LOAN PURCHASE PROGRAMS ELECTRONIC ANNOUNCEMENT #94
Date:   

October 12, 2011  
To:   

FFEL Program Community  
From:   
James W. Runcie, Chief Operating Officer  

Federal Student Aid  

Subject:  
Criteria and Procedure for Release of Loans - Asset-Backed Commercial Paper (ABCP) Conduit Put Program (Conduit)  

This announcement responds to a number of questions and suggestions about application of the provisions of the Third Amended and Stated Put Agreement between this Department and The Bank of New York Mellon as Conduit Administrator and Eligible Lender Trustee and Straight-A Funding, LLC (the Put Agreement) and the form Amended and Restated Funding Note Purchase Agreement (FNPA) that set criteria for release of loans from pledge to the Conduit (the Loan Release Allocation Criteria, here the “Criteria”). The provisions are contained in Section 4E(ii) of the Put Agreement and Section 1.03(e) of the FNPA; the terms used in the Criteria are defined in Section 3 of the Put Agreement and Appendix A to the FNPA. The text of the Criteria and terms used in the Criteria as found in the FNPA are included as an attachment here. The Criteria require the Funding Note Issuer (Issuer) to test four characteristics of the loans it wishes to have released: the principal balance of the loans, the school type represented in the loans, the payment status of the loans, and the type of loans. We base these considerations on the language of the Criteria and the terms as defined in the FNPA and the Put Agreement.  

The Selection Process 
The FNPA requires an Issuer to select those pledged loans (Financed Student Loans) to be released from the lien of the Conduit in a manner not adverse to the Conduit or to the Department, which has committed to purchase any loan pledged to the Conduit if certain events occur. The Criteria require an Issuer to select the loans to be released “at random using a method . . . approved by the Department” and to do so “within each applicable academic year.”
 The requirement that loans be selected by an approved at random method “within each applicable academic year” means that the Issuer must select in a way that includes pledged loans from each academic year’s cohort of loans that it has pledged to the Conduit.  Each academic year’s cohort of loans in the portfolio of Financed Student Loans pledged by the Issuer must be included in the selection process, and the resulting selection must include loans from each of the academic 

year’s cohort of loans in the Financed Student Loan portfolio.  The Issuer can select randomly from the portfolio of Financed Student Loans as a whole, using a constant selection value (or interval), selected in the discretion of the Issuer, as long as that process results in selection of some loans from each academic year’s cohort of loans found in the Financed Student Loan portfolio. The Issuer can also randomly select “within each applicable academic year” cohort by using the approved random selection method to select pledged loans within each of those academic year cohorts, but using selection values selected in the discretion of the Issuer that may differ from academic year to academic year  The product of a selection of loans to be released is thus several groups of selected loans for proposed release, each a “Proposed Pool,” a term defined as a pool of student loans “from a single academic year.” As a practical matter, although an Issuer is free to choose different selection values for different academic years, that choice should be made so as to enable the Threshold Test to be met by each of the resulting Proposed Pools.   
The Testing Process 
The Criteria require the Issuer to determine whether a “Threshold Test” is met as to the average principal balance of the loans by each Proposed Pool it has selected. The FNPA defines a key element of the Test, the “Category Percentage” of loans of a given type or status, as the “percentage of the Student Loans (by count) in such category in the Relevant Loan Portfolio.”(emphasis added). The Criteria treat “average principal loan balance” as an analog of category: by doing so, the Criteria require the Issuer to test the average principal balances of the Proposed Pool and the Relevant Loan Portfolio in the same way that the Issuer must test the Category Percentages of Proposed Pool and Relevant Loan Portfolio. The Criteria thus require the Issuer to test whether the average principal balance of the Financed Student Loans of the Issuer as a whole –the “applicable” Relevant Loan Portfolio of loans then owned by the Issuer at that point – falls within the Confidence Range for average principal balance of each separate Proposed Pool.  

