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Executive Summary
special class of student loans—financed by
tax-exempt bonds issued before October
1993—has become a goldmine for the companies that now hold them. Even while borrowers pay
today’s low, market interest rate of 3.37 percent,
loans financed with these bonds are guaranteed an
interest rate return of 9.5 percent for the companies
that hold them, courtesy of the U.S.Treasury.The
number and dollar value of pre-1993 student loans
should be relatively small and dwindling thanks to a
1993 law ending them. However, new data acquired
from the U.S. Department of Education reveal that
these “old” loans are very much alive—and they are
multiplying rapidly, in plain sight of federal regulators.

scheme.The president of the company that has most
aggressively abused the 9.5 percent loophole is wellconnected. He was appointed by the U.S. Secretary of
Education to a committee that advises the Department and the Congress on student loan policy.

At the start of 2003 there was $12 billion of 9.5 percent loans outstanding. Eighteen months later there is
more than $17 billion, an increase of 43 percent.
Federal payments to the bondholders nearly doubled
over the same period. Lenders are exploiting a federal rule that says even if a pre-1993 bond finances a
loan only temporarily, that loan earns a 9.5 percent
guaranteed return for life. Lenders use the bond
funds to finance a set of loans for as little as one day,
then shift them into other portfolios where they still
earn the 9.5 percent interest.This allows a new set of
loans to be financed with the bond funds and then
shifted, as the process repeats over and over and over.

Recommendations in brief:

A

U.S. taxpayers are paying big money for nothing.
All across the nation, the doors to a college education are slamming shut in the face of budget cuts
and tuition increases. Students need these funds.
The $9 billion in taxpayer funds that that will be paid
to student loan companies for these 9.5 percent
loans could pay, instead, for a nearly $2,000 grant to
every low-income student in college today.

The Secretary of Education should take immediate action to halt and reverse the explosive
growth in 9.5 percent loans. His first step should
be to publish a clarification—tomorrow—that prohibits
the serial refinancing of loans, and limits the volume
of 9.5 percent loans to the size of the original taxexempt bond.
The Secretary of Education should prepare to
convert any remaining 9.5 loans to regular loans.
This may require requesting new, emergency authority
from Congress before the end of this legislative session.

Even if this growth is stopped immediately, federal payments to the companies holding these loans will total
an estimated $6 billion or more over the life of the
loans. Congressional leaders promise to curb the practice, but not until they renew the Higher Education
Act. . . next year. If that delay is allowed to occur, the
drain from the U.S.Treasury will approach $9 billion.

Congress should refocus tax-exempt bond
authority on areas of national need, such as
school construction and low-income housing.
Congress and the Administration should
restructure the student loan program so that
it takes advantage of market forces in the determination of government subsidies for intermediaries.

Documents obtained through the Freedom of
Information Act show that Department officials knew
of lenders’ plans to take advantage of this loophole in
June, 2003, or earlier, yet they did nothing to stop the
3
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Today in the student loan program, thousands of corporate and government entities enjoy, by law, a contractual
right of payment from the U.S. government—all part of
the effort to lubricate the system with enough cash so
that students ultimately get the loans they need.The
current entitlements include the following:

Introduction to the Guaranteed
Student Loan Program
ather than setting aside a particular amount of
money, entitlement programs allow the government
to promise a benefit to a class of people or corporations no matter how many of them show up to claim it.
The advantage of entitlement programs is that the beneficiaries can be told what they will get even when the
government can’t possibly know how many beneficiaries
there will be.The downside is that the programs can
cost much more than expected, either because there
are more beneficiaries than predicted, or—of greater
concern—because someone figures out how to exploit
the design of the program.

R

■

■

At the time the Guaranteed Student Loan Program
(now known as the Federal Family Education Loan
Program, or FFELP) was created, federal budgeting procedures made it difficult for Congress to promise loans
directly to students. Instead, Congress created entitlements for banks and other intermediaries—promising
them certain types of payments if they made loans to
eligible students.1 This indirect structure created two
problems. First, not all of the students who Congress
intended to help were able to get the promised aid.
Second, the rules, payments, and structures that
Congress created to fill the gaps just made the program more complicated and vulnerable to abuse.

