View metadata, citation and similar papers at core.ac.uk brought to you by fCORE

provided by University of Louisville

Journal of Student Financial Aid

Volume 16 | Issue 2 Article 3

7-1-1986

A Cost Analysis of the NDSL Program:
Comparison with the GSL Program

David M. McDermott

Follow this and additional works at: https://irlibrarylouisville.edu/jsfa

Recommended Citation

McDermott, David M. (1986) "A Cost Analysis of the NDSL Program: Comparison with the GSL Program," Journal of Student
Financial Aid: Vol. 16 : Iss. 2, Article 3.
Available at: https://irlibrarylouisville.edu/jsfa/vol16/iss2/3

This Issue Article is brought to you for free and open access by ThinkIR: The University of Louisville's Institutional Repository. It has been accepted for
inclusion in Journal of Student Financial Aid by an authorized administrator of ThinkIR: The University of Louisville's Institutional Repository. For
more information, please contact thinkir@louisville.edu.


https://core.ac.uk/display/217212333?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
https://ir.library.louisville.edu/jsfa?utm_source=ir.library.louisville.edu%2Fjsfa%2Fvol16%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.library.louisville.edu/jsfa/vol16?utm_source=ir.library.louisville.edu%2Fjsfa%2Fvol16%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.library.louisville.edu/jsfa/vol16/iss2?utm_source=ir.library.louisville.edu%2Fjsfa%2Fvol16%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.library.louisville.edu/jsfa/vol16/iss2/3?utm_source=ir.library.louisville.edu%2Fjsfa%2Fvol16%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.library.louisville.edu/jsfa?utm_source=ir.library.louisville.edu%2Fjsfa%2Fvol16%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.library.louisville.edu/jsfa/vol16/iss2/3?utm_source=ir.library.louisville.edu%2Fjsfa%2Fvol16%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:thinkir@louisville.edu

A Cost Analysis of the NDSL Program.:
Comparison with the GSL Program’

by David M. McDermott

Within the last decade there has been a major shift in the distribution of federal
financial aid. In 1984-85, loans comprised 51 percent (Gillespie, 1983) of all finan-
- cial aid awarded. This is a substantial change from 1975-76, when loans comprised
16.9 percent of all aid awarded (Gillespie, 1984). This migration in distribution from
a primary dependency on grants to a significant and growing reliance on loans,
reflects a national trend toward an increase in the self-help component of the finan-
cial aid package. Given the present state of our national economy, it is unlikely that
we will see a return of the strong federal student financial aid grant support of the
mid to late 1970’s. The current Administration’s approach in addressing the growing
concern over the federal budget deficit is likely to result in further reductions of
federal support for student aid. Since reductions of some magnitude appear
inevitable, it is important to examine the true cost of student aid programs to the
federal government.

Analysis of the costs associated with each federal student aid program will provide
a measurement upon which to base policy decisions. A measurement reflecting true
cost will allow optimum program changes to meet the need of reducing the federal
deficit, while continuing to supply aid for education in a cost effective manner.

The present Administration is advocating less grant aid and more self-help aid in
the form of work and loans. Simultaneously, they are supporting the reduction or
elimination of the National Direct Student Loan (NDSL), a program that is the least
costly to the federal government, and a great benefit to students.

As this study demonstrates, federal grant aid is more costly than college work-
study or loan programs. The Pell Grant Program costs the federal government
$1.00 for every dollar granted. The administrative allowance paid to institutions and
the hidden indirect costs of operating the program increase this cost. In the Sup-
plemental Educational Opportunity Grant (SEOG) program, the cost is $1.05 for
every dollar granted. In the College Work Study (CWS) program the cost is $.85, in-
cluding administrative costs, for every dollar earned by the student. The federal cost
in the CWS program is reduced because of the institution’s 20 percent matching
requirement. Therefore, the federal cost for the work study program ($.85/$1.00) is
less than that of the grant programs.

The revolving NDSL funds being built at institutions have tremendous potential.
If the revolving federal contributions are properly managed, they can be loaned,
collected and reloaned. The federal education loan programs such as the NDSL,
Health Professions, and Nursing Loan Programs, which have this revolving fund
aspect, can benefit future generations of studénts. Many institutions have reached a
full revolving fund status and receive no new federal capital contribution (FCC). For
fiscal year 1985, for instance, NDSL collections represent 36 percent of all Title IV
campus based aid available.

