good one to describe the way
the Sallie Mae Board and Sallie Mae management work to%e:lher. This \is s 21-
member Board and we’re all-outsiders; that is, no director is a Sallie-Mae, el}hqloyee,
and all of us have.full-time $ccupations of our own. There aren’t too many corpora-
tions where .all Directors are outsiders, Mr. Chairman. So it's a tribute to the board -
and to the dedication of My. Fox dnd the whole management team that Board and -
management not onliEget aloFAg well, but also function well in the interest of Sallie
Mae’s mission—ahd of-Sallie Mae’s shareholders. Every Director devotes substantial !
time to Sallie Mae affairs.: All serve on committees—Finance, Audit, Operations, -
and s0 on. The full Board meets every other month~—the Executive Committee as
needed in between. In all this, we work closely with management, It would be a rare
week indeed where our President, Ed Fox, and I don’t review several matters—per-’
sonnel, programs, or plans—where the interplay of Board and management are re- .
gired. Another example—we did some pretty innovative financing this past year.
This involved the Board, working with management. But spot decisions need to be.
made in that type of activity, and the Board made the Finance Committee Chair-
man its clearance ‘point for management on every major financing step we took. ’%e
Board sets policy for the corporation, but top management is involved in that proe-
ess with us and sees to the ex&cution of that
publicly to thank every Director for the eneNgy, cooperation, and experience each
provides us and for the special help all have/given me. And in precisely the same °
vein I also want publicly to commend the eytellent work of Ed Fox and the manage-
ment team he has directed’since we hired him.as President just about ten years ago
today. We've aged him a bit, but he’s still pyetty agile! e
Mr. Chairman, this corporation has enjo enormous growth in its ten years of
operations. For example, the Ware-housing Advance Program, by which money is
loaned to lenders so they can make more student loans, had grown to $3.2 billion at
the end of 1982. The Loan Sale Program, by which’ existing loans are purchased|
from lenders, had by the end of 1982 reached the same $3.2 billion level. And at th
end of that first decade, Sallie Mae had business transactions with more than 1,700

lenders, nationwide. Along with its growth in assets—and we’'now have more than

~

licy. And here, Mr. Chairman, I want

1

operations, We have instituted a wide ‘range of progrims to provide liquidity for
lenders and to support the Guaranteed Student Loan Program. )

The Community Lender Program, the Seller/Servicer Program, the Government
Securities Advance Program, and the Loan Consolidation Program are a few exam-
Eles. Also, and this is a very significant development, Sallie Mae over é}lée %ast year

as been raising all its operating funds in the gublic 'cn&tql markets, titereby secur-:
t

: $8 billion in corporate assets—Sallie Mae has also gr%wn- in the complexitg‘ of its- %
i

ing funds. for its support of the Guaranteed Student Loan Program from private,

» - . . . Y
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. KO * . .
non-governmental sources. And, Mr. Chairman, it's %ratifying to be able tq report to
yoni that our equity and debt offerings have been well receivedn the nation’s finan-

. cial marketplace. Earlier this year we sold $250 million of ac‘:mtable-raug, cumula-
.~~~ tive preferred stock, the first stock qffering by the corporation since 1974. You will’
/-' recall that the law specifies that our voting common stock can be held only by those
postsecondary educational  institutions or financiai institutions that have qualified

as lenders under the GSLP. * ’

’ -~

You should also know-that our shareholders at this year's annual meeting aﬁ- ‘

a' -« proved- an employee stock option plan that wi utilize . non-voting comimon stoc

And as a current development, the Board lasfliveek: directed that management, as =~

art of its strategic planning, study and report®o the Bonrd [in July) on the capital-
rzatiqn;ﬁ ‘the:corporation, qnclud ng vaﬂggs"altqrnatives, to- broaden Sallie. ‘38»

} ethma' L B R S P ,,_
important. that Sallie '-iVlae_ -a8.a shareholder-owned’ corporation show. suffi-

*~ - 'itability of the corporation:must be viewed in those. capital market terms, because

- {} ‘n';e:;ly $2 billion' annually at this point, to provide the required support of student
credit. . - . o , . . .
~ To do its assigned M_{lie Mae must regpond to the changing needs of the
Quarantee Student Loan Program. To this end we are regularly examining a range
. of programs to suit the varying needs of different lenders, and to respond quickly to
changes in the basic loan program. I mentioned earlier that we have taken a -
number of innovative financing steps, and we have tried: to keep your subcommittee
apprised of those steps—because we want you to know what e are doing, and why.-
For example, we recently reviewed with you and with other ropriate governmen-
tal groups our interest in acquiring a finahcial instifution subsidiary.. We would
take this sté%e:ot because we are interestedsin going into the banking or S&L
business, but because this type of subsidiary seems to us the most practical and ef-
fective way to support the growing. volume of student credit represented by student
loan revenue bonds. R o - o
As 1.said earlier, thgre are significant things we do, like those I've cited, and we

want you to know about them. We won't burden you with every detail, but I prom- -

ise you we'll continuge to visit with you about the more important steps, the sizable
steps, and some of the just plain interesting steps we take—even though they very

cient profits to be able to continue raising funds in the, public capital markets; Prof- :

.

without a’ strong balance sheet Sallie Mae could not raise the necessary capital, .

v

likely won't require ny legislative action. To repeat, we want you to know what we -

are doing—and why. . ya .

Now ‘&nd then—and we have a ¢ouple Mr. Fox will discuss today—there will be.an"
‘item or two where we believe legislation is called for so we can do our job better.
.- _Finally; Mr. Chairman, let me say for Sallie Mae that as we continue our sup'Port,-
... - -yOf student credit, we applaud the fact that other entitiés are moving into this field
e \Loo.;The market place is out there for all, and we seek no monopoly. I want to em-
. ¢ Dhasize that, Mt. Chairman. We ask no monopoly. We expect to thrive with compe-
-/ .7 tition. We think we cdn do this job in a more el"f,'xcient and more -cost-effective way
*than.anyone else. So I'll put everyone on notice that we're going to continue trying

to do just that. . .
' Thank you for the time, Mr. Chairman, and thanks, too, for your committee’s in-
» . terest in the work we do. After Mr. Fox's remarks we wj to answer any ques-
.~ tions you have. : : ~

STATEMENT OF EDWARD FOX, PRESIDENT OF SAMA (SALLIE

- MAE), ACCOMPANIED BY EDWARD McCABE; CHAIRMAN OF THE
BOARD OF DIRECTORS FOR SLMA (SALLIE MAE)

Mr. McCasge. If we may, I would like to comnment fi

. _m}\; sfemarks are more general. Then, if it's all righswith your
' schedulipg, Mr. Fox would add his more specific comnfenitary. = -

Mr. SimoN. Fine.'T might add for you. as for the other witnesses,

we will enter all statements in the record so if ydu wish to just:

summarize, informally that’s perfectly proper. = ') '
. Mr. McCabg: Well, I would prefer to’do that, Mr.

- Mr. SimonN. OK. . ' D v )

- Mr. McCaBe. I am Edward A. McCgZﬁ_é_}‘-:-;_I am ah attorney in

. Washington, with the firm of Hammill, Hart,.Mg¢Cabe & Saunders
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- and, as the Chgirman mentioned, I do serve as the chairman of the .
bbard of directors of Sallie Mae. S

I might say as an aside, Mr. Chairman, on-a personal note, I am
alwayg particularly pleased, Mr. Chairman, to.be back at this com-
mitte¢. In an‘earlier life, when you gentlemen were not yet full in-
volved in public affairs, I had the privilege of serving as general
counsel for this committee and so anytime..I hear of anything

. coming out of or have the opportunity to be with the Committee on

Education and Labor, I am delighted and it's kind of a personal
.coming home, = . B AU WA N
* Mr.-SIMON. We're doubly. pleased to. have you here, Mr. McCabe.

- Mr. McCaBE. 1 might_’??y the,only member of the committee who
is still'in active service here, who was here when 1 was counsel is
the Chairman, Mr. Perkins. He is a friend of longstanding and I
am delighted to be with all of you. :

Let me say, Mr. Chairman, and I will have to ad lib as I go along _
here along with the prepared statement, that speaking for the
board of directors as well as for the full-time management of. Sallie
~ Mae, I want to emphasize how pleased we are to have the chance .
to cone here-and meet with you because we want to do all we can
_‘to make these hearings ag useful to you and to the whole Congress
as {)ossible. They certainly.are helpful to us because they give us
still another chance: to review and to do it in public—how we are

doing and what we are doing. :

- We are doing a number of things. The facets of our job -become
more numerous as time, gbes on, but the central assignment you
gave us isto serve the nteds of student credit. That's our-. job and 1
" believe we-are handling it well and I want to assure you that we
are constantly trying to do it even better. ° :

It is probably worth saying that there is one thing that we don't
do and don’t believe that we ought to do.. We don’t involve -our-
selves in the process of making policy for Federal- or State-helped -
students. We. view that to be the job 'of people like yourselves who
are elected. We have plenty to do in the area that is assigned to-us.
But every now and then, it does happen, our technical competence
might appear useful to you as you assess' the probable operating
result of some policy you are consid&inf, if that is the case, we
will be very glad to respond to your call on that limited kind of
score. But we don’t want to involve ourselves in the policymaking
of education aid as such. That is not our role.

I dotuse thé term “we” in describing the way the Sallie Mae
Board and the Sallie Mae management work together and I think
" it’is a very apt term. This, as you may recall,'is a°-21-member board
of directors and we are all outsiders. That is, no director is a Sallie
Mae employee. All of us have full-time occupations of our own. ,

There aren’t too many corporations where all directors are out-
siders, Mr. Chairman, and I view it as a tribute to the board and to
‘the dedication of Ed Fox and his management team that this board
and management not only get along well, but also function well in -
the interest of Sallie Mae's mission and of Ballie Mae’s sharehold-
ers. . i

Every director devotes substantial time to Sallie Mae affairs.-
Each serves on- committees—finance, audit, operations, and so on.
The full board meets every other month. The executive committee
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meets as needed in between. In all thia we work closely with man-
agement. It's a rare week, indeed where our president, Ed Bpox, and
I don’t review several matters—personnel, programs, or plang—
where the interplay of board and managemerg‘are required. '
I might give you a specific example of this coordination and
‘working together. We did gome pretty innovative financing ov
* ‘this past year. This involved the ard working ‘with managment.-
- But, spot ‘decisions need to. be made -and they- need to be made '
~ quickly ‘in' that: type. of activity. The' board made the chairman of
- the  finance-committee it clearante point -for management on
* every-major financing step we took. = - . o e
" The board :is*involved, sets policy for. the.corpor: tion and top .-
management is irivolved in that! proceéss with us and sees to the ex-, .
ecution of the pelicy. Right here Mr. Chairman, I would\ike public- , -
ly to thank every director for the energy .and cooperation
rience éach provides and for the special help they all have given
me. In the same vein, I .wart publicly to comniend the e cellent
work of Ed Fox and the management team he has directéd since -
we hired him as president just about 10 years ago today. I giyess we -
gave, aged him a bit, but he is still pretty agile and ge e job =
- .aone. . . oo o . R q
¢ We have heard, Mr.'Chai%?an,_f-_Mr. Cavanaugh's_ co!
some of the growth of Sallie. Mae over the past ars. Its s
at the end of that decade:have. grown to about $8°billion. We have -
. necessarily grown in the complexity of operationgjat the same time.
- We have instituted a pretty wide rangg ( rams

of programs, all designed to ,
provide liquidity for lenders and to su%port thisanderlying guaran- - - "
teed student loan program. ' r ' S

In addition to these gpecific programs, &,

again.a point made in Mr. Cdvanaugh's tes
it is a very significant developnient—Sall
- year, almost year and a half, has been raising§q gt its operating .
“fundg in the public capital market, thereby securing funds for sup- - -+

port-of-the guarantee student loan program from private nongov- :
rnmental sources. - ' T
“It's gratifying, Mr. Chairman, to be able to report to you and
‘your colleagues that our equity and debt offerings’ have been well- -
.Yeceived in thg Nation’s financial marketplace. Earlier-this year,

we sold $250 million of adjustable rate, camulative preferred stock.

That was the first stock of’fering on g corporation since 1974. .

You will recall that the law specifies that our voting common

stock can be held by those financial institutions or postsecondary
‘educational institutions that are qualified as lenders under the = ¥
guaranteed student-loan.program. L o -
* You should also know that our shareholders at this. year's
_annusl meeting approved an employee stock option plan that will

utiliZe nonvoting common stock. There is also a current develop- -

ment, The board last week directed that management, as art of its
straté%ic planning, study and report to tne ‘board in July on the
capitalization of the corporation, including various alternatives to
broaden- Sallie Mae’s shateholder base. It is important that Sallie
Mae, as a shareholder-owned corporation, show sufficient profits to
“be ablé to continue raising funds in the public capital market.
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Profitability of the corporai'i%n 'must be viewed in those capital = -

‘market terms, because withoutfa strong balance sheet, Sallie Mae =
.. - couldn’t raise the necessary cppital—that’s nearly $2 billion annu- .
Y gtlly at this point—to provide the required support of student cred- -
) 1ts. = . Lo S . ) ) o . .
- To do-its assigned job, Sallie Mae must respond: to changing
- .needs in the guaranteed student loan program. ’IPo this end we are
regularly examining a range of programs to suit the varying needs
of student lenders and to respond quickly to changes in the basic - -
" programs. I mentioned earlier that we have taken a number of in- -
- novative financing steps and we. have tried to keep.your subcom-
mittee. apprised of those steps because we want you to know ‘what -
- For example, we recently reviewed with you and with other ap-
propriate governmental groups our interest in acquiring a financial
Institution subsidiary. We would take this step, if we do; not be-
- . cause'we are interested in going into the banking business or inta
.~ the S&L business, but because this type of subsidiary seems to us -
~~ the most practical and-effective- way to sug)port the growing volume . -
Ll -gf- e:itudent credits -that “is. represented by student loan revenue
- bonds. . T e
: As I said, there are significant things we do, like those I have'
cited and we want you to know about.them.-We won’t burden: you *
- with every detail, but I promise you we will continue to visit with -
you about‘the"more,imp‘ortant_‘ste 8, the sizable steps, and some of
. .. the just plain interesting steps that we take, even'.though, very
-+ . likely, these won’t require any legislative action. LT T
-~ . We want you to know what we are doing and why we are doing "
. it. Now and then—and.we will have a couple—MTr. Fox will discuss . "
“today—there will be an. item ‘or. two where we think. legislation
. ‘would help us-do our job'better. - - . Tt
* ‘Finally, Mr. Chairman, let me say for Sallie Mag, that as we con~
~. tinue our: support of student credit, we applaud the fact that others
are’moving into this field. The marketplace is out there for all of
us’and we seek -no monopoly. I want to emphasize that, Mr. Chair-
. man, and we ask no monopoly. Wé expect to thrive with comipeti- -
tion. We think we can do this job in a-more efficient and a more
. cost effective way than anyoneelse. - - ..
%, I will just put everyone on.notice that we are going to continue
- 7. _trying to do just that.- . S o : .
Thanks for your time, Mr. Chairthan and thanks, too, for the in-‘
“terest your committee has. After Mr. Fox’s remarks we will try to .-
" answer any. questions you have. - : : A
-+ . Mr.\SiMoN. Thank you very much. . . .
' Mr.Fox. . o T O ST
-~ . Mr. Fox. Thank you, Mr. Chairman. I' will just try to highlight.a . -
couple of points quickly and then get to certain legislative matters - -
- -and then get to the questions. = .~ . -
- Very quickly, in 10 years of operationwe have ‘provided more:’
than $9.2 billion of support under the GSLP. Today our $6.5 billion' =
-of loans outstanding, plus our commitments, are equal to.approxis’ .
mately 30 percent ofp all insured student loans. outst'a»ndinfg.‘ ‘We - -
n

>N

- work with 1,700 lenders in 5] States and we have provided financ-. . -.
- ing statewide in 18 State programs and to the D_istrict‘,'o;f Columbia. - o




K You have heard that we raised $2 blllion in 1982 You also un- 3
; derstand: that that’s with higher- ‘cost’ than we. would have done

"-through the EFB, and T think it's:im ﬁortant to-note that we were '

*‘able’ to raise: fhls ‘money even:at‘h F er.costs w1thout raising our . -7,

" prices to our. customers. In fact, during the past.1%2 years we have -

" actually lowered ‘the ‘cost of doing business - with ‘Sallie' Mae' to’

‘ n;an); customers. as we pass through the benefit of operatmg effi-

- clencies, .-

", We. talked" aboutA our $250 mllhon referred stock issue It is .

B worth reiterating that:the success of this offering was largely the -
- result of the:very strong balance sheet and the long -time earnings. =

,.record of the corporation. ‘Referring-a moment ‘to-our profits in "~ =

1982, our total profit was $69° million Of that'amount” 1¢ milhon

' was proV1ded to pay the related Federal income tax labilit g
million-'was paid to stockholders in tge form .of. diV1dends, and $36

"’ million was added to.the'retained earrings account of the corpora-.
- tion, and was available for reinvestment: of student loan asset; -
. We earned 62 cents on each.$100 of invested funds in 1984’ dI
-am pleased to report that this was significantly improved over the
. 4b cents that we earried in 1980 and. 981 and reverses an éarnmgs o
. downtrend of prior years, - ’
- We talk-at length about 8 eclahzed rqducts in our submltted AR
. testimony and just very quick that we have a special program for -«
_ member "institutions of ‘the ‘United" Negro ‘College' Fund‘ and we - = .=
“have as E)eclal program for. health profesgional “institutions under.'_ A
" the .health ‘education assisted loan" program and ‘we ‘have puti in-
" place over. the last 2 years a: commumty lender program recogh‘lz~ B
A ,-llng the needs of smaller institutions. = Loy
“.. It is important to.note that we are: not a retall lender Our pro-‘ R
’ _grams are designed to meet the gfowing needs of a variety of very =~ .-

.. differing financial, educatlonal and State institutions.-I am pleased .. -
~ .+ that in support of State primary and: secondary. markets, we have.- -

- redesigned; simplified and-lowered the cost of our ex1st1ng products - - -

- that we have o ered.to the State a Fencles and the State secondary
~markets. In- addltlon, we will be offering new ‘products designed to
", meet the needs of these State agencies  that will result in lower-"
- bond prices-and, hopefully, lower fees paid by those institutions. A
" Speaking spec1fically about some legislative needs, we are appre-»"--"v
. .. ciative .of the support of the Congress:in providing.a technical . =~ . "

. .amendment to an enabling statute which provided that “the prior-_ -

- ity established in favor of the United States:by section 3466 of'the ..
- revised statute shall not ‘establish a gnonty over the indebtedness ' -

.. of the Association issued or incurred on.or beforé: September 30, . - ¢
" -"1984. This issue has created a temporary waiver as- it 18 hmlted to e
"~ .. -debt issued or mcurred prior to September 30, 1984. LT

- If this limitation is not removed before: that date,’ Sallie Mae w1ll_ L
R find’ itself .unable to finance its activities to fund: outstandmg com-
- mitments_to fulfill its congressional. mandate; We: would’ hope that o

. -at the first o{)portumty, that that would be-extended. S

.+ .Additionally, we would. point. out: that:our:full. falth and credlt

. guarantee also expires on ‘October 1 and that if the Federal priority - .-
.. _'is not-extended we would ‘not be able to continue in eperation. In- '
... dealing with the public credit markets,- we cannot afford to erode

- the confidence whlch has been bullt over the past 2 years We are

%
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o ot . \ s .
particularly appreciative of the kind comments that the Fiscal As-
%is ant Secretary of the Treasury who was here just a few moments
- before. . Ce : ,
To risk even a hiatus in funding activity in 1984 is to create po-
tential dire consequences for the future existence of this corpora-
-tion. We ask you to give serious consideration to extending the Fed-
.eral priority amendment at the earliest opportnity. . o
_ - As indicated earlier, the 1980 amendments clarify Sallie Mae’s
ability to lend directly to States. The Department of Education has
reviewed the statute and has concluded that States borrowing from
Sallie Mae on a direct basis would qualify for only a half special
i intere‘st‘allowance" ‘ . o ' f. o ves mmi . ,;:;;_. el
-~ Many States have “approached Sallie' Mae during the last few
+ years during difficult times in the student loan revenue bond mar-
ets seeking ﬁnancin%from Sallie Mae. The interpretation given to - -
.. our authority by the Department has prevented us from providing
-this assistance. Resolution of this issue is of critical necessity for ..
giving-alternative sources of financing to the State lending agen- -
cies. : o e - ' ,
. Using data from the Congressional Budget Office, the Joint Com- -

" mittee on Taxation and ffom the,Department of Educatfon, we - -
have estimated that the use of .a,-loﬁns-to-States program would ac- .
tuallg save the Federal Government money in the operation: of the v
GSLP compared to alternative forms of financing. Tt is our under- . -
standing that the Pepartment of Education is supporting a.techni- -

- cal amendment to, the statute which would allow the States to re- -
ceive a full special allowance. on: loans made from. funds advanced
to us as long as the income of such ‘advances were taxable. We are -
- gratified for that support. .~ -+ . -, . L ;
- Mr. Chairman, I testified before this subcomniittee in february.
on the operational problems associated with the new student loan
disclosure provisions enacted in the Financial Assistance Technical "
. Amendments of 1982. I sincerely appreciate your. efforts’to hel re-
- solve this difficult issue, It is interesting that implementing these
. 'Frovisions could cost Sallie Mae ‘alone several million dollars for
ittle lfneﬁt to students. = ‘ S o S o
. We look: forward to working with the subcommittee in working
~out appropriate solutions to the current problem. We wish to em- -

__phasize__th,at_webgliev&thét..usefuLand_complete—loan—information»_—r~‘-~_~

- . can and should bé disclosed to borrowers in a wa}é that is readily

.- . comprehensible to'them, that such disclpsures can be made both at -

‘ the time of the origination of the*loan at the time of loan repay-

- ment, in a manner that can be accommodated by the automated -

* systems currently used.in the GSL program. - = o

~ .~ We recently notified this subcommittee and the Senate subcom- ° i

- ‘mittee that the Sallie Mae Board of Directors voted.to authorize S
- corporate management to pursue an gequisition of a finance subsid- -

-iary. Lo Sl S T
co ‘l"lyhe-.subs;idiary financial sinstitution would, of course, remain' sub- .
. Ject to the’same statutory; limitations'placed on'the parent corpora: -
tions by Conggess in section 439 of the Highér' Education Act. * -
- Sallie Mae’s acquisition of a financial institution‘wilf}/expand our- -
- capacity to serve our customers and our:social purpose/By utilizing -
* the resources of an existing financial-institution, we will build a’.