■

■

■

Thirty-six federally-backed “guarantee agencies”
are entitled to a .4% “loan processing and
issuance fee,” paid by the federal government.
These agencies are also entitled to a .1%
“account maintenance fee,” paid by the federal
government, and they have the legal authority to
charge students a 1% “guarantee fee.”
Thousands of banks and secondary markets (which
purchase loans from banks) are entitled to quarterly returns equal to the rates on commercial paper
plus 2.34 percentage points during repayment and
plus 1.74 percentage points during the in-school and
grade period, assured by the federal government.
If a borrower’s payments are late, the guarantee
agency has an opportunity to encourage the
borrower to make a payment. If successful, the
agency is entitled to a 1% “default aversion fee.”
If the borrower defaults, the lender or secondary
market is entitled to receive a minimum payment
of 98% of the principal and interest.
If a loan defaults, the guarantee agency is entitled
to keep 28% of any amounts it is able to collect.

All of these provisions—and more—are set and adjusted through the political process, without the benefit of
competitive market forces or even a regulatory check.

Complicated Processes, Structural Flaws, and Management Shortcomings
Cause Student Aid Program Problems

This patchwork quilt system leads to a second problem: unanticipated loopholes, requiring legislative repairs
that further complicate the system. Over the years, the
troubles have included lenders that timed their
requests for federal payments in order to hide high
default rates, guarantee agencies that had conflicts-ofinterest with board members and affiliates, and schools
that used multiple intermediaries in order to mask
large increases in loan volume.All of these situations
cost taxpayers. In one case, the collapse of a guarantee
agency led to an expensive federal taxpayer bailout.2
The Government Accountability Office (known then
as the General Accounting Office) has repeatedly
labeled student aid as a creating a high risk of waste,
fraud, abuse, and mismanagement.3 President Bush’s
budget office describes the FFEL program as structurally flawed, with “unnecessary subsidies” and questionable cost effectiveness.4

Source: U.S. General Accounting Office, High-Risk Series:
Student Financial Aid, February 1997.
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would not be able to cover administrative expenses
without these special exceptions. 7

Tax-Exempt Student Loan Bonds:
Not as Simple as Expected

Before long, states were issuing bonds at 6 percent
interest while earning up to 16 percent interest on
student loans. A Congressional Budget Office (CBO)
study predicted that the bonds would cost taxpayers
as much as $500 million a year, including both tax
benefits and federal interest payments. It noted that
Congress could cut subsidies to eliminate surplus
profits, while still allowing states to cover the costs of
student loans.8

s part of the effort in the 1970s to ensure that
loans would be available for all eligible students,
provisions were included in the Tax Reform Act of
1976 to encourage states to issue tax-exempt student loan bonds. In the years that followed, states
established more than 30 student loan authorities.
These authorities sell both tax-exempt and taxable
bonds and use the proceeds to make loans to students.
Investors are repaid with interest when students
repay their loans. Authorities also buy loans from
banks to encourage them to make new loans, instead
of lending directly to students, and thereby encourage
banks to make new loans to new students.

A

In 1980, Congress did just that. It halved federal subsidy payments to lenders on loans funded with taxexempt bonds. States argued, however, that they make
long-term commitments to bondholders. If interest
rates dropped too low, they said the student loans
would not bring in enough income to make payments
on the bonds and to cover administrative expenses.
So Congress guaranteed a minimum return of 9.5
percent.The 1980 formula cut subsidies in times of
high interest rates. In 1979, lenders had received a
13.5 percent return. If the 1980 formula had been in
effect a year earlier, it would have cut returns on
these loans from 13.5 percent to 10.25 percent (see
box).

