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This Dear Partner letter has been revised as of March 14, 2006. Please see GEN-06-03.

SUBJECT: Enactment of the Higher Education Reconciliation Act of 2005 (“the HERA”), Pub. L.
109-171

SUMMARY: This letter contains information on changes made to the loan programs under Title IV
of the Higher Education Act of 1965, as amended (the “HEA”), by Pub. L. 109 171

Posted on 03-10-2006

On February 8, 2006, President Bush signed the Higher Education Reconciliation Act of 2005 (the
“HERA”), Pub. L. 109 171, which made significant changes to the Higher Education Act of 1965, as
amended (the “HEA”), and reauthorized the Federal Family Education Loan (FFEL) Program. The
enclosure attached to this Dear Colleague Letter discusses the effect of the changes made to the HEA
by the HERA that affect the William D. Ford Federal Direct Loan Program, the Federal Perkins Loan
Program, and the Federal Family Education Loan (FFEL) Program. A separate Dear Colleague Letter
will be issued shortly that will discuss the changes made by the HERA that are not limited to the
HEA Title IV loan programs.

Topics in this letter are grouped alphabetically under two general categories:

- Topics that primarily affect institutions and borrowers.
- Topics that primarily affect lenders and guaranty agencies.

Unless otherwise noted, the changes made by the HERA are effective on July 1, 2006. If you have
any questions on the matters discussed in this letter please contact Pam Moran at (202)-502-7732 or
George Harris at (202) 502-7521.

We appreciate your assistance and cooperation as we work to implement these statutory changes.

Sincerely,

Sally L. Stroup Theresa S. Shaw
http://ifap.ed.gov/dpcletters/GENO0602.html 6/1/2006
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Default collections §428(c)

The HERA requires that, on or after October 1, 2006, a guaranty agency may not charge
a borrower collection costs in an amount in excess of 18.5 percent of the outstanding
principal and interest of a defaulted loan that 1s paid off through consolidation by the
borrower, and shall remit directly to the Secretary that portion of the collection charge
equal to 8.5 percent of the outstanding principal and interest of such defaulted loan. On
and after October 1, 2009, a guaranty agency must remit directly to the Secretary the
entire amount of the collection charge with respect to each defaulted loan that is paid off
with excess consolidation proceeds.

The term “excess consolidation proceeds” is defined by the HERA to mean, with respect
to any guaranty agency for any federal fiscal year beginning on or after October 1, 2009,
the proceeds of consolidation loans received to pay defaulted Title I'V loans for that
agency that exceed 45 percent of the agency's total collections on defaulted loans in such
federal fiscal year.

Effective July 1, 2006, the HERA requires that procedures be established to preclude

consolidation payments from being an excessive proportion of a guaranty agency’s
recoveries on defaulted FFEL loans.

Escrow agent §428(a)(3)(A)(v) and §428(i)(1)

Interest subsidy payments on loans disbursed by an escrow agent

Under the HERA, a lender may first receive interest subsidy payments on loans disbursed
on behalf of the lender by an escrow agent on the date that is three days before the first
disbursement of the loan. For this purpose, the Department interprets the word
“disbursement™ to mean disbursement to the institution or direct disbursement to the
borrower. This change is effective for all loan proceeds paid by a lender to an escrow
agent on or after July 1, 2006.

Lender payment of funds to an escrow agent

The HERA has reduced the time period prior to disbursement to the borrower that a
lender may transfer loan funds to an escrow agent. A lender may now make payments of
funds to the escrow agent no more than 10 days prior to the date the funds are disbursed
to the borrower. This change is effective for all loan proceeds paid by a lender to an
escrow agent on or after July 1, 2006.

Federal default fee §428(b)(1)(H)

Effective for loans for which the date of guarantee of principal is on or after July 1, 2006,
the HERA eliminates the optional 1 percent insurance premium fee that guaranty
agencies could charge and establishes a Federal default fee equal to 1 percent of the
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principal amount of the loan. The default fee must be deposited into the Federal Fund
held by a guaranty agency under section 422 A. The default fee shall be deducted and
collected from the proceeds of the loan or by payment from other non-federal sources. If
the borrower 1s charged the fee, it must be deducted proportionally from the loan
proceeds.