. t .
i .
oy e
N o




7. better base for delivering our products and service, We are discuss- .
ini‘phis acquisition with our staff and will continue todoso. -~ = .~ .=
. " Finally, I will be testifying before this subcommittee on June 8 .
- and at that time will provide. far greater detail on the Sallie Mae -
. .options"programs and ourjconcerns. - .. .07 0 T
~-However, I would like tv’make two points. First, loan consolida-
- ~'tion and the process and procedures by which a consolidated loan is. o
created is extremely complex. . . o L o

Servicing of graduated repayment.loans is also extremely com- .

lex. I .cannot emphasize too. stronflqw that the structure of any

... loan consolidation program 18 tritical. The simple fact of consolidat--
. ing a student's' indebtedness .is ‘inheréntly . so ¢omplex that the ~ -~
““structure of the program’should not-add to:the problems; - =i
“We look forward to working with this committee and. we look for-
ward to continuing to.offer the options program.. = ... .. .- e
. -Second, ‘Mr. Chairman, as a businessman, I cannot endorse the = -~
- concept of a. monopoly. Your .subcommittee has the difficult respon- o
sibility of determining the policy implications of program costs to : - o

the Federal Government. That is your concern. o - ‘

"-Sallie-Mae would like to continue to offer options. We, howevé‘;,

leave to your jug¢ment and that.of thé.subcommittee, what other

"+ consolidation’ programs ‘should -be available and -the costs of the
W Federal Government.associated with-those additions.’ - = * - C

% . “However, ‘Sallie-M#&e will neither’request nor. do we require a ..
‘monopoly in the options program. That summarizes the testimony .. -
" . that we have prepared for you in greater detail-and certainly Mr. -~
. " McCabe and myself would be - pleased to answer- any -questions’
which you might have. S T e

~ Mr..SiMoN. Thank you very much. T
“First, a_very general question. If you were .to draft the statute .
that we are going to have to be coming up with very shortly, what -~

- would you include in'it? = - B R

~.Mr. Fox. The first thing I would ask for, Mr. Chairman, would be;

. ‘an extension: of our Federal priority for removal of the limitations -

- on our Federal priority issue. This is certainly of the greatest inf-

“portance to the corporation. © ~ . o oo T

" Second, the loans to States  programs,” which we have discussed

: . and which was granted to the corporation in -1980, should be tech- -
fw.-m-{—v—nical'ly_‘clariﬁed-soithatfihose;states‘,‘fWho, from_time to time could
"~ - use such a program, would. have available ‘to them- alternative

~ gources of financing. It is, I think, folly to build programs around a

. single source of.,financing...We-sfxoul leave to those who are re-- .
quired to finance this program the greatest number of alternatives . -

. “or options to thém so they can assure continuity in the financing of . "

- their programs. = D o ool R
"' - -, Thixd, we would ask you to extend the options program. We-feel = .7 .

" it is a fine program, it is serving its:mission. There are a Jimited: . .~

%' - number of people out there who require it and.those people should =~ .. -
...~ ~have the opportunity to extend through graduated repayment the
K anmen’t terms ‘of their indebtedness.to assure that they can pay

ack in a timely basis without:goin into default. ook e
.~ .. 'There may be a technical amen ment or two relative:to the op- - "
7. tions program, but, essentially, those are the major. items affecting = -~

/.
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In additio we think that it is very important that disclosure be
clarified @ is essential that we get it to a position where all insti-
tutions can- disclose on- a common basis using existing systems in
such a way that students are a propriatel}y apprised of their re-

‘ spo(rlmiibilitlilesi but the operational aspects of disclosure are: consid-
ered in your L '

egislation, - :
Mr. SiMoN. So that I understand precisely what the problem is .
and where we are going, I would like to ask why you got involved

_in the State grograms. : S , ‘

- 'Mr, ‘Fox, State agencies have -had a broadened role during the
last 5 or 6 years in the management of the guaranteed student
loan program. During this period, they. have become. not only guar- - -
antors, but many have become originators of student loans in areas.. ...

“"where there is insufficient capital. They provide secondary miarkets
sometimes in competition, sometimes’ in addition to the services

_that-we offer. They have become servicers in many areas. They

D . provide a broad variety of responsible services to their constituen-
" cies on a State-by-State basis. The trend of legislation has been to
« . goin that direction in thelast 6 or 6 years, :
(R ‘We, as the national secondary and provider of capital, support
them just as we provide support- for lending institutions and for
education institutions, We provide commitments which are permit-
R ted under our statute which commitments give them the comfort of
T extending credit or ‘proi/idinﬁ service knowing .that we will ‘be

- -behind them and can undertake to buy their loans at some time in

glm future, to provide credit to them, and to-provide servicing to -
em. .- - ' : ST L :
In this variety of ways, we serve them just the same way in .

" which we serve the banking institutions. We are able’ to assure
them in the variety of ways a continuity of money so that they can.
continue to support this program. - - .~ - o .

One of the real problems that we have with the cyclicality of the

_availability of credit in the banking system."Whenever we have a-
credit crunch, it is the consumer who. loses out first.and it is the + . -

. student consumer who loses out among consumers because thisisa -

. low-yielding program and a difficult one to.administer and when
‘credit is being rationed it is frequently the student who loses first.

- That is one of the reasons why we exist and- to-the extent that

g ~ we can provide assurances to those who extend ckedit to the.stu-
—————dents,-that-we-will be there-when-their sources ‘of unds dry upor™ "
% . are no longer available, we are doing our job for those constituen- :
~~cies’and to the broadest extent that we can offer the widest range
~-of programs to them, we give-them opportunities at their choice to
- serve the students in the best ways possible. . S o
-, Mr. SiMoN. But you get involved there if their State dges nof .
-~ issue bonds or they can’t borrow from local banks? I am A little
.fuzzy-still on why you.get involved ‘with, say, the State of Illinois
... Mr..Fox. Well, the State of Illinois runs .a number of programs. .
- - Because it is a unit banking State, they have a number of institu-.
. tions, many of which are very small, and those 4,000 institutions -
-7 . that are eligible to originate student loans in the State are looking
"o for some assurance that if they extend credit in support of the pro-
: -, grams, their will be somebody there tg buy those loans, if it’s neces- = .

~ . . - .
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sary, that if they need-capital to lend out,-the‘:\\('can borrow from us,
that if they can get a commi?iment from us that we will be willing .

to do those things at some point in the future, they have the assur-
“ance that ‘as they support the.progrqu-,thg{ is'somebody behind

them: who will stand up:for them and:le§ them gét their money

back so they continue in the programs. mw

States oEerate frequently with no less a niécessity for a take-out,,

whether that take-out or ¢redit comes from, the banking system,
" comes from Sallie Mae, comes from insurance’or, Whatever, the fact
that they have these opportunities to bp' pravided with ancillary
.# credit, ‘ancillary support, strengthens those iﬁfbtiﬁutions and. gives* -
.them the opportunity to be more imaginative, njgre constructive.in . ¢
_their own jurisdiction, to provide more credit, With the assurance

2

" that there 18 somehody béhind them.: T~ =TT i ~ .
_."With-somebody like Sallie Mae who has doné nearly $10 billion T
- worth of business in the student loan. program, aid" iy willing- to ‘
. stand up and, indeed, is willing now.to even improve its programs .
.- to the States, I think that the fact that we are here will enhance
.." their willingness to provide credit, for example, in 1linois.
- Mr, SiMoN. Then one final question. -~ .~ S L
You touch in your formal statement on a problegi that I have ..
- run into recently several times. “We would suggest Lg‘gt-during the
reauthorization - process, -this committee -seriously Lxamine the.
small loan problem."” R - A R
- Mr. Fox. Yes, pir. " R S R
Mr. SimoN. This is a problem particularly from youand me gen- .. : -
eralizing on the basis of ‘isolated incidents. But someone signs up -
. for $500 to take a course ata trade school. Trade ‘schoolg;tradition-
.. ally serve minority and lower income people more than ‘others.
", Probably, so that student who wants $500 is not from a.family that .{
s g?{ing to be a particularly attractive loan pogsibility to¥ghe 1dcal . -

ban . o . | . Loy hET - N N B
~—~°But that $500 situation falls through the cracks right riow and I

.
i

‘assume this is what you are referting to here. * * =~ = .
Do you’have any specific suggestions as to how we meet that
" problem? . .. , E : R
Mr! Fox. Well, let me say at the outset that when Sallie:Mae
does business with institutions we never look through the portﬁolio :
to see what institutions people are attending. We don’t limit/ the -
loan sizes that we will buy. We are looking at the average indebt-
" edness of the portfolio because that is the charactéristic ‘that is: =
more important to us. But we have never ever limited the loarns
——.*thﬁt“wrwin‘buybymrmamktedﬂol-lar}imita-tion.«f-- P T 1
The real problem here——"" ' . - T SR TR
. Mr.-SmvoN. Ifay just interrupt. When you say you look at the
average indebtédness, if that average indebtedness level gets too
low, do you get involved? = -1 - . ot e T U0
" Mr. Fox. Yes; we will. If it gets too low, we will not buy those &
loans at a par price, which is an inhibitant to be sure, but we have ..
never ever told any institutions that we will not buy low.balance - .’
loans nor that we will not buy a portfolio of loans that quplifies as
. an insured portfolio. = - 0 iR e T T
About 25 percent of the loans that we buy actually Have totally = 7, »
borrowing indebtedness of below .$2,600 so most. instifutions with - -

>
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whom wolbdoul—in fact, I would';sn‘yl 95 or.more porcent—are ablo

"[to show us portfolios whiclr are made iug of small loans and inter-
- ch,

mediate-sized loans and large ones, which, in the average, meét otur
parameters for acquisition at a par 100 cents on the dollar price.
And when we actually go back to the computer, we find ‘that about
256 pprcent of our loans which you would characterize as small—the
erson’ who borrows for 1 yoar—this Is not just a trado school prob. -
em, as a matter of fact, it 18 not.evon a student laan program—we
find that community cofleFes are in this same ca . C
. If you extend credit only once because the studgnt\is going to a

- short-term program or is going to & low-cost program, you create

the small loan.

. . This is'a nationwide banking problem. Banks to'dafr "'nre"pp.'s'siné

along‘costs"'associatej“with"bankn “and ‘products more than they

have ever done beford, On the liability side; they are paying muc
more for -deyosits and many, many banks are establishing mini-
mum loan sizes.for all of their consumer lending—$1,600, $2,600, -
and even, in some cases, over $3,000. ' o .
So we can't just deal with the student loan in a vacuum and say

.. that there are some arbitrary standards here. It is the entire bank-
- ing_industry lookin% at the costs associated with the originating ~- °
o

and delivering of a loan and saying to the person that has to pay

for it, “That loan has to carry itself.”

.. We started looking at a variety of ways in-‘Which'p'we -v,fni‘ght .be', v
able to deal with this thing. Quite frankly the costs associated with

" aloan 'epretti,'
t

. money on your

- tion. -

much constant whether it's a very small loan or a
very ]atrge one, It’

up with something inceptionally that can meet that problem.

I kn&# that there are some commission reports coming out from e
the National Student Cominission on Education. We know that

there are some talk about forming some committees to discuss this
thing in the near term, different ways in which you can look at it.

We are thinking .that the possibility exists that a little piece of
plastic, like a jdebit card or something, like when you borrow =

ﬁ)verdraft privilege in your bank and there might be

something that' we might be able to work out through a financial -
acquisition of an institution if we were to own a banking institu- " -

But these are conjectural. We are dealing with a changing finan-
cial envitonment where the whole delivery. mechanism in the fi- ‘
nancial services is changing. -~ . . . S

I think there is a solution. It can’t be cheap.:T am not sure who is -
going to bear. the costs for it, but we are willing to sit and talk with- -
people to.try and find a solution for this thing. But I can assure .

~you that our corporation provides no inhibitants or artificia) limits -
‘nor do we specifically exclude paper of that size in our purchases.

Mr. Stmon. T might just add that sometime this fall-1 hope to get .-

" together with the subcommittee members and-the staff to-discuss, .
- where ‘we are going to go on reauthorization. of the Higher, Educa-
“tion" Act, and any ideas you might have prior to that time, I would

welcome. . : . % S ‘ . ,
Let me just add a word of commendation. You are not. only han-
dling things well fron what I sense, but you are using some imagi-

e

) , :" 33 |

8 very difficult to conceptualize how we can come -



" had some dental work scheduled this morning: In fact, I feel like:

~~-hust look like I have'Bells Palsy-

- . program which has'a sunsyf pro

~~ priority issue .must be afidressedy.

e about 6 C
‘point in time, we are goingsto have to start no longer accepting ap- .

w grown up quite well.” ]

" nation and creativity-~the !
;" tium you testify about—we appreciate that. = -

- Mr, Fox. Thank you very mych, .. -~ . =
‘Mr. SiMoN. Mr. Erlenborn, 3§ -

S
u, #
A 1

'Mr. ErurnsorN, Thank you, Mr. Chairman. I thank you parblou-

larly since T am not officially.a’membey of your subcommittee. =

“Mr.-Simon.. Well, you so ‘outrank all the rest of us in tormd“of o
aughtor]-*,—-tb;it ‘Ijthought.we should defer jto

seniority and age—{
you, Lot o e o

* Mr. ERLENBORN. T just may Atq’k'e‘that thanks pack. -~ .
- -Let me firgt of all apolo to Ed Fox and Ed McCabe for bein
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late. I had intended being here to hear all of your testimony, buf/1 ..

Let mo ask one question. The chairman, just.a moment ago, said

that the subcommittee would be,g ting together to disouss the ex-

. tension or reauthorization of the higher education Act.-

‘ Do you feel that the problems ofi Sallie Mée that you have dis-

.cussed here this morhing’ that n fome'l?fislative, attention can
wait' until the higer edusajion igféxtendell or do you.feel that
seglzlarate legislation. might be desirq oy :

-~ Mr. Fox, Mr. Erlénborni-the: :

rigign: on July 81 of this year. It is

- a program that I think hagjprover $dth necessary and attractive to

., -@.small group of students~who rej

* ' . tension of their indebtednesg. -

We also have a Septembgy 1984 &

Ate at which time our Federal

anjendments that we thinklare essey:
that this committee and the full (
- soon as 6)ossible rather than,wait

tialiand 1 would strongly urge

i

lications with the assurance that we can provide accommodation
in that options-program because of the very complex 60 to 90 day
lead time to close. So weg\ptroq‘gty ufge that whatever legislative
initiatives could be undertaken’

_ year, if possible. - S _
Mr. SiMoN. If my colleague would yield. = * .
:Mr. ERLENBORN. Yes, i
Mr. Simon. Clearly/ge have tog

~ will make every effortato\do so. - S L .
Mr. ERLENBORN..- you, Mr. Chairman. I have no further

_ guestions. I just wantito /compliment both of you on what you have

.~ done with, what I ¢Ypsi b he “my baby,”

.+ Mr. Fox. Thank you.':, " J~
*4.'Mr. SiMeN. Mr. Kogovsek? .
.Mr. KoGovsgk. I have no#guestions.
Mr. SiMoN. Mr. Coleman? - ‘

because-it's still-frozen-over-hefe,-

re loan consolidation and ex-.

ere .are certain technical

accomplished by July 81 of this

"as qui kly as possible and we

or -problem we have is with a .

‘}r;"-.» ’ -'V‘ -

phgress deal with these issues as ‘.“i‘
r t it f8r reauthorization. We have only .. *
days before one of our progranmis expires. Actually, at this-

Sallie Mae. She_* has .

Mr. CoLEMAN. T was wondering about your taking a savings and

: .. loan bank into -the fold and w at_you;-anwgate utilizing those: .

services for. How will it improve your services? How can we get a
- home mortgage from you or somnet ing like that? [Laughter.]

R 3 . . . I ~
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Mr. Fox. Would you like to go first, Ed?

7.

I guoss ‘we both have addressed that issue Congressman and '

mayboe the key point is that, if we do this, if we get a financial in-

stitution as a subsidiary; the only reason that we would do it is to .

img)rove our caf)acity ‘to serve the needs of student credit, We are

not . interested In going into the banking business as such.or the .