In the NDSL program, the revolving fund is comprised of: new federal capital,
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contribution, the 10 percent institutional matching monies, repayments from
borrowers (including principal and interest), interest earnings from investment, and
federal reimbursements for canceliations. These combined sources are used to make
loans to students, pay the extraordinary costs of collections, such as legal fees and
collection agency charges, and may be used to pay the administrative allowance to
the institution.

The institution is responsible for paying all routine costs for collecting the loans.
For every dollar lent, the institution receives an allowance of $.05. However, the in-
stitution pays for the cost of awarding that dollar as well as the routine costs of ad-
ministering that loan while the student is in school and for the entire repayment
period, which can exceed ten years. For the NDSL program the interest paid by the
student remains in the fund for future loans. In contrast, for the Guaranteed
Student Loan program the lender retains the interest paid by the borrower. The len-
der also receives additional interest in the form of special allowances during the
repayment period, which also may exceed ten years. The difference in the way the in-
terest is handled in these two programs should result in a lower cost per dollar lent to
the NDSL program.

Defaults in the NDSL program do not cost the federal government at the time of
default. They do cause the fund to revolve at a slower rate. However, in the GSL
program, defaults cost the federal government almost immediately. Furthermore,
the default rate in the NDSL program has been steadily declining (See Table 1). In
1979, the national NDSL default rate was 11.9 percent. By 1983, it declined to 9.48
percent and by 1984, 8.96 percent. The U.S. Department of Education projects that
by 1988, the default rate will be down to 7.71 percent.? As of September 1984, the
lender default rate in the GSL program was 10.7 percent and the net default rate was
4.4 percent. Although these rates are computed differently, it appears that the
NDSL default rate is declining rapidly while the GSL default rate may be stabilizing.

Table 1
NDSL Default Rates
1979 Actual 11.90%
1980 Actual 11.88%
1981 Actual 11.10%
1982 Actual 10.49%
1983 Actual 9.48%
1984 Actual 8.96%
1985 Projected 8.79%
1986 Projected 8.39%
1987 Projected 8.03%
1988 Projected 7.71%

Table 2 shows that as of June 30, 1983, the cumulative federal cost for the NDSL
program had dropped to $.56 per dollar loaned. At the inception of the NDSL
program, the federal cost was $.90 per dollar lent. However, each year as collections
come in and are reloaned, the effective federal cost per dollar loaned declines.
Assuming maintenance of the current level of funding, by 1988, the cost will decline
to $.45 per dollar loaned. The actual single year fiscal 1983 federal government cost
in the NDSL program was $.30 per dollar loaned. If new FCC remains constant, the
single year cost will be $.21 per dollar lent in 1988. This is based upon the Depart-
ment of Education’s unofficial projections for collections.
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In contrast, the true cost per dollar of loans in the GSL program would include
the federal costs for the entire period the loan is outstanding, which can extend
beyond ten years after the student leaves school. The costs which are incurred after
the first year will be referred to as an unfunded liability of the GSL program. In
fiscal year 1984, $3.4 billion was spent on the GSL program, primarily to cover the
unfunded liabilities from past GSL loans. Additionally, there were $7.9 billion in
new loans originated. As Table 3 illustrates, in fiscal year 1984 alone, the cost was
approximately $.43 per dollar loaned.

Table 3
GSL Program Costs (1)
Total Annual Cost
Costs Per Dollar Loaned
($ Billions) (Cents) (2)
1977 Actual .5 .35
1978 Actual 7 .36
1979 Actual .9 .33
1980 Actual 1.5 31
1981 Actual 2.6 .34
1982 Actual 2.9 47
1983 Actual 2.5 .36
1984 Actual 3.4 43
1985 Projected 3.7 .46
1990 Projected
at 5.1% T-Bill 2.8 .26
1990 Projected
at 10% T-Bill 5.4 .50

(1) After subtraction of loan origination fees, started in 1982, insurance premiums
and collections.

(2} Notincluding unfunded liabilities extending into future periods.

Using the 10 percent T-bill rate, the Department of Education estimates the long
range and short range federal costs of a typical GSL loan to be $.65 per dollar
loaned (see table 4). This figure does not include the additional costs to the borrower
in origination fees and insurance premiums. These figures contrast with the NDSL
single year program cost of $.27 per dollar loaned for 1984. By 1988, the projected
cumulative cost will be $.45 per dollar loaned. Furthermore, the 1984 $7.9 billion in
new GSL loans created an unfunded liability of between $4.0 and $4.5 billion. The
cumulative effects of these unfunded liabilities will, if unchecked, continue to in-
crease.