A guaranty agency must ensure that the proceeds of the federal default fee will not be
used for incentive payments to lenders. The Secretary 1s prohibited from waiving these
provisions for guaranty agencies that have Voluntary Flexible Agreements under section
428A.

Forbearance agreements §428(c)(3)

Effective for agreements entered into or renegotiated with a borrower on or after

July 1, 2006, forbearance agreements no longer need to be approved in writing by the
borrower. However, the lender must confirm any non-written agreement by sending a
notice to the borrower and by recording the terms of the agreement in the borrower's file.
The Department’s regulations generally permitted this practice even before the HERA.

Interest repavment from lenders §438(b)(2)(C)(V)

The HERA requires the repayment by a lender of excess interest paid by the Department
when the applicable interest rate on a loan for any quarter exceeds the special allowance
support level for the loan. The Department intends to collect the excess interest from
lenders quarterly. This requirement applies to loans for which the first disbursement of
principal is made on or after April 1, 2006, but does not apply with respect to any special
allowance payment made under section 438 before April 1, 2006.

Excess interest is calculated each quarter by subtracting the “special allowance support
level” from the applicable interest rate, multiplying the result by the average daily
principal balance of the loan (not including unearned interest added to principal) during
the quarter, and dividing by four. For example, if the average daily principal balance of a
loan was $1,000, and the applicable interest rate and special allowance support level were
6.8 percent and 5.8 percent, respectively, the excess interest to be rebated would be:
$1,000 x 1.0 percent / 4= §2.50.
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The HERA defines the term “special allowance support level” as a number expressed as a
percentage equal to the sum of:

e The average of the bond equivalent rates of the quotes of the 3-month commercial
paper (financial) rates in effect for each of the days in such quarter as reported by
the Federal Reserve in Publication H—15 (or its successor) for such 3-month
period, plus

e 234 percent for Stafford loans in repayment, or 1.74 percent during the in-school,
grace, and deferment periods; or

e 2.64 percent for PLUS and Consolidation loans.

Lender insurance percentages §428(b)(1)(G)
§428(D)

Beginning with loans for which the first disbursement of principal is made on or after
July 1, 2006, a guaranty agency must insure 97 percent (a decrease from the current

98 percent) of the loan’s unpaid principal. However, a guaranty agency will continue to
be required to insure 100 percent of the unpaid principal of loans made under a lender-of-
last-resort program under section 428(3) or 439(q).

The insurance percentage applicable to lenders or lender servicers designated as
exceptional performers under section 4281 decreases from 100 percent to 99 percent for
any default claim submitted by the exceptional performer on or after July 1, 2006.

Origination fees §438(c)(2)
§455(b)(8)(A)

The HERA made changes to the HEA to reduce and eventually eliminate the origination
fee that FFEL lenders are currently authorized to charge Stafford loan borrowers
(Consolidation Loan borrowers are not charged this fee). The mandatory 3 percent
origination fee will continue to be charged to PLUS loan borrowers.

Under current law, FFEL lenders are authorized to charge an origination fee of up to

3 percent of the amount of a Stafford loan. Beginning with loans for which the first
disbursement of principal is made on or after July 1, 2006, and before July 1, 2007, the
maximum origination fee that can be charged will be 2 percent. The maximum fee drops
to 1.5 percent on July 1, 2007, 1.0 percent on July 1, 2008, and 0.5 percent on

July 1, 2009. The fee will be eliminated as of July 1, 2010.