S&L business as such, but student loan revenuo.bonds reflect a
very large chunk of to«iay’s student credit market and this is a way
we see to service that need and that's our {)urposel

«  Mr, CoLEMAN, WIill there be any compet

, might have over a privately held S&L?

tive advantages that you

: r. McCape. I don't .think 'go., The missions of ‘S&L's have
- changed since the Garn-St Gérmain legislation ‘in-the -fall of last

.= - yeaTr, 80 that-we coftldcactually run this as a student credit-institu-
-tion rather than as a inortgage. institution and be well within the

charter responsibilities of a savings and: loan institution,

In our letter to you, we sald that we hpve a specific laundry list

. of things that we,are permitted to do under statute, that we would
do more through\the acquisition of a savings institution or other
financial intermediary than those responsibilities already given to

us in our role as a secondary market and supporter of postsecon- '

daﬁ' education. - ' o o : :
r. CoLEMAN. Well,’let me ask‘you a question. Is that because
- you think you have that -authority or you would just as soén.not
take on extra services? - o R o -
Mr. Fox. We certainly don't have the responsibility to become a
mortgage institution and would not even choose to do so. There is

. the possibility that at some point in time in the future, we may be
required under our franchise to provide uninsured student loans to
~those who have been disinfranchised from the:guaranteed student

-+ loan program. As you have put in needs analysis and the like, an.
. ‘authority you gave us a couple of ‘years ago to provide an dnin-.
sured program for those people, might best be served through a.

loan program managed through a banking institution. :
- But outside of that authority and the revenue bond authority

Ed McCabe just discussed that you gave us, and granted, that there.

are billions of dollars of revenue bonds bging sold each year. Our
participation in this market can only have a beneficial impact on the
- costs to the issuers by our participation. i '

- We think that we can use this_instltutio'ri with‘va modest depésiﬁ

base to support higher education and protect eduqatipn in ways

‘that we have been franchised to doit. -

We already have a couple of retail banking programs For exam-

- ple, in the health area we offer loans as a lender of:last resort to -

students going to the various health profession institutions around -

the country providing lender of last resort service. We make about:

a quarter to a third of those loans in the country right now. It's a -

modest program, but we actually pay a good deal for ‘a banking in-
stitution to do.a lot of the work. If we could do. it within:the ihsti-

" tution, we could deliver that program'more expeditiously and less’

‘expensively and provide more service. S <
~ The program that we are talking about here, the options pro-
gram, we actually have to go through the banking system for cer-

- tain aspects of that to pay off loans and the like. We could do that} '
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-ihmﬁ‘éh' a bﬂnk'ingilYS-tem. Wo could set up a 'servicins'c!lpncit{ be- -
g%“?e'o"“’inﬂﬂ institutions have traditlonally been. in the servicing
siness. = . o |

“The revenue bonding we talked about before, ‘ PO
I .think you would find that in' a pariod of about 8 to 6 yopys.the
institution would look exactly like: Sallic Mae looks now ;'e:oeﬁ)t
that the dolivery. mechanisme and ono or two of the products; like
the revenue bonds, would be slightly different. But those are prod-
“ucta that you have already authorized us to deal with and where ~
we find that we have difficulties through exmting tax.law or struc-
ture in delivering, we certainly would have ian ongoing discussion
of everything we would do.in.that institution with the members.

“You have oversight over:-us and.you.would. cohtinue .to have.over. -
...uight_over our. activities. an 5‘~wg_;WO\!ld..A;bﬂ.;;idi!@.ugﬂiBK‘;;QII.EMLWE,..,.

having to do with this institution: with you before we wou

do it,
as we have done in the past. = L S

* Mr, CoLEMAN. Have you made any noninsured loans? - .
Mr. Fox. No, at-this point in time, we have gro,Y‘ided a small line
of credit to a consortium of schools through a bank here in the Dis-
trict for a total of $3 million, which we have discussed in our testi-
mony. That line has in ced the bank to, make loans available to
* “parents of students going to the nine consortium schoolg here in °

the District of Columbia. .} - . - o v
‘That'program is starting, this summer. It is a pilot authorized by
our board and we are curious o see how that resolves itself. Other
grograms around the countyy have been created through revenue
onds or through other sourées to provide accommodations, to those
who are sending their kids to higher

upper-middle-income familie
cost institutions. .~ = .} .. - ,
We are also negotiating with one or two other institutions for
very small pilots, buf there is nothing in place and we would be
very surprised if in the near fdg.ure,'any significant sums would be
expended by Sallie Mae.. . =~ ' » s o
. Mr. CoLeMAN. Thank you, Mr.Fox. o
Mr. SimoN. Mr. Ackerman? =\ - ‘ R
Mr. AckerMAN. Would you have any interest in o mng things
such as branches on different campuses on a selective basis .
. Mr. Fox. I don’t.really see any, point for us to be doing that. Our
. mission is to serve the banking industry and to serve the education
- industry. To the extent that there might be a campus in the very.
immediate area in which our institution might be located, it might:.
be appropriate to do so. But we are_not looking to be a full-service -

‘banking institution. We are looking really to unbundle banking:

services and we would not.wish to‘:compete with the banking -

" gystem or to compete with the originators in that community un-

necessarily, - .~ - . .0 : T Lt

- Mr. AckermAN, Thank you, Mr, Fox. - " .*

 Mr. SiMoN, Mr..Gunderson? -~ - _
Mr. GUNDERSON, No questions, Mr. Chairman. . P
Mr. Siyon. We thank you both 'Ve?, very much for.your testimo- .-

" ny and you will be hearing from us shortly. - ° T '
Our final witness is no ,strar;ger to this room, Bill Clohan. oo
Oh, I guess Bill is not the final witness.. We have a panel later

on. I'm sorry. I am looking at the first sheet here,. . - ,

o
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~ Not the lﬂnal wltnoé& of our hearing this morning is B’lli' Clohan,
eneral counsol for the Association of Independent Collegos and
chools, and, qf course, no stranger here in our midst.

STATEMENT OF WILLIAM CLOHAN, JR., GENERAL COUNSEL,
. ASSOCIATION OF INDEPENDENT COLLEGES AND 8CHOOLS

Mr. Cronan, Thank you, Mr. Chairman, It s a plonsuro always. ¢
to como back to former stom‘ﬁln grounds and to moot with you on -
an Important subject like Sallle Mac. I represent the Association of
Indopendont Colloges and Schools, which is an association of ap-
proximatoly 570 colleges and schools throughout the country en-
rolling over 450,000 studoents, . : o

T would like to say before beginning that my colleague David She- -

. frin was unable, unexpectedly, to-be here:this_ morning..Ho. passes.. ..

his greetings to you. Ho spoke with youtat-tho United Jowish Ap-
gouls the ‘other day on Sunday and ho teally apologizes for not
oing here.Jis school if you ever got a chance. to go to the Hart-
ford, Conn. area or New York City arca, is ronllK on the cuttin
edge of computer technology in training students how to doal with
computors. | : : )
The Student Loan Marketing Association, very much liko the
guaranteed student loan program, has matured during the past -
gseveral years, Both have expanded tremendously. Ed Fox has given
you some of the details on’their growth and assets, earnings, divi-
dends, and so forth. I have to compliment.them .on doing an excel-
-~ lont job in carrging out the mandates of the original authorization
and algo the 1980 reauthorization authorities.- S
. They serve a very. difficult ‘role, On the one hand, they are &
quasi-governmental, ﬂrivate cox‘gor;ition who has corporate respon-
sibilities to its shareholders and, on'the other hand, haye a public
purpose or a public responsibility. to insure, t the extent that they
can in providing liquidity, GSL access to studénts attending all in-
stitutions. . . - ~ ' -

There have been many critics of Sallie Mae over the years. It's,
my belief that most of the criticism comes from a misunderstand- -
.ing or lack of knowledge about their operation. I have to admit
that it is a rather complex operation and, perhaps represents the.
complexities of the entire guaranteed student loan program.

.a Any time you have a program that deals with third party non-
governmental agencies where the process works only when there

_ are.proper incentives in that system, there is much poténtial for a
falling down of the system if those incentives don’t work.

There are many different actors in the process—Ilenders, second-
ary markets, State agenojes, students, and so forth and, as we will
see later, bond issuers, and so forth. Co ‘

During the_ past few years the Congress has given new authori- ,’
ties to the Student Loan Marketing Association. It's my intent this
morning to get into them—the bankru'IJJ cy priority, the consolida'-g’\v '
tion authority, the purchase of an.S&L, the question of whethe
they are subject to State taxation or whether their- vpurchasin%‘

~ loans from State agencies would allow the States to receive the full
special allowance; lender® of last resort, where some States are
skeptical of what Sallie Mae intends by. that—I will not get-into." \

’
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I would [ike to concentrato, on the ono subjoct that roally impacts
tho .schools that the “Association of Indopondent Colloges and
Schools and it s al n{x foeling, although I don't represent them,
that the community: colloges are adversely affected, as Ed Fox
pointed out, PEERE e -

I would like fo-gay at the beginning-that it is not the policy of
Snllie' Mae, pee ge, which adversely affects low or short-term bor-’
rowors or short-tofm courso borrowers, low loan-size borrowors, It's
perhups the’Foedoral ‘policy. Mr., Fox noted that tho problem is not
only Indigonous to the gunrantecd student lonn program, it's true
in all consumer banking actlvitics. The cgsts of making a small
loan, of administering that loan and of collecting on that loan is
-approximately the same, no matter what- the loan principal. Be-

eayst ‘of that, thore is'a bullt-in disincentive for.lenders to make

-~ « amall’loans, and frankly, in-terms of Sallle Mae and other second-
ary: markots, thore 'is n disincontive to purpose those loans, onco
-the loans have been mado. - ‘

R think that Congress—I encourage Congress to deal with the

,-1ssue of trying to turn the incentive in such a way that it is equally
advantageous for a lender and a secondary market purchaser to

+ both make and respectively purchase the small loan. ,

", Mr. Fox noted thut the community colleges were affected by the
small loan problem. I really appreciate him identifying that prob-
lem and also I will gladly take up the encouragement to meet with -
him and other participants in the program to try and work out a
solution that maybe we can Fresent to you. :

Tho community colleges of this country and the proprietary insti-
tutions of the country No roprosent a much greater proportion of
low-income students and minority, and by that fact, if there is a

. disincentive to make loans to these types of students, I think it
dges*not carry out the primary purposes—or one of the purposes of
the guaranteed student loan program. s

I refer to the testimony of the Comptroller of the Department of

‘Education. It was presented before the National Commission on
Student Financial Assistance in January. I would like to redd just

' briefly- some of his remarks. This is on page 4 of my testimony.
“Lenders and sccondary markets alike recognize that small loans cost just as much
ay large ones to service and the result is that certain categories of students, primar-

ily vocational and college freshmen, are bcginninF to experience difficulties in ob-
taining loans until they complete their first year of school. e

- He goes on to say that: ‘ :

" "Traditionally, students attending vocational s¢hools come from lower income fami-
lics and nced financial assistance to go to school. As most vocational programs are
of one or two years in duration these students will not have sufficient average in-
d_cbgfdness to make lenders or secondary markets servicing costs economically
vigbie, )

If I were a banker and had three students come into my bank
and.I had $5,000 in loan capital that I could use to make student

" . loans to them, and two of them wanted a loan for $2,500 each and
the other student happened to be a graduate student going to'.

. Northwestern or Southern Illinois University and I realized that
the return for the one single loan to- me—or the benefit-that I
"would receive from the Federal Government and the student will
be the same for both loans, but my costs of making. and servicing -

i

-
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the two loans individually to make the $5,000 would be much
eater, 1 would (rrobnbly. ased on pure economics, make the loan ..
a &

o the pinglo 5r uate ntuder\tt. : ,
That's the dilomma that I think Congress needs to deal with.
I only lay out gonemlly posaiblo solutions, The key is to establish
additlohal incentives for loans made to studonts a;@g i
term coursos or those that onlf' want to borrow lesésthan $2,600.
Ono possibility would be to Incrense the speclal allowance, dis-
proportionately to the size of the loan %rlnclpnl. By that I mean, if
a studont only wants to take out a $1,600 loan or only is roquired ’
to or only allowed to because of the romalnlm“nood tost that was
imposed by Congross sevoral years ago, thon the bankor would be
d an additional special allowanco for making that particula

oan, and wouldny't have a disincentive to make that loan. - :

-~ Aniother*way to doal-with-it: 18 to-have the- Government pay.an. -

origination feo to the londer, which would bo largoer.for emall lonns
at the timo of origination. A third possibility would be, make a sup-,
lemental Kuyment to any secondary market, such as Sallle Mao at -
he time they purchase the portfolio. I agreo, as Mr. Fox rolatod
that thoy do not look at each loan in a portfollo that they are con-
gidoring for purchase. The problem o¢curs in those isolated banks

~throughout the country who may be only: roviding student loans

to community colleges or vocational schools or in States such as
Arizona, where we-had a problem in 1970, where the tuition costs
are very low. Both the State universities—and there are very few
ﬁrivate institutions in Arizona—and the 'proqrietary institutjons
ave low tuition costs. Therefore, the average loan indobtedness is
low. There are no high tuition schools to which a lender can make
loan? ltio those students to raise the average indebtedness in that
portfolio. R : ,
erefore, their only alternative is to decide not to make gt

| "loans, because liquidity is the grease that makes the syst@ym un.

Sallie Mae provides that liquidity by purchasing the 1dans ri-

" marily as they go into repayment. If thdt liquidity 1s not thgre, the

lenders are probably not going to make the loans in the firg place

because they have other places they can use their loan/capital,

other types of consumer lending. o . :

One thing that I would encourage—this is not in my written tes-
timony—in reviewing the annual report of Sallie Mae for 1982, 1
was struck by the fact in looking at the Board of Directors, there

"is, to my knowledge, at least I couldn’t tell it by looking at the:

names and who they represent, no representation from prOpriel;ar{

institutions and, I believe, no representations from community o

leges, per se, even though Bill Arseno (phonetic) represents the’

State rtment of Education in Louisiana. LR :
-Four of the representatives either.currently or in the recent past

" have.bgen associated with independent institutions, traditionally

elite institutions. I know many of them and they are excellent
people and I don’t disparage their-names at all, but I would hope.
that there could be a spreading of the knowledge and input’
throughout all sectors of higher education.” - ‘ : .

I understand that most of the loans purchased—or a high¥r per-
centage of them—are from those tyres of institutions because theye
have many graduate students and also higher tuitions. e

i
£

ding short- . .

.
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1 would liko to addrons two of tho probloms that may exacorbate
the ?,roblem that we just discussed, One is the Options program,
which T understand now is #oing to be discussed at a June 8 ear-
Ing, would consolidate loans that & atudent has from ome lender,
which exceed $7,600, or from a aingle lender at $5,000, . '
My concern is that it would result in greater skimming or cream.
ing of the current loan portfolios, and If Sallle Mae would consoll-
date these loans~or Blate agencies, should you decide to also glve
them consolidation ‘authority—that the lender would be left with
oven smallor loans in thelr portfollos. They would be even more in.
clined not to make loana to short-term studoents,
The second preblem occurs if Congress adopts the propoanl of the

1

adminiatration to have a remaining needs tost for all students,

-~ would not-be-eligible for-the-full-$2,600 Toan, which would further—

Again, it is possible that some atudenta bolow the-$30,000 mark

oxacorbuto the small loan problem. _

I think It is a real problem. I have with me a survey that was
done last summor, asking member institutions of AICS It thoy hnd
uny problems with obtaining lonns and to what extont was it rolat-
ed to—I uged Sallle Mao's policy at that time that the averago lonn
portfolio size or indebtedness would bo $4,200 or something lke
that—and I do havo n numbeor of responses which'may be instruc.
tive to the committee. I would be glad to share that with you.

Mr. SimoN. How lengthy is it?. .

Mr. CronAN. It's three pages. o

Mr. SiMoN. We will onter that as well as your full statement in
the record, ) :

[Propared statoment and survey of William Clohan follows:]

. PRRPARED STATEMENT OF WitLiam C. ClonaN, Jr., Grneral, COUNSEL, ASROCIATION
or INprrPENDENT COLLEORS AND BcHOO1S

EXECUTIVE SUMMARY

. L. Sallio Mae plnrn an important rots in providing loan capital liquidity for lend-
ert and state ngencles in the GSL, program. , S
2. However, the curront federal pol cy of reimbursing lenders and #u went pur-

* chasors based .on tho loan size croates a disincentive for financlal inatitutions to

muke small loans and Sullie Mae to purchase them. ;
. Therefore, lenders and Sullie Mae diseriminate-agninst students whose aggre-
Kute lonn nmounta are amall bocause they may have low remalning need or because

~ they nre enrolled in short-term programs,

4. Many of these students are proprietary achool studenta who come from minor-

- Ity or low-income backgrounds. -

. b. The federal financial incentives for making and purchasing small student loans’
should be increased to ensure that lenders and sccondary market purchnsers are
provided comparable incontives for both small and large loans.

Mr. Chairman and members of the, Postsecondary Education Subcommittee. My
name is William' C. Clohan,®Jr, and' | am General Counsel for the Association of
Independent Colleges angd Schools {AICS), Accompanying me is Mr, David S. Shefrin
Chairman of thé Board of-Directors of C mputer Processing Institute [CP] “located
in Enst Hartford, Conriccticut and Chairman of the AICS Financial Aid Funding .
Committee, Tho Association of Independent Colleges and Schools appreciates the op-
-munity td present testimony before this Subcommittee on the role of the Student

n Marketing Association [SLMA or Sallie Mne) in providing sccondary market
acccsts to lenders who make loans to proprietary school students throughout the
country. : . :

The Aspocintion of Independent Colleges and Schools ropresonts 570 collegos and
schools and over 450,000 students. Ap})mxlmately 90 porcent of the natitutions are
taxpaying and most provide job skills for carcers in business. The Computer Process-

“
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Aruitoxt provided by Eic:

- institutions could continue to operate. .

GSL’ psg%-am, ;identify. problems expenenced by . proprietary_school:
';_‘_result of li

‘guarantee agencies, and secondary’ markets.-The . number of -par 1clpants in the. = "
»syl%kes the lending process precarious and subject to mar lace reactions . ..
whic

" participants in the process that Sallie Mae can leg

: {1 “invading “the traditional territory of lenders and- state agencies; I-believe: that -~
t e

i pubhc purpose in the GSL Program with its corporate objective of running the pri-
" walk, an

‘he noted that—
.. attitude and by necessity, has been to make this a more conservative entity because R
: you have asked us to become a totally private corporation; to finance ourselves in

the. private capital“markets, to break whatever connections that we do have with* .
. the Federal Financing Bank and with the Federal Government and to learn tobea

' Sallie. Mae and for that matter, federal pohcy

g Concerns

"January, 1983, Department of Education Comptroller, Ralph Olmo, stated that—

 much.as large ones to service. And'the result is that certain’ .cagetories; of students,

e

1ng Instxtute enrolls over 6000 students in ﬁve locatlons in the northeast Unxted-'
. States. The Guaranteed Student #.oan [GSL] program is vitally important:to all

AICS institutions.. Without adequate: access to GSLs (it is doubtful that rﬁost AICS

. My testimony. will focus. on the relatxonshlp of Sallxe Mae to loan acceﬁs in the 3 S
borrowers as.a ..
medies for sol

and propose some possible:

allie Mae or federal po 1c1es,
bl

“The GSL program is now: ‘mature, having, increased -almost_ ten-fold: since 11976,
The GSL system is complex though, and is based on numerous- 1incentives. to’ lenders,

n-are unexpected by Congress: This - -fact” forces Congress re ilarly:to- ¢ e

" review the Pprogram, particularly since’ loan-access depends primarily on’ third-party
: prxvate entities and not government agenciés. In the opinion of AICS, the GSL pro- .
_gram does-need some. ﬁne tunmg m order. to ensure loan access for all’ potentlal' -

student borrowers. T
Similar to the GSL program, the Student Loan Marketmg Assocxatxon has also: .
matured dunng the last few years. ' With that maturity comes the concerns of other -
ally abuse the systemthrough.
authorities granted it by statute. This concern is Heightened by the fact that, unlike

- the ‘other traditionakfederal education’ programs, many- members of Congress and, -
.their staffs have only limited experience in ‘dealing: with education 'issues from a‘- .

banking perspective. Winston Churchill once said that the Soviet Union was “a -
mystery wrapped in-a riddle wrapped in 4n enlgma ' The same can be saxd of Con-

_gress' perception of Sallie Mae.