Like municipal bonds used to build roads, schools, and
public housing, investors’ interest income from taxexempt student loan bonds is not subject to federal
income taxes. As a result, investors accept lower
interest rates, reducing state borrowing costs below
market rates. In the 1990s, interest rates on taxexempt bonds were about 25 percent lower than
rates on equivalent corporate (taxable) bonds.5 The
tax exemption for student loan bonds will cost the
U.S.Treasury an estimated $2 billion over the next
five years.6

The 1980 reforms were inadequate. A follow-up CBO
study in 1986 found that “profits on bond issues…
may still far exceed the needs of the state authorities
operating student loan programs.” The 1986 CBO
study concluded that student loan authorities were
“substantially more profitable” than commercial
banks. Between 1982 and 1985, commercial banks
earned a guaranteed return on student loan assets
that ranged from 0.53 percent to 0.7 percent. Student
loan authorities’ profits were several times higher,
routinely exceeding 2 percent and reaching as high as
7.17 percent.9 More legislation was needed to eliminate wasted taxpayer dollars.

Congress did not intend for the student loan bonds
to be immensely profitable—only profitable enough
so that states would participate. But almost immediately after they were created in 1976, the bonds were
earning huge profits for the loan authorities. Ever
since, the Federal government has been trying to rein
in the problem, but the efforts have often failed or
even backfired, compounding the initial error.
The 1980 attempt at reform. In the 1976 legislation, Congress made states eligible for full federal
subsidy payments, the same as all other student loan
providers, even though the loan authorities would
have the advantage of raising capital to be lent out to
students from low-cost, tax-exempt bonds. Congress
also gave states relief from the “arbitrage” tax rules.
Typically, the federal government limits state profits
on tax-exempt bonds by requiring state and local
governments to rebate excess returns (above 2 percentage points for student loan bonds) to the federal
government. However, in 1976 Congress excluded
the federal payments from the arbitrage calculation.
Legislators were apparently concerned that lenders
5
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The 1993 Attempt to Repeal 9.5 Loans. In early
1993, the borrower interest rate on regular new student
loans fell to 6.15 percent, highlighting the absurdity of
guaranteeing a 9.5 percent return on tax-exempt
loans.12 Congress decided to try again to fix the
problem.The Omnibus Budget Reconciliation Act of
1993 eliminated the 1980 formula for all loans
financed with new student loan bonds. However,
responding to arguments that bond investors need
stable, assured returns, it kept the 1980 formula for
loans backed by existing bonds, including loans made
with collections from earlier loans. It seemed like a
limited liability, confined only to pre-existing bonds,
and involving non-profit and government entities.

How the 1980 Formula Works
Intended to Cut Lender Subsidies, It Created a Windfall
In the guaranteed student loan program, lenders
receive interest payments from both students and the
government. Under the 1980 law, the government payments (known as “special allowance payments”) assured
lenders a quarterly return on their guaranteed student
loans equal to the average bond-equivalent yield on 91day Treasury bills plus 3.5 percentage points.Any quarter when borrower payments were insufficient, the government would make up the difference. (Loans made
today receive the 91-day commercial paper rate plus
2.34 percentage points during repayment.)
For loans backed by tax-exempt bonds, the 1980
formula cut subsidy payments in half but guaranteed
at least a 9.5 percent return. In other words, lenders
receive the greater of either (a) one-half the regular
subsidy payments or (b) the amount necessary to
provide a 9.5 percent return.
Example 1: In times of high interest rates, the formula
reduces subsidies. Under interest rates prevalent in
1979, the new formula cuts lender returns from 13.5
percent to 10.25 percent.10
Student Rate
7.0%

Regular Loans:
Special Allowance:
6.5%

Lender Return:
13.5%

Loans Made with Tax-Exempt Bonds:
Special Allowance:
Lender Return:
3.25%
10.25%
Example 2: But with the lower rates that have
been more typical in recent years, the 9.5 percent
floor creates windfall profits. In the second quarter
of 2004, regular loans earned a 3.57 percent return,
including only 0.15 percentage points in federal subsidies. Loans eligible for the 9.5 percent floor collected
25 times more in federal subsidies.11
Student Rate
3.42%