The HERA made similar reductions in the loan fee charged to Stafford borrowers in the
Direct Loan Program. Stafford borrowers in the Direct Loan Program are subject to a 4
percent origination fee, which was comparable to the combined 3 percent origination fee
+ 1 percent insurance premium (now the Federal default fee) that may be charged to
Stafford borrowers in the FFEL Program. Beginning with loans for which the first
disbursement of principal is made on or after February 8, 2006, and before July 1, 2007,
the origination fee charged to Direct Stafford loan borrowers 1s 3 percent. (The
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Department has been providing this one percentage point origination fee reduction
administratively.) This fee drops to 2.5 percent on July 1, 2007, 2.0 percent on July 1,
2008, 1.5 percent on July 1, 2009, and 1.0 percent on July 1, 2010. (NOTE: The
Department will continue the existing "up front" interest rebate repayment incentive
program for Direct Loan borrowers.)

Reinsurance claims from guaranty agencies §428(c)(1)

Filing reinsurance claims

Effective for reinsurance requests filed on or after July 1, 2006, the amount of time a
guaranty agency is allowed for filing a reinsurance claim to the Department has been
reduced from 45 days to 30 days following the date the guaranty agency pays the lender’s
claim on the loan.

Exempt claims

For loans for which the first disbursement of principal is made on or after July 1, 2006, a
guaranty agency will receive 100 percent reinsurance from the Department for exempt
claims that it pays under new section 428(c)(1)(G). The term “exempt claims™ 1s defined
in section 428(c)(1)(G)(i1) to mean claims with respect to loans for which it 1s determined
that the borrower (or the student on whose behalf a parent has borrowed), without the
lender's or the institution's knowledge at the time the loan was made, provided false or
erroneous information or took actions that caused the borrower or the student to be
ineligible for all or a portion of the loan or for interest benefits on the loan.

Special allowance pavments on tax-exempt loans §438(b)(2)(B)

Effective on February 8, 2006, with the enactment of the HERA, certain special allowance
payment provisions of the Taxpayer-Teacher Protection Act of 2004 have been made
permanent.

Under the HEA, as it existed prior to the passage of the HERA, loans that were financed
with funds obtained by the holder from the 1ssuance of tax-exempt obligations originally
1ssued prior to October 1, 1993 would be paid at the usual rates paid on other loans as
specified in subparagraphs (A), (E), (F), (G), (H), or (I) of section 438(b)(2) if certain
actions occurred after September 30, 2004, and before January 1, 2006. The HERA
removes that January 1, 2006 ending date. The removal of that date from §438(b)(2)(B)
now means that the special allowance rates on tax-exempt loans that were covered under
$438(b)(2)(B) revert to the usual rates if those loans are:

1. Financed by a tax-exempt obligation described in section 438(b)(2)(B)(v)(I)(aa)
that, after September 30, 2004, has matured or been refunded, retired, or defeased;

2. Refinanced after September 30, 2004, with funds obtained from a source other
than funds described in section 438(b)(2)(B)(v)(I); or

3. Sold or transferred to any other holder after September 30, 2004.
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In addition to these restrictions, the HERA added two additional provisions that prohibit a
loan from being eligible for the 9.5 percent and minmimum special allowance rates under
section 438(b)(2)(B) if the loan was:

4. Made or purchased on or after the date of enactment of the HERA; or
5. Not earning a quarterly rate of special allowance determined under section
438(b)(2)(B)(1) or (i1) as of the date of enactment of the HERA.

Exception for certain holders

The HERA created an exception to the new restrictions in 4 and 5 above (but not to the
first three restrictions) by substituting “December 31, 2010,” for the date of enactment 1f
the holder:

e  Was, as of February 8, 2006, and during the quarter for which the special
allowance 1s paid, a unit of state or local government or a nonprofit private entity,

e  Was, as of February 8, 2006, and during such quarter, not owned or controlled by,
or under common ownership or control with, a for-profit entity; and

e Held, directly or through any subsidiary, affiliate, or trustee, a total unpaid
balance of principal equal to or less than $100 million on loans for which special
allowances were paid under section 438(b)(2)(B) in the most recent quarterly
payment prior to September 30, 2005.
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