. Based on anfagreement in. 1981 with the U.s. Department of the Treasury to’ dls-'

“¢ontinue borrowing: from ‘the Federal Financing Bank, Sallie Mae has transitioned ' . ¢
" from' the ‘government capital markets to the ‘private’ capxtal markets. During this P
- same period, new records on'total assets, number of lenders served; and net’income’

- and dividends to: stoqlrholders were set. In 1982, net income 1ncreased 109 percent,.

dividends increased 38, percent, and assets were 33 percent higher than in the previ-
ous year. With this-fenerally. agreed upon success,’ critics:have expressed concern’.
that Sallie Mae was perhaps becoming too large and powerful and, more important- .

se are valxd concerns and that they should be rev1ewed carefully by the Con-- = -

Sallxe Mae has two dlfficult roles to play i must balance its mandate to serve a -

vate, for- Jarofit entity on a “costeffective basis;"” This is not always an easy line to.- ' ~...
sometimes priorities may differ from those intended’ g}_Congress In testi- -~

mony by Mr. Edward A. Fox, President and:Chief Executive ‘Officer of Sallie.Mae, -

before the Senate Subcommxttee on Educatlon Arts and Humanltxes last summer, - :

“The thrust and trend of the corporatxon aEer the last few years, by Congressxonal L

gelf-sufficient entity ‘and taxpaying eritity that builds itself on'the basis of itg bal- '.’v '

- ance sheet, its'earnings statement;_and. through’its ability to raise capital in. support..’

of these- prggrams in the prwate capltai markets thhout usxng any tax resources as . - '
appropriated by the Congress.” .
T relate this quote because it has a bearmg on the greatest concern AICS has thh'

- In testimony before the Natxonal Commlssxon “on. Student F1nanclal Asslstance m' '
“Lenders and secondary markets,,ahke recognize' that:small loans ‘cost just as. - -

prlmarxly viational and.college freshmen; are beginiiig. to'experience diffi culties in

i obtaxnlng loans untxl they complete thexr first year of school When that occurs, the‘ Do
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' lenWan: reasonably anticipébe thaf'thélbdrrow_e‘rs will have ,é substantial. itvi"efbtﬁby"

P

. .benefit from a college education, most can benefif from some form'of. vocgtional or’.
-technical.education.-Ihdustry needs skilled -technicians:: Traditionally, stiidenits. at:

'_sistance; to go-to.school.” As-most vocational :programs are: one
“tion; these stidents
- - The statement by.Comptroller Olmo.concisely and forcefully b
-. experienced by potential -proprietary student-borrowers. First, lenders can reap

the Yigfie- they graduate.” )
He goeson to state that—-- - -~ "~ . o ne e e g

“If students cannot get loans until their sophomore year, many. oﬂ._thgm ‘may "
never be able. to make it through their freshman:year. And while not everyone can

tending vocational: schools'come’ from'lowér-incore familiés-and’ need:finarcial as

tudents will not have sufficient average indeb
seconddry market servicing. costs-économically. viable.’..

lly: presents the problem *

higher- returns on larger student loans, since it almost costs as much to administer a

“ -small loan as’it does to handle a large one. However, it should be noted that it costs .- . i

- the government more to subsidize larger loans. ‘A:second factor making it difficult
" for vocational:and technical students to obtain GSLs.i§ that.leniders generally-must
~have. an average loan indebtedness of between $4,200 and $4,800 intheir portfolios

* in order to sell their GSLs at face value or par.to Sallie Mae.

The: result is that many lenders throughout the country have established. poli¢ies .-
which- discriminate against. short-term course students, most of which are concen--
trated-in the proprietary and community college:sectors. For example, Chase Man-

~hattan ‘Bank, one of the'largest lenders in the GSL program, refuses to make loans =

" . to students:in courses of less than two years'in ‘length. Until recently, Chase Man- .- -

hattan was holding their loans through-the entire collection period. Recently the

" have sought to sell them to Sallie Mae ‘and, theréfore, must’ consider Sallie Mae’s - .-~
" unpublished:requirement that —average‘loan"ihdebbedness must-be significantly high: . L

to provide an:adequate return to Sallie.Mae. S e I . .
"The effect of secondary market policiés are subtle and. difficult to uantify. How--

‘ever, in our discussions with lending institutions'which have decided to términate
-lending to short-term course students, we have been ififormed that Sallie. Mae's:
“policy is B'Prim%rsy* consideration_ in. eliminating lending to small-loan borrowers. .~~~ :°

Last summer, AICS queried. its nfembership to determine if the average loan indebt- -~ -

‘edness requirement of Sallie Mae inhibited lending to their students. The responses

identified -geographically scattered’ problems. Although this was. not:a. scientific

‘survey, it does represent problems which should be dealt with by Sallie Mae and 'the

Congress. For. that reason, with the Subcommittee’s -permission, I would like to-. - -.

" ehter a summary of that survey in the record as a part of my testimony, = -

- “In addition to riot lending to certain:types of students, other financial institutions

will only make loans which exceed a certain minimum -amount. Last year Sallie - . .
Mae prepared a-list. of representative. lending institutions which had a minimum o
loan sizeé requirement. I ask that this list -also be made a part of the hearing record.
- AS'# part of Sallie-Mae's student loan pricing.overview in- 1982, it identified the
variables it considers in-pricing loan portfolios. The pricing overview identified sev-

. eral seller-influenced characteristics of most critical importance to the value and, .
. - pricelof a portfolio. One of these wag average loan indebtedness.:Sallie:Mae suggests '’
- to'a lending -instjtution: who seeks to sell their- portfolios to Sallie Mae, that they

-remove lower indebtedness freshmen, sophomore and' junior loans,.and add higher ~ -

indebtedness sophomore and junior loans. The 1982 SLMA pricing overview goes on' . .
to-note that “the, major causal factor: that underlies the importance of loan size is

the impact of servicing costs on the'yield of a student loan. Whether these costs are -
paid by SLMA to a contract servicer or incurred by its. in-house facility, each loan, . -~

- Incurs and absolute dollar cost for each month it must be serviced, regardless of its".

' - size.” Herein lies the greatest problem with the-current federal policy with respect - i

to subsidization of administrative costs for GSLs.- . " =~ ...~ 7 o
Sallie Mae's. pricing. policy reflects the fact that the direct servicing cost associat--

"‘ed with a-student loan are the.same,’in terms of dollars Yer loan, small or large. For

this reason a’larger loan has more value that a'smaller loan. As loan size increases, .

: .dollars of net income increase, but direct dollar servicing éosts remain constant. The: = -~

,SLMA';I)_ricing.' overview goes on to state:that— -« .
~ “Whi

e the exact: figures - may. differ. somewhat, theséﬂ,‘ét _factbrs' ér,é the same

o faced. by-gny lender and force anyone not willing to lose money to restrict small -~ ° .

loan activity. Thig fact has been recognized by financial institutions that originate®. < - -

‘student loans. “T institutions restrict lending in small amounts not only for stu-. - ..

-dents, but for all-types of consumerloans.” - "

- As noted earlier in the testimony, Sallie Mae ‘must show-asolid “bottom line” in-

A}

. order to be attractive in the private capital m_arket.:.Th_erefore,i_th_e’y must make fi- . o
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- way of : o
borrower. indebtedness for a loan: portfollo is at.Jeast $4,200. To many lenders and-. . " ": -

Y

—ness—practices,—a-lenderwill _ like] g L
~ costs are quite" hiilésin proportion to the amount of the loan principal. This leads to -~ .
) st loans. If.you ‘ask lenders if they engage in such-a practice, .. .
most will readily admit to doing 80,baged"on pure economic reasons.” - - B

““skimming”. the

Do R
Sk

nancial Iricing decisions which will enhante ‘thitfinancial creditworthiness, ‘One
oing. this is to pay .aprice.of par for an interim’ loan only if the average.

rantee agencies, a $4,200 average indebtedness to qualify for par purchase may. .. .= :
- betotally -unreasonable and, -in_some ‘casés, unattainable. Their alternative is tosell- -

the loans to Sallie Mae at a substantial discount: of adopt’ g minimuitiloan require- -

is :minimum ;eguirexgientYWould be that

ment at’ the lending level. The result of this v
) ore ' borrow.or other

0,000: If Congress weré to require.a need.determination. ‘stude owers,
the average loan size' would probably: decrease‘and the average. loan indebtedness.
requirement established by Sallie Mae would:have an even greater adverse effect,

the expression, a “trickle down'" effect on lenders. Usirij

to-a student whose fixed

i

- . In'summary; Sallie Mae policies regardinftloan'.purchm%hgzéi;if%qyfﬂl"gxguugg A
und: financial an RS

Remedies -, - o

A constructive criticism of Sallie Mae's average borrower indebtedness llpoll v is
ilt-in-bias

really a criticism of the current federal policy. The GSL program has a bu

“ . toward large loans. This increases the total GSL program costs and inhibits lending - -
"~ to. students attending “short-term courses or students who want'-to borrow small . -

“ amounts, Federal policy, should recognize the ecoriomies of scale inherent in making,

" - administering, and collecting large loans. Much of the cost to lenders and secondary . -
" market purchasers occurs when the ‘loanis mad¢ and when the loan is in repay- . -

ment or collection status, These costs‘are relatively comparable for both large and

“small loans, therefore, the federal subsidy for making large and small loans ought
‘to ‘be comparabl‘e to the _co'st,smof : maki_nvg,' admi_hisbegjing,‘ and. cbllectipg on those -

loans. . - :

One _important':pbihf’ifhét is -often’ ovérlooked when evaluating the costs of the =~
- 'GSL program is that, because repayment begins earlier, the in-school interest subsi-

dy paid by the federal government is much smaller on' those'loans made to students

%

much ‘more highly subsidized . than roprietary school students. This. is sighificant ™

4

" because the in-school intérest subsidy is a-primary cost of the GSL program.. As

", noted in the National Commission on Studént Financial ‘Assistance Report entitled’ :
;gtud¥'0f The Costs: To ‘Borrowers- Of Participating In The. Guaranteed Student ~- -

ogram:” - oo R L A
“4The total federal subsidy (i.e; interest subsidy and special allowance) is. struc-

-attending short-term courses. Students attending four-year or:greater programs are °

. tured to provide the most benefit to student borrowers attending high cost: institu:. “
. tions, attending four-year -institutions, and acquiring postgraduate educations. Thi

L “reg‘ayment is delayed as-long as possible.”: - ’

"' the following for  dealing with the small loan size p:oblee%b

.~ “tive to lenders to make small loans and gecondary markets: rch , ,

- 1, Increase the sgecial‘allowance_as‘the gize of the loan decreases. to.recognize the . ~
(5} : T

. the time of origination. -

he Association of Independent Colleges andSchoolsrecommendsconsxderatxon i;f_ _ :‘f- i

0y . ]
' to purchase
basic fixed costs in

rent in making all loans,-small and large. . *:

increasin% hthé' ilncen- )
ese- loans.”

.occurs because the subsidy. is highest when the maximum amount is‘borrowed and

%2. Pay an origination fee to the lender which would be larger for small loans at .-

3. Make a supp'lemental pa

_;lo;xxl rtfolio for portfolios with smaller than some specified average loan size.

" Sailie Mae-is a

“Summary

though' thesé proposals may.cost the. govern

loans. Thus, the very expensive aggregate in-school interest subsidy paid by.the gov-
ernment may go/dqwn because the“amounts_borrowe‘d would decreage.” .-, © ..

o 1 thes t ment - slightly. morewinitially,tha.n‘? ok
", under the current:policy,:it is possible that the total GSL prograni cost will decrease . - .*
_ : eventually because lenders will not ‘have .as great. a disincentive to make small -

nent to the gecondary market purchaser on the total L

‘ fo';-p_r'oﬁty',.cé.rpotai':ioh which needs to tse good business practices to” -

Tfemain viable and ‘compete in the ‘private capital markets; At the same time, it. - -

must remember. its public. policy objectives mandsted in its.‘statutorg,ch'arter. Built” .. -
ang

' . into the current GSL program are incentives for both Sgl}ierM_de“' lendé;s to dis- "




Q

ERIC

Aruitoxt provided by Eic:

. ,crlmmate agamst borro ers seelung small loans The incentives: in the
- - ghould be changed to e kure that it is equally advantageous for a lender to le
- - student. who seeks 'a 8 ?ﬁ

- : ‘amounts over-a long Petitd of time. The: easiest way to-create such equality is to
~...establish a supplemental;special allowance’ for: lendmg to persons seeking small or

all loan a8 it 4s. for. those who “are going to: borrow arge.?. :

few Joans.

' .-Fedility Bank (Pa.)

:Chaseé Ma
.= " “"Chemiecal. Bank (N Y.)
- Citibank (N.Y.)..

First and Merchants Nathnd_B_ank(DC) RIS T e

="'..-_'_F1rst Pennsylvania (Pa))..., ecninsiiariongd s
*ManneMldy eonidionersanii

"~: hx Fﬁ 88‘
o students? If 50, how is that dlscrumnatlon ev1d ced by the gtudent Loan Market-'
v “‘$ Association (Sallie Mae)? =~ .

: proprletary students have on

them.”—Mary land.

+ Sallie Mae-would not purchase their portfollos due to the low average balance of the_:
.loans.”—New Mexico.. : .- ‘

" . per student is not enough.’—North Dakota:

and wil

T

o “‘Fortunate dy our bank is not mterested in Sallle Mae”—Loulslana o
e -

. ers from making
i requlrement is too hi

- “Sallie Mae needs two year portfolios.”<~Maryland/Virginia,

land" (N Yo) ooiiieiansi L N TR
Mellon Bank (Pa.)........i.ihiiiieisiseiisinmns, - : e
Provident Bank (Pa I A
nggs (D C) . o R ; ; o b

Average :
Questzon 7-C. Are you aware of: any disc

ainst proprietary institution

Arizona. - .
“Just'in total volume requlred to do busmess "-—Cahforma . s
“I have always been aware that Sallie Mae has only purchased large portfollos. .
and understand why.”—Florida. .~ - S
“Requirement of Sallie Mae for. banks to have a large portfollo, when typlcally
l; one loan.’ "—Illinois, :
“One lender will only take students in two-year programs so they will have .
enough to “sell off to Sallle Mae—-excludes any students under two-year ‘pro-
ams.”—Kansas. .
“All three (ﬁnanclal 1nst1tutlons, state loan/guarantee agenclés, and Sallle Mae) e
favor students expecting more than 9 months of loan need ! Kansas
“Only with regard to size of portfolio.”~—Maryland, ;-
“Yes—Sallie. Mae' makes it - difficult tq sell small,, propnetary student loans to:

‘Yes, packagmg of loan—banks can’ '’ package propnetary loans and selt t}fem —

“Average loan in portfoho must average $4200. ”—chhlg -
“Yes, limiting portfolio amount to $4200 instead of $1000 or $2500 ”—'-stsourx .
“According to lending institutions. which we ‘previously had students apply . to, .

“‘Local banks who sell to Sallie'Mae will not process our loans because total debt.

- “Maximum portfolio is $4500 to-$5000. "——West Vlr nia, - - o
“Maryland banks say they have dxfﬁcult'y selling one: ear portfohos to Salhe Mae
not loari to our one-year students. —Maryland/Virginia.” ' i
. “Average loan size required in the ﬁnanclal mstltutlon s portfollo "—chhlgan
. “Package size.”"—Cali orma S e R
‘-Yes”—Callforma A R SRR
“Yes.” —Cahfornla : S I
- Yes.” —Georgla, AT B T T TR
Yes.”—Louisiana. : ' [P
Do not understand this orgamzatlon '—~Alabama." -
- Question 9, Are frou aware of any: requirements by. Sallie Mae w}uch 1nh|b1t lend- .
ans to your students eg, .average loan portfoho slze purchase

All ‘Maryland b l%cs except Unlon Trust will not- loan to. one~year schools due to E Y

~*Yes, this will be a problem soon and banks have told us tl'us ;'—Arxzona -
“Yes, $4500 to $500(§) —one year student—dlfﬁcult ”—West Vlrgmla L
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: “Yes, self lenders.’ —Cahfornla L L ' o o
o ‘Yes—-average loan portfolno size ipurchase requnrement is boo hlgh ”-Calnforma -
3' “Yes—this is .very common.”—California. . )

*$30,000 gross income as cut off. »_California. ’ ]
“Yes average loan portfolxo size purchase requirement 15 boo hlgh " —-Cahforma :
. “Yes $2500 is the minimum and- maxlmum loan’ amount avaxlable to our students -
———dueto-thxrvery*factor%l"lorlda ‘ i
- “Yes—minimum $4700. portfollo is: forcmg bank to r it loans to all but four-
*7 year degree seeking students.”’-~Florid o P
“There are several leriders which have expressed the size of the loan portfollo as;}

i glle reason’ for not bemg able to:make: loans or restnctmg the number of: o
inois. -

“Yes. First Natnonal Bank of Chrcago w111 not ~consnder our students unless the
are in the degree program”—Illinois. . = .
“Yes, Average loan ;l)ortfollo size purchase requlrement is too hi; h"-—Kan7és
. “Yes T have béen told thxs by certam bank officxals "—-Marylan S

“Yes. Any less than- one~year —Mlssourl ”
= “Yes, $4200 average loan. portfollo per student ﬁrst year (all propnetary students
“for us) maxnmum GSL amount is $2500 This is prohibiting lendmg to proprletary
.'students.”—Missouri; -
M“That has been relayed to us by two banks in the clty of Albuq rque "_New

exico
“Yes. Loan portfollo too hi h.”—New Jersey S T

“Other than this, no!’ ——C ifornia. : S

- “It is not the portfolio size that is too hx,gh but the dnscount on small loans,makes
it unattractive for banks to sell the paper. —Texas . .
. “Yes, average loan portfolio requirements.”—Ohio )

“Lenders want students with potential of $4000 loan debt " rth Dakota T
- "“T believe this is a. problem—our students would have maxxmum loans of e
- $2500.”—Michigan. - - N
o};‘We understand that thxs is a’ problem, but have no ﬁr?-hand mformatlon —

io

“We are aware. of 1t ‘but has not directly affected our stud nts.”-—Texas o

“I am not aware “of any requirements by Sallie Mae but I/have beén told by banks -
" that they do hot:w: 1ake loans to our gtudents becatse the size of the loari is

- too small.’ ——Vn}llgl i o
“I have only: Heas ’g‘bout the, portfoho size. -—ergxma : Y
“Heard. rumor'of chsat' NASFAA -annual - eeting in. Detront but L don t know
details. I have no’pgrdonal experience with any limitations.: '+ Wisconsin®: v,
) ‘“‘Have heard those indications but have no first han knowledge "—-Kentu y
I “We‘have no direct knowledge of thm but have he from othér- schools that 1t
a problem.’ -—Illmols o ) .
. “I've heard this is true.’ —Calnforma B /
b “Do not know the requirements and have found j
ama,

e bankers do not know.. —-Alar‘ o

“Our loan service not interested in Salhe Mae at this tlme —-Loulslana
**Only by current media mformatlon —Cahfor ia.
“Yes, "—Callforma
‘“Yes,”—California.
“Yes.’ '—Pennsylvania.
/ “Yes. —Louisiana. "
“Yes.”—Maryland.
~"“Yes, ”-—Kansas )
= “Yes —Georgla
“Yes.”—Connecticut. N
“Yes."—Michigan.. : :
Question 10. Are you aware of any ‘actj 'tles by Sallle Mae whlch have enhanced -
: -lendmg to or loan consolidation by 6 r gtudents. If so; what are the
“Yolanda Fleming vlsltmg West irginia to sell banks onSallie ae. -—West Vir--
gxma
“Yes, if they would contmue to accept our small loans ”—Mlchlgan

Mr. CLOHAN The' other thing I have-—1t .came.from. SalheMaes-- R

11982 “overview of prlcmg policies—a list .of representative institu-
tlons that have mmlmum loan requlrements In other words, they ,

e
%
T

L




"-,1 . . :, ' - ) v / . ) :';':. . . ; . o v..v’,'{ - .._
* - will not make loans of less than a certain amount, and this is & .

‘problem that many of our students run into. - - .. e S
. It points out the ‘need perhaps for. the GSL program to provide -
~ additional incenitives to make smaller loans. It is my feeling that'it*
j . may. be pogsible that the total/costs of the GSL ngram in the Fed>
L t may go down, if this smull ac di??‘lalfsﬁppléme
on B el le

argest loans they can just;io in
~----age up ‘enough inl order to, '

vallile .
- - " That.completes my testimony.- | " s
" Mr. Simon. Thank you very much. You touched #n a point:that ° -

don’t, frankly, know if/:"We' can do. anything on it until we get t&fhe -
point of reauthorizing .~ " . % Lo T
- 'Have you'made any attempts at your three different options-of [ ¢
costing out any? You have indicated that one might even saye/.. -
" 'money, though'l am/a little cautious. - STy
- "...Mr. CLoHAN. I agree. Isaid “may.” .. = L A
" Wir. Stmon\But have you done any cost estimates at all? D
" Mr. CLonaN™No, I haven’t because’ it would depend on what type
" . of {ncentives you /Erovided. If you gave a lender an additional 25 br.
./ 50/basis points, which is a percentage of a percent, it’s hard to tgll .
. i'what the reaction of the lenders would be. That’s one of the prok- =X -
- “{ems: with this program is that it depends on the. desire ‘of. the& AN
. - lender or -the response of the lender, the.carrot-stick. approach to \.:";
_adding a little bit of special allowance; It algo is a function of what
" alternative sources do they have to make loans, other types of con:
o sumer lending. & Lo e
" The special allowance in this program was-over 12 percent. and”,
. the prime rate was up around 20 percent, this ‘was a very: attrac:
~ tive program because nobody would -borrow- 16 and: 18 percenf .
.. money to purchase a house. Now when.it’s down to around 104per-.
cent or the entire cost and special allowance ‘is -below 5 percent;.
-there are/a lot, of other types of consumer lending that are, frankly; -
. as attracfive,.if ‘not more so,-and I think, as Chase Manhattan .wil
" point out in their testimony later, there is a need on the art of the -
corporate executives to balance. their portfolios, . their lending.sqg:
that it’s not all, only, in the student aid area. * .. L %(
- I would suggest, if I could, that perhaps it would be worth get-
‘ting the Congressional Budget Office to do-iaybe somie modeling ‘o
- what the response would be and the cost would be. * . - . %
- Mr/ SiMoN. A % od suggestion. Then, one final question.
- You1 mentioned - ini

— .