Regular Loans:
Special Allowance:
0.15%

Lender Return:
3.57%

Loans Made with Tax-Exempt Bonds:
Special Allowance:
Lender Return:
6.08%
9.5%
The 1993 provisions, still in effect today. A much simpler program
when it was first enacted in 1965, the guaranteed student loan
program now runs 164 pages of confusing text.
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financed by a tax-exempt bond. The second
question was this: If a loan is purchased with pre1993 bond funds, and then is acquired using other
funds controlled by the same entity, does the loan
retain the subsidy structure required for the pre1993 bond funds? This question had actually been
answered before the 1993 grandfathering occurred.
New regulations issued in the final days of the first
Bush Administration declared a loan funded through
tax-exempt bonds would continue to be treated as if
it was funded by tax-exempt bonds even after “the
loan is pledged or otherwise transferred in consideration of funds derived from sources other than” taxexempt bonds.14 The passage of the 1993 legislation
certainly would have given the Department basis to
revise the regulation. But in response to questions
from lenders in 1996, the Department of Education
affirmed the 1992 rule:

Two Loopholes,Working Together
espite Congress’s intention to end the special
treatment of tax-exempt bonds, the way the
Department implemented the grandfather clause for
pre-existing bonds ended up having the opposite
effect by (1) giving them extended lives, and (2)
allowing them to grow without limit.

D

Loophole 1. Extended Life: If you refinance an
old bond, it’s still an old bond, but with a
longer life. The first issue was the definition of
bonds “originally issued” before 1993.This grandfather clause has been interpreted to allow the serial
refinancing of pre-1993 bonds, preserving the 9.5 percent guarantee. In a “Dear Colleague” letter advising
lenders of the provisions of the new law, the
Department said that:

Under the regulations, if a loan made or acquired with
the proceeds of a tax-exempt obligation is refinanced
with the proceeds of a taxable obligation, the loan
remains subject to the tax-exempt special allowance
provisions if the authority retains legal interest in the
loan. If, however, the original tax-exempt obligation is
retired or defeased, special allowance is paid based on
the rules applicable to the new funding source (taxable
or tax-exempt).

The minimum special allowance rate “floor” on
new loans made or purchased, in whole or in part,
with funds derived from tax-exempt obligations has
been repealed.Accordingly, loans made or purchased with funds obtained by the holder from the
issuance of obligations originally issued on or after
October 1, 1993, or with funds derived from
default reimbursements, collections, interest, or
other income related to eligible loans made or
purchased with such tax-exempt funds, no longer
qualify to receive the minimum special allowance.
Refinancing of obligations which were originally issued
prior to October 1, 1993, does not alter the eligibility of
loans made or purchased with funds obtained from the
proceeds of the original financing to receive the minimum special allowance.13

This change is effective as of the effective date of the
1992 regulations, February 1, 1993, and applies to all
loans transferred from a tax-exempt obligation to a
taxable obligation on or after that date.15
On this issue, the Department was between a rock
and a hard place. Recall that a pre-1993 loan financed
with tax-exempt bonds could receive only half of the
special allowance that a regular loan qualified for (see
Example 1 in the description of the 1980 formula). If
the Department had reversed the 1992 regulation,
then in times of high interest rates the loan companies would move loans out of the tax-exempt category in order to get the higher special allowance payment. In hindsight, that would have been a much smaller federal liability than we are now facing. But at the
time, requiring them to abide by the 1992 rule was a
logical way to prevent one type of potential abuse.

Lenders have interpreted this clause as giving them
an open-ended ability to give the old bonds new life
as they near the end of their term, ad infinitum.The
language is not exactly clear, and it was not a regulation, so it could be clarified or reversed by the
Secretary with a simple letter. But so far that has not
happened. As a result, what Congress clearly intended
as a short-lived grandfather clause is being used by
lenders as an open-ended loophole. Student loan
companies are prolonging the life of their pre-1993
bonds, limited only by applicable state laws, to maximize interest payments from U.S. taxpayers.

While the 1996 letter closed one potential loophole,
it opened the door to another one that became very
profitable as interest rates dropped: Lenders might
use internal paper transactions to infinitely increase

Loophole 2. Allowing Growth: Even if a taxexempt bond finances a loan only temporarily,
that loan is permanently treated as if it was
7
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For several years the second loophole lay mostly dormant. After the 1996 letter, total tax-exempt bonds
hovered in the $11 to $12 billion range, suggesting
that lenders were taking advantage of the first loophole—refinancing—but were not abusing the second
potential loophole by multiplying their holdings.

the volume of student loans eligible for the guaranteed 9.5 percent floor. In the lenders’ interpretation,
if a guaranteed loan is ever held, even for just a day,
with the proceeds from these tax-exempt bonds, it
keeps the 9.5 percent guarantee for the rest of its life
(as long as the original tax-exempt bond is outstanding, an issue addressed by the first loophole, allowing
for “refinancing” of pre-1993 bonds).