In recent years, GSL costs have increased rapidly. They are becoming a sub-
stantial portion of the funds available for all student aid. In 1977, the net costs of
the GSL program were $.5 billion; by 1980, $1.5 billion; by 1983, $2.5 billion and by
the close of the fiscal year 1985, the costs are projected to be $3.7 billion.

The Administration’s proposal to limit GSL eligibility may be an attempt to
reduce the cumulative problems created by unfunded liabilities from past years. As
the eligibility criteria for GSL and NDSL become increasingly alike, the long range
cost per dollar lent and the ability to control total expenditures should be carefully
considered.
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Table 4
Estimated Federal Costs of a Typical GSL Loan for $1,000

Interest Benefits (1) $240.00
Special Allowance (2) 357.50
Subtotal Interest Subsidies 597.50

Other Subsidies (3) 10.60
Defaults & Other Claims (4) 120.00

Total Costs $727.50
Total Receipts (5) 83.00
Net Cost $644.50
Net Cost Per Dollar Loaned $ .65
Notes:

(1) Assumes three year in-school/grace period.

(2) Assumes seven year repayment period for a total loan life of ten years. A flat
ten percent is assumed for the 91 day T-Bill rate.

(3) Assumes one percent administrative cost allowance to the guarantee agency.

(4) Assumes a twelve percent likelihood of the loan resulting in a claim to default,
bankruptcy, death or disability of borrower.

(5) Assumes receipts of five percent loan origination fee ($50) as well as a thirty
percent likelihood of collecting on any possible default ($33).

If the GSL program was terminated today the effects of the unfunded liabilities
would still be between $.5 billion and $1.2 billion by 1990. The costs vary depending
upon T-bill rates. Based on the current volume of outstanding GSL loans, an in-
crease in the T-bill rate from 10 percent to 11 percent will cost the government $.3
billion more per year. That is almost as much as the total expenditures in the SEOG
program and 1-1/2 to 2 times the new FCC capital going into the NDSL program.
Therefore, the GSL program not only has a problem with unfunded liabilities but
also with uncontrolled costs.

Assuming a 5.1 percent T-Bill rate and loan volume of $10.8 billion, the projected
cost of the GSL program will be $2.8 billion by 1990. This optimistically calculates
out to a cost of $.26 per dollar loaned. However, if the 1990 T-bill rates are 10 per-
cent, as they were in fiscal year 1984, costs will increase to $5.4 billion. Thisis a $2.6
billion increase. The cost per dollar loaned would increase from $.26 to $.50.

The three key factors then to remember when evaluating the NDSL program are:
first, a long term resource is being created in the revolving fund; second, the
program is cost effective; and third, that costs are controllable. The projected long
range federal cost per dollar granted, earned, or loaned under the major Title IV
student aid programs is approximately $1.00 for PELL, $1.05 for SEOG, $.85 for
CWS, $.65 for GSL and $.45 for NDSL. The NDSL figure will decline further as the
positive effects of the revolving collections continue beyond 1988. During
Reauthorization, the continued existence of each of the loan programs will be con-
sidered. In this process, the NDSL program should be defined to the critics as we
consider the long range and short range costs of the programs as well as the ability to
control future costs.
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There is a need for both programs. However, perhaps more of the GSL costs
should be borne by the borrower. Several changes in the GSL program would
significantly reduce the unfunded liability to the federal government. For example,
if the yield on the loan was calculated at 1 percent above the T-bill rate while the
borrower was in school, and the borrower was required to pay the full cost during
the repayment period, costs would be significantly affected. In this example, if T-
bill rates were 9 percent, the government would be responsible for paying a 10 per-
cent yield (9 percent + 1 percent) only during the time the borrower was in school.
Currently, the yield realized by most banks is 3 1/2 percent over the 91-day T-bill
rate. A 9 percent T-bill rate results in a yield to the lender of 12 1/2 percent. Since
the loan is fully guaranteed by the federal government, and the risk to the bank is
minimal, it can be argued that this yield is unnecessarily high.

By 1990, the projected volume of GSL loans will result in $.5 billion saved per
each 1 percent reduction in the interest rate. The savings generated due to GSL
program changes could be used to fund the new FCC to the NDSL program.

As the programs exist today, they are analogous to the decision we all face of
buying or renting a home. In the NDSL program, the federal government and the in-
stitution are partners in building equity in the fund. The first year costs are higher by
virtue of having to make a down payment. However, at some point in the future the
loan will be fully repaid. In the GSL program, the federal government is paying rent
for the use of the funds. No equity is being built. The rate charged is uncontrolled,
and the rent continues as long as funds are needed by students. The long range cost
benefit relationships of these programs should seriously be considered when making
decisions about their future.
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