, banks having minimum.amounts. Can: you: give .
me some fairly typical examples.of this? -~ -~ - - ~“oocoR 2 T

.. Mr. CLoHAN. Yes, in the pricing overview by Sallie Mae, they list -}

~_several banks.- These ‘were effective July 1982 and they may have % ¢

- changed somewhat. ol -0 0ol

" American :Security here in Washington, $1,500. Fidelity. Bank in.: "

7~ Perinsylvania, $1,500. First“American_here in-D.C:;:$1; 00--Chasg-

© Mahhattan at the time had a $3,000 minimum. _ ' I

- One thing I;will point out that Chase, which s Qne..’of"tﬂé,lé.xf;g.ést;
lenders in the program—I think they are. second; largest—have ™

1
. . P . R i
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pohcy wh1ch prohlblts lendlng to any student who is'in a. program .
. .of less than 2 years and in a nondegree Yrogram -So baslcally, they e

“ have dropped out of the vocational schoo lending. - '
.Citibank- established ‘the :same  policy last year. and w1th1n a.
~.~couple~of-weeks reversed their-position-on-it,-but-I- have -a-ligt,-just -
.the:Ne ~City ari 13 financial ‘instituti

*

bly- 86
them are mmontles ‘and come from poverty level, famlhes.l‘
Mr. Stmon. Mr. Coleman.'.
‘Mr. CoLEmAN. Idon’t- have any questlons but:I- thank Blll for o
_cmmg_andionmmanemMahshmggesmommhlch
is' somewhat unusual for'a congressional’hearing, to actually have
something specific to go forward with.sI think we need to take a .
look at that spe%al allowance suggestlon L , S . .
Thank you. * ST
. Mr. Simon. Mr. Ackerman
© Mr. AckermaN. No questlons e T
" Mr, SimoN. Mr, Erlenborn. - . - L
. Mr. ERLENBORN. Thank you, Mr, Chalrman S
‘Bill, it’s good to see you ‘and thank you for your testunony Tom, R
- T guess. Bill has been’ coming-here:for so many years that giving - "
’ constructlve ‘suggestions just comes naturally. '
Mr. CLoHaN. I would like to say bef e’ I take total credlt for. . -
'them that they have been. presented in some form at some presen- -
" tations before the Natlonaf Commmission on Student Financial ‘As- . -
81stance 80 a lot of lt was Just sklmmlng or creammg that testuno-

Mr ERLENBORN In yOUr comment about ‘dome" mstltutlons
havmg minimums fnd particularly Chase. Manhattan ‘would,under * .
- their. policy, only deal with. those who are. in- degree-grantmg pro- .
:"grams. Is'it proper to assume that every lending institution should
-have the full range or should we look for a system where you may .
" have some lenders with one policy, other lenders with another, but - -
the range of services or loan-amounts can be accommodated w1th1n_ ISR
th system rather than by each individual lender? S
r; CLOHAN. I think’the problem' of not havmg loan access for i
some students raises the more important issue- of whether’ there - -
/ should be ‘a lender of last resort,-either nationally or in each. State, . .
- or - whether some  percentage of.all lenders, all participants in the. - R
GSL program, should have a:lender of last resort respons1b111ty If -
“‘there were a lender of last resort in New York State or in any ' .
- other State—the State of .Illinois—then it wouldn’t ‘be a problem I
- and some State lending-agencies do serve that function. U
'This is not ‘an_entitlement grogram and’ there is no primary re- .
qulrement that there be a lender of last resort in every State.. = . .
:Sallie Mae does-have the authority under the 1980-amendments - . -
- to come into a State if the State asks and if the Secretary. of Educa-
" tion ‘approves. I dont see . that happening ‘ahy ‘time 'soon even
- though the State agencies-are-outwardly concerned about that. o
. Ido think that all institutions in the tprogram have some respon—, ST
sibility for making loans to all t{pes of students. I am not saying- . -
that they ought to throw normal us1ness practlces and the. need to :

47
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improve their bdtéor'ﬁ' line to the. V\'ri—'nd, but I do think they'have .

"4 public responsibilitieg, just as I think that Sallie Mae even has a
§ i greater responsibilityto encourage that. e
+ .- I will say that in 1979, for example, when Arizona had such a

* loans available at the institutions themselves? -

—_would call ‘“a retail installment contract,” and technically under .

.. problem-and.I.worked with Ed Fox.in_trying.t?;
! . . esponsive ,
. don’t only -look _at. the . average indebtedness.. But. maybe there

_onght to be a built-in incentive and then Sallic Mae ‘wouldn’t-have
" to deal with the issue. - - = s it oy

resolve: that_prob-: - _—

gponsive and they

lem and Sallie Mae did resolve .it. So they are

“'Mr. ERLENBORN. Do"_m‘any‘ of the short, course-institutions hg:'{e "

“

‘Mr. CLoHAN. Very few, except. they usually have. what fhey

Seo A

" almost all.State loans it constitutes a loan, and thdt is, that they

25

pay the tuition over the period of the course. So that, technically
under most State laws is a loan. They generally do not make a loan

" of x thousand dollars which must be. paid back. The effect is the §
same though. S : I o , i
‘Mr. ErRLENBORN. Thank you, Bill. . : i
nk you, Mr. Chairman. - o L p . %‘;

MON. Mr. Gunderson. - %

- State of Wisconsin is any example, we have a large number of our
" . independent colleges and universities in rather small communities.
1 would be interested in knowing if that presents, in your knowl- -

_timony to come, many banks are only breaking even in this pro-

- ing institution, the more likely that they are going to make a profit,

*'smaller financial institution has to take more care in not making
. loans. that are not. as %rofitable. A small loan—there is no'dou,b‘

- . .~States that has perhaps the closest to a’lender of last resort, and
.7-."...therefore, in my understanding, there is not a big [problem in th¢
“» ~‘State of Wisconsin. = . - - e :

- you, Peter Solomon, Frederick Hammer, and Geoffrey Hurley. = {1 |

‘than the ability of the financial institutions to meet? . .

"here.

g

‘-."Mr:*G DERSON. Thank you, Mr. Chairman and Mr. Clohan. I
ave just one question. You mentioned some of the difficulties in
obtaining short-term or smaller amount:loans, et cetera. If my = .

edge, a rather special problem—obtaining these loans in the finan--
cial institutions in rather small communities? Is the need greater !

_“Mr. CLOHAN. As is pointed out, again, I believe it’s in Chééé’s tes- .

S S =

gram. Economies of scale help quite a bit and the larger the lend- ' -

on -the GSL program.  The tremendous changes over the pasti

number of years creates a difficulty for a small bank. s

And for that reason, in order to break even or make a p‘rofit;'vt_h : 2o

e S TR s

L DI TN S

about it—is less profitable than'a large loan because it costs just
much to make and collect as the large loan, but. yoh have the spe?
cial allowances received on the principle of the loan itself. =~ -

In ‘Wisconsin, I believe I am correct in this, youfare one of th¢

¢
. . b , . Y "i
Mr. GUNDERSON. Thank you. ., . S T IS
Mr. Simon. Thank you very much. We apprecifate_ your being. 5([

. ' S TR
. Finally our panel, and my apologies for almost flo'rgettmg about; Lo

!

Mr, Solomon is the managing director of Lehman Brothers. Mr.. | |

.- Hammer is the executive vice pregident ¢f the Chase’ Manhat,tan‘&gfj
- Bank and Mr. Hurley is with Brownwood,\Ivey, thch'ell & Petty.i i
. oL B i . B ) ’ : ’("-j. '}.
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1

A' ) . ' i 4b' ’_ ' o3 ,,ﬁ(‘-

B

., Mr. Sol'o?mn? , A _ ,
" [Prepare statgment of Pei:,_ei.-‘ S°l°m°§,«f°n,9‘:"s’]' s

PREPARED STATEMENT OF PETER SoLOMON, MANAGING DIRECTOR, LEHMAN BROTHERS

We will hear froﬁ} 6,_11 fhreg i;x;efore we aé_k-questions _of you.

... KUHN LoEs, INc,__.

0 gl iveobvoromvmmMAmKs o
* ;- Lehman Brothers-and- Sallie Mae-have periodically worked ‘closely-together since
Sallie Mae's inception in. 1978, Lehman Brothers is very: roud of and -hongred by its -

- relationship with:Sallie: Mae: Sallie-Mae is an extreme y well structured. financial -

institution that is effectively accomplishing the>goals established in its Congression-
“al charter. In ten years it has successfully ‘Mmanaged phenomenal. growth and is
now an $8 billion corporation. The.corporation's. assets have doubled in the last two
years, and yet, this growth has not jeopardized the financial integrity of the corpo-

~ration- Conservative-financial-management-h uged consistenit increases in net
income despite the gyration of interest rates. Net income rose over the last five
years-from $5.9 million in 1978 to $37.8 million in 1982. This has been actomplished
- while Sallie Mae incurred federal corporate income tax liability in the last five
years'of $65 million. . s . )

. INITIAL CAPITALIZATION AND FUNDING

A year after Sallie.Mae's creation, the capital base for the corporation was laid.
Lehman. Brothers was the lead manager-in the common, stock issue of May 1974 -
~when 166,776 shares were sold at $150. per share. Sallie Mae's enabling legislation

restricted holders of its common stock to financial and.educational institutions that
could be active in the' Guaranteed Student Loan Program. This provision is still in- -
effect. Approximately 75 percent.of the sharés are held by financial institutions, ‘and
the remaining 25 percent are held by educational inktitutions, RO

On March 31, 1981, Sallie Mae's-common stock was split six-for-one. The one mil-

lion shares outstanding have appreciated from their original price of $25 per share - - -~ = -

- to $40 per share. Given the dramatic growth in assets, earnings and the near. perfect

balance between the corporation’s assets and liabilities, the stock has the potential -

for substantial further.aJ)preciation._Bank of America and the First National Bank -

of Chicago make a secondary market in the stock;

- Dividends on-this stock:were paid for the first time in 1977 and have beer consist: ~~ © -~

ently increased each .lyear from $.25 per share in 1977 to $2.18 in 1982 These modest
payments have enabled Sallie Mae to retain a large portion of its earnings to sup-
port its rapid pace of growth.. B C

Sallie Mae initially financed its studént loan program assets with discount notes .. o

sold in the credit market through the Federal Reserve Bank of New York as fiscal
‘agent. The $400 million of three-month and six-month notes had the full faith and
credit guarantee of the U.S. government- which the enabling legislation provided.
This debuyt into the public markets was successful. However, in 1974, with the cre-
ation of the Federal Financing Bank [FFB]), Sallie Mae was required to issue its debt -
securities solely to the EFB under the terms and conditions established by the FFB
and the Treasury. From- 1974 to 1981 the Federal Financing Bank provided all of
‘Sallie Mae’s financing needs. This secure source of financing was originally provided

‘at % percent -and ultimately’ % percent over. the Treasury’s cost of debt, These -

funds allowed the. corporationsto purchase guaranteed student loans from origina- .
‘tors and to make loans (warehousing advances) to institutions that lend in the guar- -
anteed student loan program. These warehousing advances utilized guaranteed stu- -
<dent loans as collateral,, . . oo o T T '
Since boththe student loans and the variable-rate' warehousing advances yields
are tied to the 91-day Treasury bill, as is the FFB debt, the.corporation built a solid
balance sheet, and c0nsequenrt{y was able to provide its services at attractive gri_ces. .
Originally tffe majority of this debt held by the FFB had short: maturities. B
ning in November 1980, Sallie Mae began converting this debt into longerterm,
variable rate notes. These notes more, closely match the maturity of the "corpora-
tion’s student loan assets. : o o L s
ated the plan previously intended by both Congress and Sallie Mae to utilize the. )
public credit markets to meet its financin needs. It"was agreed that Sallie Mae-
would discontinue further FFB borrowing when the outstanding debt reached $5.bil- .-
lion or by September 80, 1982. Sallie-Mae is the only entity to make the transition: - -

N

egin- . *°

In March 1981, consistent with the Administration’s desiréé, Sallie'Mae acéélei'-' o



40

from thé FFB to the publvié credit ﬁ\ﬁrkét. Séllie Mae alsa ag‘reedi hot to use thé:full
faith and credit status available through September 80, 1984. The final $400 million - -

 of the $5 billion FFB debt was drawn in January 1982. . _ ‘ .

DEBT AND EQUITY MARKETS REENTRY

“~  As Sallie Mae made its egress from the FFB, it.closed one door and opened an-
" other as it began issuing its first debt in the private markets. The corporation faced - =
new challenges, risks, and considerations. It no longer had ready access to creditat .
Y Fercentpgq point over -the Treasury: yield curve. throughout the interest rate .
“eycle. Although'Sallie‘Mae’s balance: sheet and. income statembent told an exciting,..
| promising story, the perception that investors held-about an institution involved:in
student loans presented a éhallengin% communication problem:-The publicity about
‘the high level of student loan defaults created visions of huge loan losses in the -
minds of many potential investors. S ’
““In order to issue debt cost effectively, Sallie Mae had to continue managing its
. affairs conservatively. Financial analysts and potential investors would be dissecting - ‘
its financial position and pricing’its debt accordingly: Sallie Mae could only contin--—-.
ue to offer its seérvices at competitive prices/if it could access the markets as a pre- '
mier credit. This implied-a need for steady asset and earnings growth, a balance in
- maturities of assets and liabilities, the simultaneous repricing of its assets and li-
abilities, and a need to_manage its leverage. o
¢  The peériod between *March 1981 and January 1982 provided Sallie Mae the time: .
to, execute a smooth transition into the public market Ilace. Investors realized the
underlying strength in Sallie Mae’s balance sheet, and its securities were quickly
accepted at yields comparable to other agencies. - - -
" A discount note program was reestablished in ‘May 1981. Discount notes acquaint-
" ed the capital markets with Sallie Mae and provided the corporation with liquidity.
.. These notes are short:term securities which mature in-one year or less. Sallie Mae -
> has generally emphasized the shorter end of this range. The average balance of dis-
. count notes outstanding in 1981 was $281 million witlt an average maturity of 15
days. The program grew in 1982 to an average of $519 million outstanding with an
- average maturity of25 days. Presently, less than $100 million are outstanding. - )
. -This program. received good investor acceptance, and Sallie Mae's discount notes
" have sold at the same prices as those of other agencies for the same maturity. :
During 1981 Sallie Mae's innovative talents were invested in the design of a float-
ing-rate note. Given the variable rate on its program assets, traditional intermedi-
ate-or longterm, fixed-rate liabilities were inappropriate for Sallie Mae. If Sallie
‘Mae were to continue to-avoid the dangers of reinvestment, refinancing, and basis'
risk, it had to create’new. intermediate-term, floating-rate liabilities. The results of
these efforts producéd an instrunient that matched the program assets and had a
broad investor dppeal. The floating:rate notes have: ~ - -~ - . 4 - : .
(1) A coupon.which is reset weekly, and - - -
. (2)bThe coupon is tied to the 91-day Treasury bill auction yield on a bond equiva-
ent basis. L . : ) ’
The first ﬂoatiexhg-rabe notes were sold in February 1982. Initially, a $200 million
issue was planned, but investor demand was so strong_ that the amount was in-
creased to $250 million. This three-year note has a rate of interest which is set at' 75
- basis points over-the 91-day Treasury auction yield. The issue was an unwritten of- ..
fering and was the first floating-rate note public{ offered in the agency market and
. .the first such security offered to the investing public. ..~ ~-. " .. ' L
/" Although variable-rate notes had been 'previously sold, investors had been disap-
_pointed with their performance. Their cougons had been reset. every three -or six.
months, which was insufficient to protect  the’ principal invested in a volatile inter- " - .
est rate environment. The weekly reset was so popular.that within weeks of the -
February issue it had been copied by several other major institutions. o
Sallie”Mae sold, in"March 1982, a seven-year floating-rate note with the same
structure and :spread as the previous note; for an additional $200 million. Although
both of -these issues were ver sucessful,' the sgread of 15 basis points was signifi-
gantly higher than the cost of the FFB debt. This instrument was intended to be 8 - .
standard financing tool for the corporation; however, it increased the corporation’s
cost of funds. L o - L .
_The late spring bond rally of 1982 decreased the attractivenéss of the floating-rate
" notes for investors. In-a declining interest rate environment, many investors sought
' fixed-rate securities which “locked in”.a. yield or resulted in capital gains. The po:
tential cost of issuing additional floaters rose, and the corporation sought: alterna-
tive sources of long-term funds. Lo -
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*~ excellent:means-of ae(htlxiring?shoﬁ-térm funds when' needed:
- In the search for addi

- Discount notes were an important source of liquidity at this time, ‘As of

* ber 80, 1982;-8allle Mae had $941 million of discount notes: outstandin
-times the average 1981 bhlarice. Maturities wére:lengthened;. the avers
_of discount’ notes-jssued: inSeptem 166 daysd.” Discotint

'f‘he urgency to acquire term funds mounted as Sei:té,mbe’r.SO, 1982,'ap roached . ~

" "and ‘the legislation dealing with paru passu had not been passed.’ Should the corpo- g = -
. ration have ta offer subordinates “debt, the costs would be significantly. higher. In :

many market environments, it could result in-Sallie Mae pricing its services at un- /.-
competitive levels. Sallie Mae, under .these circumstances, would be signifi -
hampered in meeting the goals set forth in its charter, = - RS

B

tional f{ﬁahcir’:f,’SalHef‘Mae sold -$200 milli
notes which were privately placed and will mature on Septembersgs
annual extendable maturity through 1987. The rate on these notés Was &
points .over the Treasury biﬂ. An additional $100 million was<acquired via master

notes. These notes are due”on demand and have a ma;im,ma_tm'i-?; of nine ‘
‘months. The cost is tied to the certificate-of-deposit equivalent of the 91-day Treas- -
“-ury bill auction rate, a very attractive price. . : P .

the summer of 1982, the corporation began analyzm§ a new technique used in - ' ) /;
the Eurobond market to transform fixed-rate liabilities into floating-rate- liabilities L
and vice versa. Sallie Mae continued its innovative traditior- and.adapted this mech- P

anism, the interest rate swap, for domestic markets, . ' ) . R
" .An interest rate swap involves no transfer of principal. Sallie Mae agrees.to make ..

- perjodic floating-rate payments t6 a counte: arty, and the counterparty agrees'to .

"now issuing its debt as a fiscal agency,

verts it into the intermediate-term, floating-rate debt it desires via this mechanism. =~ PR
Lehman. Brothers was pleased to provide ie Mae with its first swap cqunteﬁ)arty .
and to arrange a fixed-rate, interm_ediawtepﬂ debt issue to finance it. Salliq" ae is

make fixed-rate payments to Sallie. Mae. Sallie Mae issues fixed-rate de t_and.con-

-Floating-rate notes have recently[auém

nted "the financing offered via- ihterest

-- rate swaps. The money market accounts, authorized for banks and thrifts in' Degem-
. ber 1982, have recently generated additional demand for floating-rate notes. The bil-

lions of ‘dollars flowing into these accounts can be invested“in floating-rate.notes
wiy®t minimal basis risk. The deposit and the FRNs are repriced weekly.