How Secondary Markets
Create New “Pre-1993” Loans

Company uses
tax –exempt
bond proceeds to
purchase loans
from banks

Bond proceeds
(from the internal paper transaction) become
available again.

Company
receives 9.5%
guarantee
from U.S.
Treasury

Company “buys”
the loans from its
own bond fund
(using funds other
than tax-exempt
bond proceeds)

$

$ $

Here’s how the 9.5 percent scheme works.
Consider a lender with two sources of funding for student loans, a tax-exempt bond operating under the 1980 formula and a second bond (either a later tax-exempt bond or a taxable bond).The lender can use the proceeds of the second bond to refinance a loan funded by the first bond, an internal paper transaction. Now the agency has funding available
from the first bond to make or buy another loan. Both loans will carry the 9.5 percent
guarantee. Lenders repeat this process—as often as every day—indefinitely multiplying the
number of loans eligible for the 9.5 percent floor.

8
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A Warning, and Then an Explosion of
Pre-1993 Tax-Exempt Loan Volume

Actual and Projected "Pre-1993" Loans Earning
9.5 Percent Government-Guaranteed Interest
26

ocuments obtained through the Freedom of
Information Act show that Department officials
knew of lenders’ plans to take advantage of the
growth loophole. On May 29, 2003, Nelnet Education
Loan Funding, Inc., sent a letter to the Department of
Education describing its intention to bill the government
for interest on loans that were held only temporarily—
as little as one day—by financing accounts that would
earn the loans permanent 9.5 percent status.The letter,
which included a schematic, indicated that the company
had already discussed the plan with Department officials
(see Appendix for a copy of the letter).

D

24
22
20
18
16
14
12
10

Rather than stop the problem before it started, the
Department did not respond to the letter, and
proceeded to pay the interest subsidies on the growing portfolios of 9.5 percent loans. By December 31,
2003, the total payments demanded by lenders had
jumped 37 percent over amounts just six months
earlier.The federal payments soon topped $200 million in a single quarter, more than had been paid in an
entire year during the 1990s. By the end of June of
this year—13 months after the Department was
warned—the volume of 9.5 percent loans had grown
from $12,159,153,575 to $17,233,723,480, an
increase of 42 percent.

On June 30, 2004, the Department replied to Nelnet
with a brief letter that referred to the regulations and
the 1996 Dear Colleague letter, without suggesting
that there was anything fishy about Nelnet’s plans.
Two days later Nelnet reported to its investors that
it would recognize the previously deferred income:
After consideration of certain clarifying information received in connection with the guidance it
had sought, Nelnet has concluded that the earnings process has been completed.The company is
recognizing the related income for the current
period, and will recognize the related income for
subsequent periods as earned. 16

The Department has done nothing to stop the rapidly increasing and completely unnecessary taxpayer
costs of 9.5 percent loans. Indeed, the Department
did not respond to the Nelnet letter for more than a
year. But Nelnet needed to be able to tell cautious
investors that the government-guaranteed 9.5 percent interest was for real. Even while the Department
paid the bills sent by Nelnet, the company set aside
the money, not counting it as earnings until it could
get some type of confirmation from the Department
that the invoices would not later be challenged.

The news led Credit Suisse First Boston to upgrade
its rating on Nelnet stock. Nelnet’s stock price shot
up more then 20 percent, and the company paid its
employees $20.7 milllion in bonuses.

9
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Who Are We Paying
and How Much Will It Cost Us?