' "Sallie Mae took advantage of this increased demand b - igsuing $200. million of

- struments have been designed and utilTPERFIMET

“floating-rate notes in April 1983. The robust
I 15 lie M ; :

to_price-this-issue:gt-Jfuba
with a'term to maturity of ten years i

Since Sallié,Mae ventured into the {g

demand for this tyge of instrument al- .
sig-points gyer the. l-day'Tgeasury bil . -

WRpts in iﬂﬁl, new*creative debt in-
B¢orporation to finance the ever-

- growing demands to assist in the funding of higher education..Sallie Mae has re-

- sponded adroitly to the rapidly changing environment. - :

i, The tradition established with its debt instruments was maintained in its gQuity
~offering In February 1983 when it issued five million shares, at a price of £50 per .
:.share, of adjustable rate cumulative preferred stock ARP). An ARP wag/first of-

.fered by Chemical Bank in May 1982, At that time the cost of - this t;
“was quite high and was unattractive to Sallie Mae. With.the compressio

of equity
of spread .
ing.

At the end of last year, Sallie Mae had a debt-to-equity ratio of 72 to 1. Investors :

relationships in the winter, this instrument became more and more ap)

.- were not overly concerned about their risks given the extremely well-matched bal- -

ance sheet, The govérnment guarantees on student loans and the collateral provided
on the program assets minimize credit rigk. However, this extremely high leverage -
ratio could have.become a constraint to further growth, and acquiring additional
equity was desirable. o : s - - ) I : .
- The ARP provided inexpensive attractive capital. Its advanta%:; include: :

(1) the dividend is reset quarterly:and is equal to 4.5 percentage points less than
the highest of the 91-day Treasury bill rate, the 10-year Treasury constant maturity

_rate and the 20-year Treasury constant maturity rate;

(2) the dividend can be no greater.than 14 percent; and - . . o .

(3 there is a three-year call provision, '~ , L R

A 9 percent dividend is offered through June 30, 1983, and there is ‘a floor of 5
percent. . . : S e
- The timing and K;idng of this issue was optimal. Pricing of ARPs improved until.
the week of Sallie Mae's issue and deteriorated within a week after this issue.

The $250 million of equity provided significantly decreased the corpdration’s lev- -

erage. The debt-to-equity ratio in'Marcl_! dropped to 20 to 1. This is now comparable

‘e,
L)
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to the nation's major financial institutions' leverage positions. A lower debt-to-:
. equity provides Sallic Mae with greater flexibility to acquire more program assets
-and to design less traditional program assets. : i -
- Sallie Mae's financial history has been dominated by two phenomena: " -
{1) Prudent, conservatiye asset-liability management, and ¢
(2) Innovation. . LT
- These are enviable characteristics that more financial institutions should emu- .
late. Sallie Mae is an outstanding corporation that seems to be creatively fulfilling . -
.. the gotils of its.charter. Moreover ln.,lta:reentr{. into the market, Sallie Mae-has
.. gained’the respect of ‘,Wall'Street-for, its {ngenuity, integrity, and operating ability, .

s 0 L 7 w7 ! CONCLUSION: s
- In summary, this corporation has built a solffoundation upon which it should be -
able to Provide additional sugsort for higher ‘education finance. In a very short
. ¥enod of time, these resourceful managers have developed three major and reliable
. funding sources that are complementary in nature and should provide funds at rea- "
sonable cost throughout the interest rate cycle. The stability of Sallie Mae's balance
sheet and the continuity of its earnings, combined with its prospects for the future,
all provide a marvelous story for a person in my business to tell investors.

STATEMENT OF PETER SOLOMON, MANAGING DIRECTOR,
LEHMAN BROTHERS, KUHN, LOEB, INC. :

Mr. SoLoMoN. Thank you, Mr. Chairman. It's an honor to appear
before  the Subcommittee .on . Postsecondary Education and to -
present my views on the investment banking community’s percep-

" _tion of Sallie Mae. _ ‘ R :
" I have submitted to the record a longer statement, which details.
Sallie Mae's financing history and its recent entry into the public .
debt preferred equity market. : = ‘ .
" Let me confine my remarks to two points. First, the critical role

_ that Sallie Mae plays in the success of the student loan programs,

and second, the importance of the financial market’s perception of
Sallie Mae’s high credit quality, to Sallie Mae's. ability to meet the
public purposes outlined for.it by Congress. - o e e
" With respect to the student loan programs, it is clear that the -
availability of Sallie Mae’s services is a major contributor to the

Yillingnes_s of financial and education institutions to make student
o _ ]

ans. : . , _
Without Sallie Mae’s willingness to purchase and service student
. loans made by these institutions and without Sallie Mae’s advances
‘to these institutions so that they can make loans, we would see
considerably fewer student loans made in our Nation and at consid-
~erably higher costs. . - : , : ST
I hold these views based on my experience- pgovidin%' investment -
‘ banking. services to many financial institutions over the years and
. ~to my current position as an overseer of Harvard University.
 On the second issue there is no doubt that Sallie Mae’s ability to.
sell debt at reasonable interest rates and on a regular basis is-cen- :
tral to its ability to purchase student loans and to make advances ' :
to lenders which make student loans. = CoL o .
‘Sallie. Mae’s securities currently are perceived. by the-financial.
markets as very high quality securities comparable in quality to
the best Government agencies’ securities such as the Farm Credit
Administration. c o oo
~ In my business, all debt securities are priced relative to Treasury
bills, which, of course, are the highest quality taxable bonds. We
now sell Sallie Mae’s securities at yields which are approximately
. -
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26 to 30 basis. points, or one-fourth to three-tenths of a percent of
an interest percent, hijgher than the yield on Treasury securities.
I should note two things. First that as a Y(‘)int.of reference, this
rate is better than the rate on triple A quality commercial banks.
Second, ‘this is probably a cyclical low. The two issues of floating
- _rate notes which were done by Sallie Mae in 1982 were at spreads-
-of 75 _basis points above the T-bjll rate. That Sallie Mae 1s per-
' “ceived as such a high quality:company.is a credit to the company’s” -
. prudent management and-tothe. superb;{ob that Ed-Fox.and. his: .
oup have done in educating the financial community about Sallie
ae. S o3 ’ Vom0 . :
After all,"we should not forget that the reactions of’*both inves-
‘- tors and bond salesmen the first time they heard the name “Stu-
‘dent ‘Loan Marketing Association,” was to.think of students de-
. faulting on loans, which, as .you can imagine, is not the best
" thought when one is trying to borrow money for Sallie Mae in
large magnitudes at the lowest possible interest rate. - o
I thought it would be of interest to the committee if I could sum- =
. marize how Lehman Brothers sells Sallie Mae bonds to the public -
’ ::d what facts about Sallie Mae’s securities are important to inves-
‘First, it is extremely important to investors that they are buying’
the most senior, first priority in terms of bankruptcy, securities of
Sallie Mae. Bondholders want complete assurance that, in the
event of bankruptcy, their. claims would be -e;:&lual to the claims of
~ other creditors. That is why investors generally buy subordinated ,
debt at rates that are offen 50 to 100 basis points or more above,

" the interest rate on senior debt. . . o v
~For Sallie Mae marketing its publicly sold securities subordinat-
ed to the FFB debt, would have an additional chilling effect be- .
cause investors would perceive rightly or wrongly that the Govern- - .-
 ment was washing its hands of the responsibility for Sallie Mae
ﬂxd this, of course, would medn higher rates of borrowing for Sallie .
" Fhe second critical point in selling Sallie Mae’s bonds is the per-. ™
. ceived ties that Sallie Mae has to the Federal Government. The
fact that Sallie Mae’s assets are.federally guaranteed, the fact that -
" Sallie Mae has a $1 billion line of credit. from the Treasury, al-
" though it has never been used,the fact that Sallie Mae has $5 bil-
.- lion of borrowings from the Federal Financing Bank and the fact
that Sallie Mae’s securities are exempt from State and local tax- -
'ation.glhcbntributeito the perception that Sallie Mae is an agency -
security. - v . S e B
.. - Without_ this perception, Sallie ‘Mae’s borrowings would be con- - '
siderably more expensive. . . . . L -
© Third, Sallie Mae borrows on attractive terms because it is a con-
gervatively and creatively managed company which almost perfect-
!IY matches the maturity and pricing of its assets and liabilities; - . -
hrough sound and creative management, Sallie Mae has avoided ‘
- the gap which many other financial institutions fell into—provid- . -
. ing short-term and lending long-term or-borrowing long-term and
lending short;term. - - - . - C e
One need ‘only look at the savings and loan industry to see the
problems that this could create. B S

i&d..
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Finally, the-fact :that *Sallie Mae’s profitability has grown in -
recent years provides assurance to investors-that the company is
generating enough income to meet its‘interest and other expenses.
. The importance of all this is really quite-gimple. . : .

If Sallie Mae can borrow at low interest rates in the public mar-
kets, it can grow more rapidly and. ultimately facilitate loans to

-students at more attractive terms,- - .- T

o In'my 'i]udgment - the legislation that you-are looking at'is essen-.

tial to allowing Sallie Mae to continue to play thisrole, . =~ & - .-
“Thank you, Mr. Chairman.: - , e C

Mr. SiMoN. Thank you for a statement that was so good it sounds
like it was written by Sallie Mae. = . -

Our next witness, Mr. Frederick Hammer, executive vice presi-
dent of Chase Manhattan.- - , S

(Prepared statement of Frederick Hammer-follows:]

" PREPARED STATEMENT OF FREDERICK S. HamumER, EXECUTIVE VICE PRESIDENT, THE *
o CHASE MANHATTAN BaNk, N.A, . -

.Mr. Chairman and distinguished members of the Subcommittee. My name is Fred-
erick S, Hammer. [ am Executive Vice President of the Chase Manhattan Bank,
with' responsibility for the Consumer Banking “Sector. It is a pleasure to appear -
before you today to discuss the role and significance of the Student Loan Marketing
Association. I am particularly pleased to have the opportunity of presenting the -
viewpoint of the student loan originator.because from our perspective, Sallie Mae is
not only an exceptionally well managed corporation, but a critical factor in the stu- .

" . dent loan market. $.

You have requested that I focus on the importance of Sallie Mae to the Guaran:

. teed Student Loan secondary market in terms of providing “support to lenders.” I
would like to modify that slightly and discuss how Sallie Mae provides encourage-
ment to lenders, in helping to ensure a consistent market stimulus ‘to originating
student loans and facilitating student loan operations. First of all, however, allow
me to briefly describe our activities in that market: . e
Chase has rapidly expanded its student loan business overithe last several years.

Originations grew at a compound rate of 82.1 percent between 1979 and 1982, from ~ -

$78 Million to $180 Million, representing by year-end 1982 just under. 3 .percent of

. total originations. At that time, Chase had $895 Million in outstanding loans to

225,000 student borrowers, or about 3.3 percent of total outstandings. We make stu-
dent loans in all 50 states, originating them through direct J)articipation in the
Loan Guarantee programs of I\ﬁ:lw York, California, Maryland, Missouri, Arizona
and Hawaii, and in other states through the United Student Ajd Funds Reserve
Program. Chase was also the first lender to participate in the Health Education As-

sistance loans {HEAL} program, providing assistance to medical, dental, veterinary, .

and other health career students. We remain the major particigant,in this program,
having originated over 65 percent of such loans by the end of 1982, o ) :
Overall, then, as the second largest lender in the country, Chase has demonstrat-
ed consistent leadership in the student loan market. And*as a lendin -lender, we
believe thst Sallie Mae performs a critical and highlf' constructive role in providing
a healthy stimulus to our ability to perform effectively as a business in that market.
Let me elaborate brieﬂ({. - : L f -
I earlier made the distinction between Sallie Mae “supporting” and “encourag-
. ing” lenders because, as you -know, Sallie Mae is a private, for-profit corporation;
and so, of course, are we! This is important to keep in mind because it determines
the context of student loan origination, reinvestment and funding; insofar as Sallie
Mae is concerned. For Chase, student loans are considered a consumer banking
product. We are organized for student lending as a line of business,'and the business
is measured by how well'it performs against standard measures used for other bank
products. The student loan division therefore competes for resources and funds with
gtht_ar consumer loan products; and the cost of funds is the major cost element in the
usiness, - * . :
The pricing of Sallie Mae “warehousing advances,” for example (i.e., advances’ to
lenders collateralized with lenders’ student loans) uses as its starting point the same
average 91-day Treasury bill yield which is the basis for calculating the “special al-
lowance” paid on student loans by the Department of Education. Sallie Mae adjusts

, o
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upwtx'rd.-froﬁj’:vthnf Tbuso;‘tov,_‘charﬁd“b b’rﬁhér‘claiijﬁ{ﬁstlﬁable rate for, its”-fi;ndh.‘.-'ll‘he

" reésultant -.sg"read between’ our : cost :of funidé~including - thése advanceg-and: our - - "

" Income on the student loan business is'sufficiently attractive at.the margin:to main- - o
. tain our commitment:to the market. At the same time, it Is relatively” modgst com- i
'R;lxred to other lines of consumer-business, and. the cost of funds received d¥gf Sallle :
-~ Mae is, ms ‘mentloned, at'strictly. commercial and arm’s length levels, Likewlse, our -
sales of ‘student loans to Sallle’Mae_ help. us to manage.our_ business—for example, - -

‘bg' controlling or rediicing- excessive concentrations in given areas or Pro’grams.' As. .
the largest player-in the secondary market, Sallle Mae plays a significant role In -~ "
* enabling lenders to achieve théir liquidity and portfolio management objectives; but' .~ " '
again, the terms of these sales are commercial, .- @ "o R R T
However, at the same timé as Sallie Mae operates, on a‘ptrictl{. commercial and
- arm'g-length basis in its relations with lenders,.it peiforms @ cruclal role in promot-- -
ing and acilitrting our student loan- business. It does this-by,linklnf the funds.it
“makes availab n or increase”. .

. e.to lenders: with conditions that impel us to maintai
. our student loan originations, Not only are Sallie Mae warehousing advances collal-"
’. eralized with student loans, but these advances are generally ‘conditioned on rein-

... vestment of funds in additional student loans; or, if market demand and cyclical fac-. . .. .

., tors indicate, on maintenance. of student loan: portfolios-at levels existing-at- the, -

" "time the“new Sallie' Maé'funds are borrowed. Either Wdy, Sallie Mae® warehousing =
- :advances provide an essential means of ensuring continuity or even'enhancement of

student loan activity, both generally and at the margin, by providing a clear incen-_

-~ tive to the origination of incremental loans:... .~ ... ", : o . AR
", 'Ovér the last 10 years, Chase has borrowed at various.times from Sallie Mae, gen-
..erally under reinvestment conditions. These funds are a key elexdffit of our student
"' loan business and an’equally .important factor in “gustaining o commitment to
" "’leadership in that market, .. e f Lo o TN o
‘2" .. Another way in which Sallie Mae provides: encouragement to lenders is by elimi- .
i, nating potential disinicentives to entering the student loan market. As the most im-
" portant single factor in’ the secondary market, its role is ‘crucial because it allows .
. ' many banks to remain: significant originators where theéy might otherwise be dis- ' .
:""couraged from that effort. For.a bank to be'a full ‘service student lender, it must . . -~
. ‘perform three major-processing functions: origination; conversion; and collection, .~ -7 .
“'* Many banks haveelected to avoid the latter.two—quite burdensome—processes'by ‘.
.. selling student. loans to.Sallie.Mae after origination. In the absence of the ability to .." '
*,"-sell such loans, the prospective high costs of conversion and collection, and the con: .-
... -sequent inability to earn an attractive return on the business, would act as a strong .
. -deterrent to:involvement in:the student loan market; For this reason, Sallie Mae's
“ " “encouragement to lenders can fairly be described as pivotal.,: .. - o0 o
- In;summary, Sallie. Mae. has-evolved .under- dynamic; and:innovative  leadership
"< into-an institution which' successfully ‘corhbin'esibusin'ess'g/cirformaxice with the fur-
‘. therance -of critical public goals. We believe that. Sallie Mae. has contributed sub-
" stantially to-the maintenance of -high standards in the industry, and.that it has
roven’ to be not only responsible but extremely responsive to the varying needs of
‘lenders and other relevant actors. ~ . .-7 Lo T T e L S
- We especially welcome Sallie Mae's vocal commitment to supporting state agen--
" ¢ies, because these agencies are absolutely. key.to the growth of higher. education -
_ . opportunity is this country. Since student loans are essentially state programs, and
with gréater. emphasis than ever before on state and, local responsibilities for educa-
tion, it is evident that.the student loan market can only benefit from the presence
_ of vigorous actors at both the federal and state levels, .. ;. w.u-w: T e
‘v The market itself, as.1 have: indicated, is_an .attractive one; but it:does have an
" unmet need’at the federal level which might: warrant additional Congressional at-
- .tention, and which this subcommittee. may-wish to ‘address in view of its interest in
e_ncouragin%%oans. refer to the need for greater legislative continuity. . =
‘.. " Asg you knowy stGdent loans are alréady extremely ‘complex,, due to'the involve- .
" ment-of numerous intermediaries and to considerable variegation among state regu- .
lations and requirements. The opérational burdens-involved -nthis-complexity-are
... to a certain extent unaveidable, although they.are dbviously more bnerous for-lend-
ers which operate on‘a multistate level than for institutions lending within only one
state. In addition, banking is*a very narrow margin business. A successful bank:
.~ ‘makes less than 1 percent return or. assets; therefore, if it:loses 'morney on-ohe loan, -
it must make 100 other good .ones:just to-break even: This is a major reason why . - .
bankers abhor uncertainty; the jprofit margins of the business:are simply too thin to © .. -
. afford the luxury of “playing it b{ ear.”: Under these circumstances, any.aggrava- - -
. tion of existing market uncertainties provides a strong disincentive to. oing busi-.

-"'ness. . S
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. ‘For. this reason, frqqu_ont' logislative chdngo_cnnlplny_'n major role in dlscohrfxgln L
: prospective lenders, ospeclnlllyh\;vhon the high level of uncertainty created by such -
t

n

change requires resolution: within tight timeframes dictated by.a business’ semsonal . -~
- nature. This has beon the case with regard to student.loans almost every year since = -
.. 1965; and, without taking issue with various substantive changes that have been leg- *
_islated, I would say that the net result of this heh{’l}tened uncertainty is a message
.. to. prospective lenders not-.to enter the business. With all due respect, this would
. appear.to be q}t‘xito’tho‘op osite of what Congress has intended, and I would there-
" ¢ fore imngine thht n plea for greater continuity in legislation and regulation is ap-
propriate, Controlling the trend to excessive procedural modification—taking more-g".
on an “if it ain’t broke don't fix it”” appronch— might well encournge greater par-
~ ticipation is student loans, while. permitting existing lenders to maintain their oper- -
.otional efficiency. -~ . .~ - . - o o :
Needless to say, the yltimate beneficiaries of the positive' market factors I have . . -
. mentioned, and of -any protédural imEro'vomenm that might-be.undertaken, will be* - .
those students- who are trying to make equal opportunity a reality, and who . must = . -
receive ".nn@gpfoprinte education to do so. In 1965, the -average cost.of.a four-year- -
_.... private univétsity education. for. o full-time resident stiident was'$8,800, Today; itis =~ "
. $30,000,. The-need. for student loans remains substantial; and-can- be expected toin-.. .. ...
crense further. It is n market to which Chase in-committed and in which we intend .
" to remain lenders, As for Sallie Mae,-we strongly believe that both its fundamental .~ . .
“ mission ‘and its- performance against that mission.represent critical positive factors:
in‘t;mt market—a market on which, in very real terms, our country’s future de-
. pon 8. - (O N . - . o f

.~ STATEMENT OF FREDERICK HAMMER, EXECUTIVE VICE
7 _+PRESIDENT, CHASE MANHATTAN BANK .~ =
© . Mr. HAMMER. Thank you; Mr. Chairman. My name is Frederick ;= . -

" "Hammer. I am executive vice president of Chase:Manhattan Bank'j: -
. ‘with responsibility for Chase’s consumer banking businesses. I.am. " : -
%, - pleased to have the opportunity to present today the viewpoint-of.a . -
. student loan' originator and, from our.perspective, .indicate- how
. Sallie Mae has become a €ri

EE TN

ritical'factor in the student loan market. ..~ "
" . We have been requested to focus oni the importance of Sallie Mae .- =
" in terms of providing support to lenders: I would like to modify.. * .
that-'slightly and discuss_how Sallie Mae :provides ernicouragément s .

in helping to.insure-a consistént’ market stimulus to-originating . = "=
student loans.and facilitating student loan operations. . -~ - .. -

~.: To put'my remarks in perspective, let me briefly describe our ac-" "
7 tivities. Student loan -originations at Chase have grown at about a '
- 80-percent rate over the last ‘several years, from :$78 million to = *
$180 million. We did about a high of $400 million in 1981 and we will .
do about $300 million this year. - . . oo .
. We- hold about $300. million in ‘outstanding loans to.somewhere
over.225,000 student borrowers, which represents a little bit over 3 - .~
~ percent of ‘total outstandings. We .make student-loans 'in-all 50 =
. States in originating'them through direct participation in the:loan’ .
‘guarantee programs of 6 States—New York, California, Maryland, = "~
- Missouri, Arizona, and Hawaii—and in other. States through the,
.~ United Student Aid Fund’s reserve program, . - = -
! We were also the first lender to participate in-the HEAL pro- .
- gram and ‘remained a major participant in this program, having
= originated about two-thirds of suchloans by the-end of 1982
'~ QOverall, then, as-one of the very largest makers of student loans" -
" in the country, we believe Sallie Mae performs acritical and con- .
~. structive role in providing a healthy stimulus to our ability to per-- ...

- form effectively as a business in that market." - -

e




'tlal means of insuring. continuity in‘student’ loan activities, by. pro--
’ v1d1ng a clear incentive to the origination of 1ncrementa1 loans.

1‘-_'?;?‘ ,'As you know, Sallle Mae ls.a privnte fo
s._‘jxdo we attempt.to be, This is important
. determines’the: context of: student loan.

.. At Chase, we.consider:gtudent loans and consum bankmg prod .
“‘ucts'and.we are organized for student lendmsf as'a line of business, "
.and-‘the business is measured by how" wel L
3 standard measures of . proﬁtabllxty used for our other bank ‘busir

-Nesses, R

rofit corporation and’ so,i -
teep. in .mind because it
f inations, reinvestment J.:
nd funding. msofar as Sallie-Mae-is concerned ‘

it -performs- against - i.

The: student loan division therefore competes for resourceﬂ and'." .

, 'funds with- other consumer loan products and the cost of fundsisa". =
_-major cost elefhent in the:business. The pricing of Sallie Mae ware-- . -

"+ housing. advances, for ‘example, uses ag 1its starting point-the samé - " . .
‘average:91-day T-bill yield which is the basis for calculating the -

‘.specxal allowance pa1d on student loans by the Department of Edu-

" cially justificable rate for its fund. The result is- spread between our

ia significant- role in. enabling ‘lenders'to ‘tichieve their’ liquidity in" -
*“portfolio management objectives, ‘and “again, ‘the" terims: of  these
--'salés are commercial. 'However, at the ‘same’ time; if Sallie Mae op- . ",

-““forms a crucial role in:promoting: ‘and- faclhtatmg the student’ loan':j
... business. It doés so by linking -the funds it -makes"available with . -
- “conditions 't tha

a ,orlgmatlons

Salhe Mae, generally under the' reinvestment- dbtion. By allowing -

xpf our student loan business, and an- equally 1mportant factor m B
sustammg our. commltment in the market;" “

f.,‘-_';'lenders is ‘by: eliminating ' potential disincentives ‘to entering the :
. ‘student loan market. As the most important. single- factor in the :'.
o secondary market its role is cruclal ecause it’ allows many banks :

.cation,:

Sallie Mae. adiusts upward from that base 0, char e a_commer- - - ;

cost of funds, including these advances and.our income on the stu-

~dent loan business; is sufficiently attractlve at the margin to’ main--~ L
tam our commitment to the market, '

‘. At the same time, it is relatively modest cOmpared to other lines _,'_,.. A

' of consumer ‘businesses, -and the cost of funds received from Sallie - .~
~‘Mae is; as mentioned, at strictly commercial and:arm’s-lengthy - .-
.. zlevels. Likewise, our sales of student loans to Sallie Mae help us to”
--.manage the business, for example, by controlling or: reducmg exces-, :

give concentrations in glven areas. of programs. :
. As the largest. player in: the. secondary ‘market,;’ Salhe ‘Mae' plays,-

erates.on -an-arm s-length basis'in' its: relations-with’lenders, it per-

t 1mpel us. to mamtam or 1ncrease our student loan -

“Not only- are'dSalhe Mae advances collaterlzed w1th student loans,",x

i but ‘these ‘advances ‘are generally conditioned on: reinvestment of - -
. -funds in" additional student:loans, or; if market demand and: cycli- -
~.cal factors indicate,: on- mamtenance of student loan ‘portfolios at:
levels existing at the time the new Sallie:Mae funds are borrowed.

" Bither way. Salhe Mae warehousmg ‘advances’ prov1de anessen-

‘Over the last 10 years; we have borrowed at various-times. from

to know our gross. spreads in advance, these funds are key elements S

Another: way . in which. Sallie Mae' prov1des 'e/ncouragement to
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~to remain significant originators whére they might otherwise.be -
discoura%ed rom that effort, R R R
. For a bank to be a full-service:student lender, it ‘must perform
. three mﬁ}'ox‘ processing functions: origination, conversion, and col-
' 'lection, Many banks have elected to avoid thé latter two, quite bur-
densome, processes by selling student loans to Sallie. Mae after -
, origination. In the absence of the ability to sell such loans, the pro-'
spective high costs of conversion and collection, and the consequent |
. inability to earn an attractive return on the business, would act as
“'a strong. deterrent to involvement in the student loan market. For
this reason, Sallie Mae’s encouragement to lenders.can fairly be de-.
scribed as pivotal. ) ‘ L S
- In summary, Sallie Mae has evolved under dynamic and innova-
tive leadership .into an institution ¥hich successfully combines
- business performance with the furtherance of critical public goals.
- We believe it has contributed substantially to the maintenance of
s hiﬁh standards in the industry and that it has proven to be not
only responsible but extremely. responsive to the varying needs of
~ lenders and other relevant participants in the market. S
We especially welcome: their vocal commitment to supporting -
.. State agencies, because these agencies .are absolutely key to the
5 srowth of higher education gpportunity in this country. Since stu-:
-dent loans are essentially State programs, and with greater empha- .
sis than ever before on State and local responsibilities for educa- - .-
tion, it is evident that the student loarn market can only benefit .. .
{'ron; the presence of vigorous actors at both the Federal and State = =
evels. . S N
The market itself; as I have indicated, is an attractive one, but it" " -
. does have an unmet need at the Federal level which might warrant .
.. additional congressional attention, and which this subcommittée . . -
.- may wish to,address-ifilview of its interest in encouraging student .-
. loans. Trefer to the need for greater legislative continuity.” = - :
.. .As you know, student loans are already extremely complex.dye. - " .-
to the involvement'of numerous intermediaries and to considerable:
‘variegation:among State regulations and requirements. The oper- -
ational burdens involved in this complexity are to a certain extent. " - -
unavoidable, although they are obviously more onerous for lenders: -
‘'which operate on a multistate level than for institutions lending
within only -one State. In addition, banking is a very narrow -
margin business. A successful bank makes less than 1 percent- i -
return on assets, o - IR Y A
: In other words, if it loses money on one loan it must ;malis '100/;
- ..similar enes just to break even. This is the major reason why bank-:"
- ers abhor, uncertainty,:the’ profit margins of the business are too.. .
. thin to afford the luxury of playing it by ear. Under these circum-:
. stances any. aggravation of existing market uncertainties provides

e ».;{"_"n.‘;{,‘

a strong disincentive to doing business. .~ AP PN
For this reason, frequent legislative change can play a major role - .

in discouraging prospective lenders, especially when the high level. - .-

of uncertainty.created by such change requires resolution within "
tig{,’t timeframes dictated by a business’ seasonal nature. . = =~ -

- This has'been the case with regard to student loans almost-every .. -
~:" “year since 1965, and without taking issue with various substantive . -
.., changes that have been legislated, I would say that the net result -

.




“of this ‘helghtened uncertainty is a ‘message to prospective lenders
“not to.enter the busingss, -7 e 0 P
- With" all due respect, this would ap

With allc pear to be quite.the opposite -
“of what-Congress has intended, and I would therefore imagine that- .. "
a'ple? tt‘gr greater opportunity. in legislation and regulation.is-ap- - \ o
propriate.. ... el [N A T
., Clearly, the need for student loans remains substantial and can
‘be-expected:to increase further. It's & market:to which we at this
- time Intend to remain. active, and.as for Sallie: Mae, we believe that
both' its -fundamental mission and its performance against that

* basic mission represent potitive factors in the - market. '
. Thank you, Mr. Chairman, = -~ """ . 7
'Mr.. SiMoN. Thank yowvery much, = -~ -0 nn

Finally, Mr. Hurley,o% R
[Prepared statement of Geoffrey Hurley follows:] - -

:. PrepArED STATEMENT oF GrOFVREY K. HuRLEY, Esq., BRowN, Woon,
© " & Perry, ONE WorLD TRADE CENTER, NEW YORK, N.Y.~ S
1 appreciate having the opportunity to testilzobefore this: Committee today relat.

ing to the relationship between the Student Loan Mnrketing»‘Asaoqiatlon.-{“Sal]ie
‘Mae”) and a statutory provision that establishes, in the case of the.insolvency of

any person, & priority in favor.of the United States for debts.owed by such person to- .

"the United States over other:indebtedness of such person. I'am .a partnerin.the = . -
. New York City law firm of Brown, Wood, Ivey, Mitchéll & Petty. In'connection with- -~ * . "

Sallie Mae's underwritten Eublic»_offerings'offsecuritiesv during 1982 and 1983, my

firm ‘acted as counsel to the syndicates of- securities firms:that purchased Sallie.

Mae's securities for' resale ‘to the:investing public, and I have been the partner at

Brown, Wood with primary: responsibility for our. participation‘in'these. financings.
. In 1974, -Sallie Mae sold through an underwrittén public offering to eligible finan:
% clal. institutions-and educational institutions under:its enabli.ngble islation an issue
" of its voting common stock. Subsequent to'that stock offering, Sall o:Mae raiged. the
- funds necessary to support its'operations-primarily from the sale ‘of itedebt, obliga::;
* tions, which .were guaranteed.by:the: Secretary: of Education or:his predetesgor, to -
- -the, ﬁederal Financing Bank {the “FFB”), In March, 1981; Salli"Mae and;the"
" entered info an agreement pursuant to which the FFB agreed to lénd Sallie Mae u

‘'to'$5 billion, inclusive of then-outstanding bhorrowings -prior o September:30,.1982 |
~and Sallie que'agr’eed to cease utilizing the FFB as a funding source upon the earli-; .

er-of the borrowing of §5 billion. on September- 30, 1982, On: January. 1, 1982, Sallie’ .
‘Mae borrowed from the FFB the-last.of the funds available toit under this’ -
_ment and, with $5.billion of FEB debt outstanding, its accessito the FFB ag a ght
~of fundingended. - - - . - e e e e B T e
In anticipation of leaving the FFB and-meeting its ﬁnancin%l:léq_ds through non-:, *% .
aranteed  securities’ offerings in the public-credit. markets, Sal lie-Mae, begah, in .
(i.e. a.‘maturity,of‘one,yzbn; s

3

. May 1981, to issue its non-guaranteed short:term aty D r or'less)
- Discount Notes to investors through a group of securities dealers, In Februifry' 19829 %
Sallie Mae'sold in an underwritten public offering $250 iftllion of its Floating: terL--_
_*Notes, Series A, Due February '15,.1985.- This was Sallié M e's first public offering of :
“non-guaranteed debt ‘obligations. This financing was followed ‘by:the sale.in March'.
::1982 of another $200 million of Floating Rate Notes.in an undénmitten puplfc offer-~ -
+“ing and the sale in September: 1982 of $100 million .of: fixed-ratéfnotes. arch.” -
1988, Sallie Mae sold 5 million.shares of its: Adjustable Rate. Cumlilative.Rreferred = "
.. Stock, Series-A. In addition to these underwritten public offerings;. SallieJMae has, -~ -
since September, 1982, sold both fixed rate and floating rate debt obligations to'the .
" investing.public through a syndicate of securities dealers. «. = "'y . &, .. [IRER
. At the time of Sallie Mae's initial public offering of non-guaranteed debt securis -
*ties in"February 1982 and in connection with each public. offering since then, -pro- -
-~ spective underwriters of such securities have;. in. light_ of-the large amount of Sallie " -
~ Mae’s outstanding indebtedness %o the FFB, sought assurances-that, in the event.:
- Sallie Mae should become-insolvent or be ﬁquida'ng; rganized, #he debt’owing .
e Ma

-

s, i
4.

- to the FFB would not be’accor_ded-i)riority-ovet"- Sa 's detsobligattondHold to:
* the public by virtue ¥f Section 191 of Title31-of (the United States Codg-(which I.- .
© understand ‘has recently been re-codified as 31 U.§<C.-§ 3718). Sections 19 “(whicl: I
- “shall hereinafter refer to as the “Federal: Prio 'ty-..S_;atutcz’f)'proyjdqq t

qb »

, when.-a -
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Cli indubtod [to Bludgeli 16 Ingolveni\-pmd cortain nots are com
o dobts: duo to the . Units Nghintl, (g tidflod. Hoctlon 191 dous,
P, 4 p.ry*ldqj,t_l atthe -‘prlf_t'l y-outaby
i gugﬁn{{mipﬁt 16 Federal Bankry tcxf‘ do, A1 1™
~u'o wall Wot of any asdlstance to Sallle Maef witleg thére

“pod i
- migod, 4
howky
i §101-151820). 1
Was serious doubt ns.to whethor

eral Bankruptoy Code. To be -

. Sullle Mao whs oligible 10 be'a “debtor’):
/i dlebtor under .the® Fedegal 'Bn‘léﬁ;{u ptoj

g'.l()!)(ni). ‘A ‘porson” s dbfined, tQ expfbegly
+:§ 101800 The' term-"‘governmentdl unjt™ fs,
“meni dguncy of ‘lnatraxmu'nta_ iy,gf 1o, Ui Stados”, 1d. at § T01Z1). Thus, I

Saljie™ ; “agoriby -or ‘instrumentality of the United
dobto {ﬁndor-olthpr Chaptoer 7 of the Federal
8 or/Chaptor 11 relating to reorganizations.
anizatlon of §allif Mae wore not conducted under the Fed-

\kclu,%"-n' “governmontal unit”, (Id. at
n i, dolined to include a “depart-

. y*Mua ;were consfderad:'to '
5l Stutes” At would (1}9(/20 ‘oligible to bo’
Bankriptey Codo Félating to liquidndl

£ the liquidution or ro 0
‘ e Fedgral Prlo

»oxul_Bank¥uptey, Code,
Cnpd M bnnlllt?{l‘u;éod. dley:& Mc®loy, .
- Sallid Mae in eonntic bn'\ﬂt i

o

- lighitiof Sallig, Mae’s status ag’ o
lous.nttrlbq& at {t phdsedaos wn

-

thg/law firm which acted us spocial counsel -
dprwrltten public offerings, believed that, in
¢esslonally churtergd corporation and ‘the var-
r.ita énabling statute; it would be impossible to
d@-would not be considered b%n court to be an

- detyrmino clhwlusively, that 8alte-
for_purposes of the. Federal

dinstrumentality - of: the United :Stdtg
< “In*1981, the )égpgrcsg-nmehded"

- _ nde fé:tlou 48%(1) of Sallie Mav's enabling legislation,
‘Yeffoctivo Septamber”$2, 1981, by ¥dding the following sontence: S N

A5 Fou thé-purpope of the distribution of its é)ropmia' pursuant to Section 726 of
b Title UL, UnitediStates. Colle, the ‘Association [Sallie Mae}.shull be ‘deemed a person
‘ """;(”vithln'._th‘o‘ meaning of such title,” : : :

ade Sdllie Mae eligible to become a debtor in' a volun-

“This, amendment clbarly
jdfition’ proceeding: under Chapter.7 of the Federal Bank-

i 2 bary or Iny

oluntiry ‘h
¢ “ruptey Codepig-which proceeding the Federal Priority Statute would not be applica-
£, ble, ;{o’one because. the amendment referred explicitly only to Chapter 7 of the .
.{#, Feddral Bankruptcy ‘Code which governs liquidations and not to Chapter 11 of the
‘Eederal Barikryuptey ®odo “which governs reorganizations, it is not clear that the
'3 amendiment made’Sallie Mae eligible to be a debtor in a reorganization proceeding
", undet 7} 1-of the Federal Bankruptcy Code. If Sallie. Mae were not cligible to
7 dar dpder Chapter 11 of the Federal Bankruptcy Code, any reorganiza-
cotd takd the form of an equity receivership in which the Federal
‘ylguld'.be applicable. Moreover,. making - Sallie Mae an .eligible
\ ¢¥Federal Bankruptcy Code would not preclude Sallie Mae from
) e ;_umlior g}.nte insolvency proceedings in which the Federal Priority Stat-
yGapplicable, S . : T

it#. December - 29, 1981; the '-Cbh%féss further amended Section 439(1) to
it Gkplicit that the Federal Priority Statute would not be applicable to debt of

plished by the following provision:

Statute.(31 US' .191) shali not establish a priority over the indebtedness of

- the/:Association [SgMe Mae] issued or incurred on or before September 30, 1982,
#"-JThe legislative history of this amendment states that,it was intended to “clarify -
. the, status. of creditors of the Student Loan Marketing Association (Sallic Mae) in

- {the event.of a. financial reorganization short of complete bankruptcy conducted for -
;'the benefit of ‘creddlors,” by providing - that “indebtedness of Sallic Mae to the
United States shall; in all cases, have equal priority with other .indebtedness of

“

"4 . Sallie'Mge, regardléss of matyrity, so long as such other indebtedness was issued or. ...

" incurred on or before September 30, 1982.” In enacting this amendment, the Con- -
. ) gress explicitly ¥ecognize “[d]ue to Sallie Mae's extensive borrowings from the Fed-
" eral FinancifigfBank, the existence of a federal priority for such borrowings effec-
»tivély preclugfs Sallie Mae from selling its debt obligations- in the public capital

. .markets.” (HR. Rep. No. 97-386 (Conference Report), 97th Cong., 1st Sess. 40 (1981) = -
. WJoint Explanatory Statement of, the, Committee of Conference)). This provision has :

Statute would be applicable.s My firm -

Sallie;Mde issued- or incurred on' or. before September, 30, 1982, This was accom-. . '~

o 55 riority ‘established in fayor of the United States by Section 3466 of the Re-
vige

uéh section soos p‘%bgpply :? a. ..
4 exception !

li: er-the A
Code;cong; must be a "person”. (11 U.SC, .

ankruptcy Code.. ...

o

~», subsequently been-amended to extend its a plicability to indebtedness of Sallie Mae - -

‘. .issued or‘incurred on or before September 30, 1984. . .

o By virtue“of the December 29, 1981 ‘amendment to Section“439(1)‘;‘6f the -Act,
«.-“Brown, Wood was able, in connection with eath underwrittén public.offering .of -~ -
- - *Sallie Mae's debt obligations, to:render-an opinion to the underwritérs of such secy-

"7 rities that: -

A ihsglvenqy of certain persons indebted to the United States

kS

4

+“The’ priority gx:an;te'd to the United States by 31. U;S.C. 5-19‘1. in thg;g?éibf the_ o
‘does not establish a prif i




j‘f : orltl{odn favor ol‘ the Unlted smm wlth relpect to lndobudncu of Salllo Mao to tho :

Status ovor other Ind btodnoms. of"Bnlllc Muo. lncludlnu the Nom, luuod or. . . :,- ol

Incurroed on or before September
This opinlon was a condition: to the purchm b the undorwrlteu of Snlllo Mne 8

" “notes and could not have beon veridered by us If the Decomber 20, 1081 amendmont - . .
~ to Sectlon 480(1). had_not been' enacted.. The ‘extension of the nppllcublllty of this -

- amendment to Sallle Mae's'debt obligations Issued or ‘Incurred on or before Septem-

ber 30, 1084 would pormit us to render o’ slmllnr oplnlon for. debt ﬂnunclngs thnt : ‘

- ’were consummated on or prior to such date, - .
If the-Congross doea not expllcltly extond the walyver of the Foderal Prlo:-lty Stut-

" 'ute'to lndobtodnesl of Ballle Moo issued after September .30, 1084, 1 ballove that -

- I

- Sollle Mae's ‘debt obllgntlom luuod after such date would be viewed as subjoct to Lo

" the Fedoral Priority Statute oxcopt In liquidation procoodlnga under Chapter 7 p "
th¢ Fodoral Bankru tcé/ Code and, therefore, for gnqtlcn ur es would be regard. -

.. od as subordinated Fo llle Mac's indebtedness to the FFB, addition, Sallle

. would be In'the awkward Poeltltm of having its pro-Seémmber 80,1984 . publloly held ;

" dbbt not subordinate and t-Septembor .80, 1984 dobt subordinate to the indébt-

- odness to the FFB, Certnlnly. representatives of the securitles firms that sell Sallle

.. Mne's debt obligations to.the Investing. public are more qualified.than I to comment ..