NELNET FACTS
■ Nelnet was formed in 1998 when the non-profit
loan company NebHelp, led by Don R. Bouc, was
sold to a new, closely-held company.When a
reporter at the Omaha World-Herald started probing the deal, he got the run-around, as attorneys
for the new company refused to say who its owners were. Later, the newspaper found records listing Nelnet’s sole officer and director as Don Bouc
of Lincoln, the former president of NebHelp,
which, as a tax-exempt, charitable organization, is
not supposed to enrich its leaders. 17
■ Nelnet’s co-CEOs Stephen Butterfield and
Michael Dunlap were each paid $1.1 million in
2003. In addition, Nelnet paid its chief information officer $1.3 million, and an executive director almost $1 million.18
■ Nelnet is second only to Sallie Mae in lender
campaign contributions to the two congressmen
in charge of higher education. Union Bank and
Trust of Lincoln, which is closely affiliated with
Nelnet, ranks fifth.20
■ Appointed by the Secretary of Education, Nelnet
President Don Bouc serves on a federal panel
that advises Congress and the Department of
Education on student aid policy

riginally, all of these tax-exempt bonds were sold
under the auspices of a state agency or a non-profit organization designated by a state. But since 1997, student loan charities have been allowed to sell their assets
to for-profit entities, as long as the money from the sale
is applied to charity (such as the creation of a grant-making foundation like the Nellie Mae Foundation).Through
that process, some tax-exempt bonds are now owned by
for-profit lenders. Even the bonds owned by so-called
non-profits are not necessarily used for charitable purposes.While not true of all of the non-profit lenders,
many of them have drifted from their public agency
moorings and are not held accountable to the public.

O

Top 15 Holders
of 9.5% Loans

Volume on
June 30, 2004

Increase since
Jan. 1, 2003

NELNET
PENNSYLVANIA HIGHER EDUCATION
ASSISTANCE AUTHORITY
SALLIE MAE
KENTUCKY HIGHER EDUCATION
STUDENT LOAN CORPORATION
CALIFORNIA HIGHER EDUCATION
LOAN AUTHORITY
EDUCATIONAL FUNDING
OF THE SOUTH (TENNESSEE)
IOWA STUDENT LOAN
LIQUIDITY CORP
ARIZONA EDUCATION LOAN
MARKETING-AELMAC
VERMONT EDUCATION LOAN
FINANCE PROGRAM
NORTH TEXAS HEA
PANHANDLE PLAINS HEA (TEXAS)
UTAH STATE BOARD OF REGENTS
MICHIGAN HIGHER EDUCATION
STUDENT LOAN
BRAZOS GROUP (TEXAS)
SOUTH CAROLINA STUDENT LOAN
CORPORATION

$3,444,525,936

818%

$2,046,747,365
$2,027,955,150

63%
-18%

$978,184,666

626%

$948,933,473

-22%

$836,143,174

1%

$706,512,283

92%

$657,591,646

116%

$608,988,900
$533,978,757
$512,275,257
$509,614,754

65%
44%
167%
42%

$489,440,209
$467,932,440

-3%
65%

$284,444,600

31%

The Secretary of Education needs to say “Stop.” The
rules that the Education Department wrote are now having the opposite effect of what Congress intended in
1993. It is the agency's rules that created the loopholes; it
is the agency's responsibility to fix them.Waiting for
Congress to overturn the Department of Education is
unnecessary, irresponsible, and costly.
Clarifying the rules is the first step. But if the reforms
stop there, taxpayers could still be out billions of
dollars.To estimate the costs,we used Congressional
Budget Office projections of interest rates, and made

In only 18 months, Nelnet—the lender that has exploited 9.5 percent loans more aggressively than any other—
increased its 9.5 percent holdings nearly tenfold from
$376 million in mid-2002 to $3.6 billion in early 2004. In
the year since Nelnet told the Department of Education
that it would be exploiting the loans, the company has
billed taxpayers for $137 million in interest payments
above the rates the borrowers are already paying.

Federal payments to lenders
if the Scheme is Ended
Immediately

Federal payments to lenders
if the Scheme Continues
Until 2005

$6,059,216,327

$8,888,537,806

assumptions about the proportion of consolidation and
regular loans that would be in the portfolio.We assumed
that the total volume would be paid off in 15 years..
10
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These costs can be reduced, but only if the Secretary
and Congress take the actions we are recommending.

Quarterly Federal Payments to Lenders
with Pre-1993 Bonds

Recommendations

$240,000,000
$220,000,000

ach day of delay increases the federal deficit, wasting money that could be used help low-income
students attend college. Immediate action to stem the
waste of federal funds is an imperative.