- on the effect that such a sltuation would have upon thelr. -ability to'sell Salllé Mae's -
-+ clobt obligntlons and the prielrg-of- auch -Hoourition:I°do; However; belleve:that:poten- -
tlal investors would regard as & al cnnt negative the fact that, In the event of .

the Insolvency of Sallle Mae, 5 blllion of Indebtedneas to the FFB would be senlor -~ - .
* to the debt obligations held by them and that outstanding debt obligatlons sold to -~

tho public on or prior to Septomber 80, 1984 would not bo subject to such a prlority
STATEMENT OF GEOFFREY HURLEY OF BROWN WOOD IVEY
.~ MITCHELL & PETTY o ‘

Mr Huntrey. Thank you, Mr. Chairman. " - . R
1 appreciate having the opportunity to testify before this subcom- o

tee today relating to the: relatlonshiibetween Sallie Mae and 8

zz(tutory provision that establishes. in the case.of the insolvenc 3'
" ahy person, priority in favor of the Unlted States for debts owe
such person to the United States. -

am a partner-in the New. York. City law firm of Brown Wood fE

‘-.",_AIvey, Mitchell & Petty.: In connection with:Sallie Mae’s underert-

ublic offerings of securities during:1982 ‘and 1983, my firm

"acted) as counsel to' the syndlcates ‘of ‘securities, firms" that ‘pur-
- chased Sallie Mae's'securities for:resale to the’ mvestxng public; dand
-1 have been the partner.at Brown; Wood w1th prlmary responslblh- .
ty for-our partlclpatlon in these financings. v
As you are aware, in 1974, Sallie ‘Mae: sold toan underwntten ‘

- public offering. to eligible financial institutions:and educational in- " .. "

stitutions under. its .enabling legislation. an .issue ‘of - its -voting. . ..\l

common stock. As Mr. Cavanaugh. has testified this' morning, subse- -~

" quent to that offering, Sallie- Mae primarily raised:the fun 5 neces-- ., "
sary to support its operations from the sale ofyits debt obligations, .

. which were guaranteed by the Secretary of Educatlon or hls prede- RN

.. cessor to the Federal Financing:Bank. -

In March 1981, Sallie Mae and the Flnanclng Bank entered ‘into

¢ement pursuant ‘to which -the Financing Bank-agreed to -~ = .
lend allie Mae up to $5. billion: prior to September 1982 and Sallie. -+~
‘Mae agreed to cease utilizing the Financin g Bank upon the earher L

‘of borrowing $5 billion or September. 30, 1982 .
‘. On-January -7,..1982,: Sallie Mae borrowed from t : Flnancm
v'.-'Bank the last of the funds available to it under this agkéement an

- at:that time 1ts access to the Flnancmg Bank as as ('u(ce of f‘und-’( R

: ~ing ended

L
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' public credit markets, Sallie. Mae began in May, 1981 to'issue ‘jts, il

. -Section 191 does,

- was eligible to be a debtor under.the Code. -~ -

o S T N ,.f;gv,-.fi
R © b8 l ’

. In untlélputldn of fonving tho,Flnunclng‘ Banlk m‘td 'm‘oo'bllg ite flH
nancing noeds’ through nonguaranteed securities offerings in ‘the': | -

t

. nonguaranteed short-term discount
“group of securities dealers, =~ = N IS
In February 1982, Sallie Mae sold in an underwritten.public d)fg N

notes to investors through a'i!“l;’”

fering $250 million floating rate notes. This was Sallie Mae's first \.i [
public offering of nonguaranteed debt. obligations. This financ! %
was followed by the sale in March 1982 of another TZOO billion! 0 Jﬂ
- floating rate notes and in Septentbor 1982 of $100 million of fixed- !
rate notes. In March 1983, Sallie Mae sold 5 millfon shares of jts ; |
a(}lustpble rate preferred stock. In addition to thepp underwritten |
offerings, Sallie Mae has, since September, 1982, gold both *fixed:. . |
rate and floating-rate debt obligations to the investing public. ¢ ' |.
- At the time of Sallie Mae's initial gublic offering of February !
1982, and in connection With”e‘ach“rub i¢ offerim{ since then, pro- é
* spective underwriters of such securities-have, in- ight*of:the large: i
amount of Salliec Mae’s outstanding indebtedness top the Financing .J,'Lﬂv
Bank, sought assurances that, in the event Sallle Mae should
become insolvent or be liquidated or reorganized, the debt owing to 'o‘i
the Financing Bank would not be accorded priority over Sallie '
Mae'’s debt obligations sold to the public by virtuer %f section 191 of 3}’3

title 31 of the United States Code. - - = . S

- Section 191 provides that, when a person who is indebted to the |k

United . States .is .ingglvent, and certain acts are committed, ‘the'.:a‘f);

debts due to the U, ‘States shall first be satisfied. - .~ -~ ‘
i

, ) "Hdwever, provide that the priaority- established
under that section does not-apply in ‘a case underthe Federal
.Bankruptey Code. *This “exception- was not of any ‘assistance to 'E

~ Sallie Mae since there was serious doubt as to whether Sallie Mae

. It is significant to recognize that private ‘corporations which do.
‘business with the U. S. Government and are, therefore, ih a posi- \‘
tion to incur indebtedness or liabilities, to. the United States would,
télg(slen_t unusual circumstances, be eligible to- be debtors under the |
ode. . Lo o . . K . .
- To be a debtor, one must be a person. A person is dbfined to in- -
clude an individual, a. partnership or-a’ corporation, but expressly
excludes a governmental unit..The term “‘governmental unit” is de-
fined to include a department, agency or instrumeritality of the. -
United States. Thus if Sallie Mae were considered to be an agency - -
or instrumentality of the United States, it would not be eligible to. -
- be a debtor under either chapter 7 of the Bankruptcy Code, relat- .

' ing to liquidations, or chapter 11 relating to reorganization. - -

~* that Sa

-« If the liquidation or reorganization of Sallie Mae were not con- '
ducted under the Federal Bankruptcy Code, the Federal Priority
Statute would be applicable. My firm and Milbank, Tweed, Hadley - -
& ‘McCloy, the law -firm which acted as:-special counsel to Sallie
Mae in connection with its underwritten public offerings, believed "
that in light of Sallie Mae's status as«a congressionally chartered - -
corporation and the various attributes that it ‘pogsesses under -its -
enablinf statute, it. would be impossible to determine conclusively .
lie Mae would not be considered by a court to be an instru-




P e IS 7 R A bt

mentnigyoa of the United Stdten"f'o,x{ pﬁrpdsép.of the Fé‘cle;dl'?Bdiik'-, ,
. o SLEYET TON, PRIPUERS. O WD fgerl Dok

) fn: {981, the Congresa amended section 489(1) of Sallie Mae's en-, . .~

abling legislation. That ‘amendment clearly. made Sallie Mae eligi-

ble to become a debtor in a voluntary or involuntary liquidation .

under chapter 7, in which proceeding, the Federal Priority Statute -
would not be applicable. . - . ” Coee
. However, because the amendment referred explicitly. only .to
chapter 7, which governs liquidation; and not to chapter 11, which -
.governs reorganization, it is not clear that the amendment made
allie Mae eligible to be a debtor in a reorganization proceeding
under chapter 11,." "~~~ . -~ . o S
- __If Sallie Mae were not eligible to become a debtor under chapter
11, any reorganization 'xjoceedi‘ngl‘ could take the form of pn,equiti;
. receivership in which the Federal Priority Statute would be appli-

. cable.. Moreover, making_ Sallio:Mae.an eligible debtor under. the. - .

Federal Bankruptcy'Code would not preclude Sallie Mae from'seek-
“ing relief under State solvency proceedings in which the Federal
'Priority Statute would be ’aggli(:a le, L DT e
..~ Effective. December 29, 1981, the Congress further amended sec-
tion 489(1) to. make it explicit. that the Federal Priority Statute -
~-would not be applicable to debt of Sallie Mae issued or incurred on
~ or before September 80, 1982, This provision has subsequently been ,
‘amended to extend its applicability to indebtedness of Sallie Mae
,issued or incurred on or.before September 80, 1984.. =~

‘By ‘virw%iof the 1981 amendment, my firm was able in connec-
-tion. with éach underwritten public offering of Sallie Mae's debt ob-
~ligation, to render an opinion to the underwriters of such securities
tothe effect that the Federal Priority Statute was not.applicable to-
~.indebtedness of Sallie Mae. issued on or before September 30, 1982.

 This’opinion on the condition to. the purchase by the underwrit- =~ = .
. ers of Sallie Mae’s notes and could not have been rendered by usif . "
“the'December 29, 1981, had not been enacted. Th& extension of the e
. applicability of this amendment would permit us to render-a simi- : :
lar opinion for debt financings that were consummated on or prior

to'such date. = . . R S A
.- -If the Congress does not explicitly extend the waiver of the Fed-:
—eral Priority Statute to indebtedness to'Sallie Mae issyed after Sep-
. tember 30, 1984, I believe that Sallie Mae’s debt.obligations issued .
. after such datfe would be viewed as subject to the Federal Priority

Statute except in liquidation proceedings under_ chapter 7 of the -

-Code, and therefore,tfor practical purposes,: would be regarded by
- investors as subordinated to Sallie

~al Binancing Bank. .
g

'a:e’vs.vind.ebtédne.ss::_tqthe_Fej‘der‘.: e

addition, Sallie Mae ‘would be ,»in”t}ie"'dv;kwérd ‘poé'i'tiorxx of -

“having its Pre-S:gtember 30,- 1984, publicly-held,debt not subordi- .

~-nate and its pos

- nancing Bank indebtedness. . .~ .
~ Mr.

eptember 30, 1984 subordinate'to the Federal Fi- =~

olomon has testified és;toftvhe:'édét‘ of Sallie’Mae, of having =

.to market its debt obligations under these circumstances because of * .
" investors’ negative perceptions of -the situation in which, in .the.
_event of the insolvency: of Sallie;Mae, $6 billion of indebtedness. to .
" the Federal Financing Bank would be senior to the debt obligations -
Cheld by them. o o o 0o ne e s e
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‘Moroover, 1 beliove that the proceduro of reviowing the statutory
walver of the Federdl Priority Statuto every fow years creates un-
cortaintics for both Sallie Mae and the financial marketplace.
Since Sallic Mae and investors need to bo concorned as to whother
a decision by Congress not to the oxtont the waiver will have an
adverse impact on Sallie Mac's ability to refinance its outstanding
indebtednoss. - : ) , o '

In addition, Sallic Mae must, in developing h financing plan for'a
particular year, time its public borrowings around the expiration
date of tho statutory waiver provision and solely according to its
gn&ncing noeds and conditions existing in the public credit mar-

ots. ' . ’ o R

. That concludes my testimony.
"~ Thank you, Mr, Chairman. o

Mr. Simon. Thank you, Mr. Hurley. - - R -
e | %nther your belief is that the soonor we can act on that Septem-. .. ...

“ber 80, 1984, doadline the botter? ‘ C

. Mr. Huney. That's correct. _ R

“Mr. SiMoN. Let me .ask, Mr. Hammer, since Chase’ Manhattan
-was brought up, your formal statement says you are the second -

" largest londer. My impression had been that you dre the largest.
. ‘Yt%u mean. second to Sallie Mae or do yau mean. second to some
other—— ' . . :

“Mr. Hammer. Citibank and ourselves are very ‘close, sir. It .de-
pends on any 1 year who originates the most and how much we.
participate in the secondary market. LT s

Mr. Simon. All right. C e

I hetico in your oral remarks you said “one of the largest”. Does
that mean—— ' S L Lo
. Mr. HamMer. I-didn’t look at the last date of that, but it's big. .

“* After Citibank and ourselves, I think the next one is a whole point, .
lower, which would be another $100 million lower, -~ *
Mr. Simon. OK., . ; o L
You heard the testimony of Mr. Clohan here. This is a problem. I

am not sure that it.is a problem that we can be addressing immedf-

~ ately, but it's one we ought to be taking a look at. : : o
- What do we do to encourage Chase Manhattan? Obviously, you -
have to have some kind of an incentive.for handling loans that are. .
. - going tobe more work, since they are going to offer more problems =
- than other loans, simply because of the nature of the students in-
volved here. What can be done? . Lo e
- Mr. HAMMER. One minor correction there, sir. It's not the nature -
of the student, it's the size of the loan. That’s the whole problem.  *
Mr. SimoN. Except—if I may just modify that. : :
Mr. HAMMER. Yes. RN - 3 o e
Mr. SiMoN. Because you are dealing; with students who generally
are from lower income families. - o : S
‘Mr. HAMMER. That really has no-bearing on the matter. We basi- |
cally are‘looking at the economics of the unit and'if you are-talk- -
ing about a $500 upit, than our processing costs as a percent are -
much higher and it wouldn’t make an difference if it was one of "
~ our most valued customers who wanteci, a $500 loan or someone we
.~ never saw before, it's the size of the loan that makes the difference.

A




.~'Mr, SimoN. Excopt that if David Rockefeller, Jr., wants to borrow
$600, tho chances are a littlo greator that you are going to get that
repald than.somebody who ls.unemployed—-— :

[r.. HamMER, But .the ¢
guaranteed program, the ¢
rolovant to our consideration. - . '

Mr. SimoN. OK. : ’

Mr. HAMMER. Sce, wo call it a student loan businoss, but roally
it’s a processing business, The only credit conslderations that are
relovant hore are the creditworthiness of the guarantee agoncy in
tho Stato. ‘ ' :
~ Mr. Simon. I follow you, = ‘

Mr. HamMMmenR. That's why it 1s an important distinction,

Woll, the bdsic problem is as Mr. Clohan pointed out. The small
'units are not economical to !)rocoss. I don't liko it nnfr more than
you do. We changed our policy., The policy that was indicated wo

rence here s that, givon that s a
Itworthiness of the borrower ls not

put into effect after the major change in the student loan legisla-

tion which occurred in 1081 8o that. we.absolutely got Inundated byi. .-

applications with everyono trying to get in undor the wire and the
processing sygtems were unable to handle it. o e
Oursolves, as a huge lender, and many others around the coun- -
try absolutely got into a situation where we fell behind and had
hu%o backlogs and we just had to do something to control volume
while. we put new systems into place. Those systems themselves
change almost annually, depending upon what ‘new legislation is
coming forth. That last couple of years have not been 8o bad, inci-
dentally, but up to that time, you couldn’t)get a system to reach
- equilibrium because by the time you would start to debug it, there
would be a new legislative cHange and it would have io be in place
gmmodia_tely because in the fall is when the new applications come: -
We were in a situation, and I know. others were, too, whore'the
reputation of the bank starts to suffer and for ourselves, given the
kind of reputation we feel we degervedly enjoy around the world,
the question was, “Do we stay in the business?” It’s just not worth,
~ for the narrow margin that one earns on thé business, this nega-
_tive that comes along with not being able to process efficiently.
- In those three areas, at the stage of the gamg in our.own:
- experience, we have now cleaneg;,up with a totally new—we have -
had 2 years now to operate witliout major legislative change—the -
originations area—and consegiiéntly, we have now relaxed our
‘policy. We are now down to a Minimum loan of $1,000—that’s since
that survey Mr. Clohan mentioned was taken—but it’s still only to -
- 2-year colleges, because we are looking for an averaged-sized loan
«that is higher. The reason for that, of course,-is that when we do-
- -gell in a secondary market, for one reagon or andther, we do have
- to sell at a discount. That, of course, comes right off the bottom
“line and in .a business which is right on the margin anyhow, you
~“just can’t afford it. So one of those three options that was suggested
. would make senge. -~ . - . . - R »
. For ourselves, it really comes into play when we make. the sale -
. and ‘that ‘would be dependent upon the price we are able to get
‘bfrom'Sallie Mae. . o




Thoe suggostion, I belleve, that was made was that Sallle Mae bo&
gllvon wome kind of special allowance at the time it makes the pur-
chase. .o : o

I guess I would not support that, although it's not a bad idea, but
08 a uniform only solution because, while Sallie Mae has played an

, oxcellent role in-tho secondary. nixrkot, I would like to see some-
thing done so that there is more ¢ 'tlchmrticlputiOn in tho sccond-\
gry dn;‘nrkot rother than give Sallic Mae.a particular unilateral |

and here. L S : .

‘Obvlously, the more competition we have af people trying to bu{
our loans, maybe the bottor rate wo can oursolves oxact, and I.
think that would be conslstent with Mr, McCabe's and Mr. Fox's

~commonts about themselves not wanting a monoroly.

", The other alternative, of course, would be to give a gpecial allow-
ance for the small loan to the lender' when he originates it. The

. problom’ with that one, of course, is that it could be that nbxt year
or the year after that same student comes in for another loan, - -
maybe goes to a-full-time school-and then now you have the size ...
loan that when you consolidate the two, which {8 economic, 80 wo

- would have gotton an oxtra payment, which would really nofgbe
justified. To try to ;Put systoms in place to try to keep tracK of
theso, that’s the kind of costs which you are trying to avold. '

oz But something along that nature would really have to be done in

order to induce a lender to participate in the program and I would
be porfectly willing to have the people that run my program, whore
we do have these omr:? models available, to sit down with you

~ staff and try to work out_# sensible-approach. :
. Mr. SiMoN. I-thank #ou: We are going to probably be back in
touch with you on that. - o : o
Mr. HaMMER, Certainly. - — o
Mr. SiMoN. Mr. Solomon, just one general nestion. Your state-
ment was a very laudatory one of Sallie Mae. Do you see any weank-
* nesses in the structure? o
. Mr. Solomon.. Well, I don't see too many weaknesses in the fi-
= " nancial structure. Sallie Mae has moved to reduce its leverage by a
‘ recent preferred issue, it has built up its equity a little, it'has a lot . -
of room and a leéVerage area now, and it has been very creative in
matching its liabilities and assets, which is the key to making sure
it doesn’t get into a negative position.” R
I think they. have been unusually innovative in the market and,
as I said, they are basically the only institution that has made the :
transition from the FFB to the public market. I think they have
been very skillful at'it. I don't really see any real major problems
ahead for them financially. I think they can deal with the volati- -
ity of the markets. They will always be under greater strain at . -
hﬁgher rates than lower rates, but I think they are in pretty good -
shape. : c S : ' : ' :
‘ Nfr. SiMoN. Thank you. } ' ‘
Mr. Coleman. - :
Mr. CoLeMAN. No questions, Mr. Chairman. o
" Mr. SimoN. We thank the three of you very mpuch, not only for
your testimony here but for what you are contributing through and .
with Sallie Mae for the Nation. =~ - - . ' .
. The hearing stands adjourned. L . . '
[Whereupon, at 11:35 a.m., the subcommittee was adjourned.]:
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