E

$200,000,000
$180,000,000
$160,000,000
$140,000,000

The Secretary of Education should take immediate action to halt and reverse the explosive
growth in 9.5 loans. His first step should be to
publish a clarification—tomorrow—that prohibits the
serial refinancing of loans and limits the volume of 9.5
percent loans to the size of the original tax-exempt
bond. It is an outrage that this was not done 14
months ago when it was clear that the treasury was
about to be raided. Every day of delay allows more
loans to be converted to 9.5 percent loans.

$120,000,000
$100,000,000
Dec- M a r O2
03

Jun03

Oct03

Dec- M a r 03
04

Jun04

increase the supply of student loans—a subsidy that
will cost the U.S.Treasury an estimated $2 billion
over the next five years.21 There is no lack of capacity
in the student loan market.Tax-exempt student loan
bonds also represent a lost opportunity for state
governments because each state can issue only a
limited number of tax-exempt bonds.These resources
would be better spent on more urgent public purposes, such as building affordable housing, repairing
and expanding transportation, and modernizing crumbling school buildings.

The Secretary of Education should prepare to
convert any remaining 9.5 loans to regular
loans. This may require requesting new, emergency
authority from Congress before the end of this legislative session. Even with congressional action it
may not be possible to force the secondary markets
to give up their 9.5 paper. If that is the case, the
Secretary could offer incentives to borrowers to
refinance into a portfolio that is then sold, or into
the Direct Loan Program.

Congress and the Administration should
restructure the student loan program so that it
takes advantage of market forces in the determination of government subsidies for intermediaries.The
Direct Student Loan Program—which uses highly
efficient Treasury auctions for the acquisition of loan
capital and uses competitive contracting for servicing
and collection—is one such approach.

Congress should refocus tax-exempt bond
authority on areas of national need, such
as school construction and low-income housing.
There is no longer a need for a tax-based subsidy to

11
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3 General Accounting

Office, High Risk Series: An Update,

January 2003.
4 Office of Management and Budget, FY2005 Budget:
Program Assessment Rating Tool, U.S. Department of
Education, page 34, 2004.
5 Congressional Research Service, 2002.
6 Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 2004-2008, December 22, 2003.
7 Student loan bonds also received an exception from the
rule that repayments of tax-exempt bonds cannot be
directly or indirectly guaranteed by the federal government. See Internal Revenue Code subsections 144(b) and
148(g); Internal Revenue Service, Tax Exempt Private Activity
Bonds Compliance Guide, undated, and Congressional
Research Service, “9.5 Percent Floor Loans,” October 8,
2003.
8 Congressional Budget Office, State Profits on Tax-Exempt
Student Loan Bonds: Analysis and Options, March 1980.
9 Congressional Budget Office, The Tax-Exempt Financing of
Student Loans, August 1986.
10 Author’s calculations based on Congressional Budget
Office, State Profits on Tax-Exempt Student Loan Bonds:
Analysis and Options, March 1980.
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FOOTNOTES
1 When

Congress started guaranteeing student loans in
1965, placing the full faith and credit of the United States
behind a bank loan appeared to have no cost at all, because
the defaults and interest subsidies would occur in later
years and be someone else’s problem. A direct loan, on the
other hand, would appear as a 100% loss even though
some of all of it would be repaid later. According to GAO,
this budgeting procedure “distorted costs and did not recognize the economic reality of the transactions.” So in
1990, President George H.W. Bush signed the Credit
Reform Act, requiring government loan programs—
whether guarantees of commercial loans, or loans made
directly from a federal agency— to account for their full
long-term expenses and income.
2 See, for example, the Nunn Committee’s hearings in
1990, “Abuses in Federal Student Aid Programs,” S. Hrg.
101-659, Permanent Subcommittee on Investigations of the
Committee on Governmental Affairs, United States Senate.

12

Money for Nothing • Skyrocketing Waste of Tax Dollars • A Report by TICAS:The Institute for College Access and Success

APPENDIX
May 29, 2003 letter from Nelnet to the U.S.
Department of Education.
June 30, 2004 response from the Department to
Nelnet.
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