Testing Average Principal Balance 

The Criteria describe the first step of testing – for average principal balance – in the negative:  

(i) if the Proposed Pool of Student Loans selected in accordance with clause (a) [i.e., random selection] does not meet the Threshold Test with respect to the average Principal Balance, the Funding Note Issuer shall remove Student Loans from such Proposed Pool until it meets the Threshold Test with respect to the average Principal Balance, starting with, if the Proposed Pool exceeds the Threshold Test, the Student Loan with the highest Principal Balance and then the next highest Principal Balance (and so on) and, if the Proposed Pool was less than the Threshold Test, the Student Loan with the lowest Principal Balance and then the next lowest Principal Balance (and so on);  

The FNPA defines the term Threshold Test for average principal balance as a requirement that “is met” if the average principal balance of loans in the Relevant Loan Portfolio falls within a range of values (the Confidence Range) for average principal loan balance in each Proposed Pool. Thus, this step can be expressed more precisely by stating that if the Test is not met, the Issuer must remove loans from the Proposed Pool in a way that changes the range of values that constitute the Confidence Range of the Proposed Pool, stopping when the Upper and Lower Boundary of the Confidence Range of the Proposed Pool for average principal balance “bracket” the average principal balance of the Relevant Loan Portfolio of the Issuer. If the average principal balance of the Relevant Loan Portfolio is less than the Lower Boundary value of the Confidence Range of the Proposed Pool, the Issuer must remove loans from the Proposed Pool beginning with the highest balance loans until the Confidence Range of the Proposed Pool falls to bracket the Relevant Loan Portfolio average. If the average principal balance of the Relevant Loan Portfolio exceeds the Upper Boundary of the Confidence Range of a Proposed Pool, the Issuer must remove loans from the Proposed Pool beginning with the lowest balance loans until the Confidence Range for the Proposed Pool rises to bracket the Relevant Loan Portfolio average value. Once the Issuer has brought the Confidence Range for the average principal balance of loans in a Proposed Pool to values that bracket the average principal balance value in the Relevant Loan Portfolio, the Threshold Test for loan balance “is met” for that Proposed Pool.  

Testing Other Categories
To satisfy the Threshold Test with respect to the categories of school type, loan status and loan type, the Issuer should calculate the Sample Mean with respect to each Proposed Pool and each subcategory without regard to the Sample Size. Thus, the Sample Mean of each subcategory shall be the percentage (as opposed to the number by count) of loans of each subcategory in the Proposed Pool.
The FNPA Criteria require the Issuer to test each category in each Proposed Pool in turn, and if the Threshold Test is not met for a category in a Proposed Pool, to remove loans from that Proposed Pool as needed to cause the Threshold Test to be met for that Proposed Pool and that category. To do so, the Issuer must sort the loans in each Proposed Pool for each category being tested (school, payment status, loan type) by subcategory (for schools: two-year, four-year, proprietary school)
; for loan status: in-school, repayment, grace, deferment, forbearance; and for loan type: PLUS, subsidized or unsubsidized Stafford).  The Issuer must then test each category in turn and make adjustments needed to cause the Threshold Test to be met for each category in turn.  

Corrective Actions Within Categories 

The Criteria direct the Issuer to randomly select and remove loans from the Proposed Pool, starting with the subcategory of loans that is “furthest out of bounds” within each category in such Proposed Pool, then to the subcategory next “furthest out of bounds,” until the Threshold Test “is met with respect to each category of school type,” then “of payment status,” and last “of loan type” – in other words, until the Threshold Test is met for each subcategory within the named category under scrutiny at that step in the process.  Removal of loans from a subcategory changes the Confidence Range for all subcategories because removal of loan(s) from one subcategory changes the ratio of loans in each subcategory to each other subcategory.  Loans must be removed from the subcategory furthest out of bounds in order to cause the Threshold Test to be met with respect to that subcategory.  After loans have been removed from that subcategory, loans must be removed from each other subcategory that is out-of-bonds.  These removals may undo corrective measures already taken, and require revisiting the subcategories now out-of-bounds.  These corrections can be made only by removing loans: the Criteria do not permit the Issuer to add loans to those already selected in order to achieve a desired value.  In some instances, a subcategory may have so many loans out of the required confidence range that it cannot be brought within bounds merely by removing loans.  In those instances, the only way to bring such a subcategory within bounds is to remove loans from subcategories that fall within bounds.   Thus, loans may need to be removed from a subcategory of loans brought initially into compliance in order to remedy noncompliance by another category.  The Issuer may therefore need to treat earlier adjustments as tentative until the effect of subsequent removals is known.  

After an Issuer brings each subcategory within a given category to within the pertinent Confidence Range, the Issuer proceeds to test each Proposed Pool for the next category listed in the Criteria, and makes any adjustments needed to bring all the subcategories within such category and its components into compliance without regard to whether these later adjustments cause the Threshold Test to no longer be met for any category previously adjusted.  

Inclusion of Loans Subject to Delinquency Puts in Testing Process  

Section 1.03(d) of the FNPA requires those delinquent loans that remain pledged to the Conduit on the Revocation Date for delinquency puts to be sold to the Department.  Neither the Criteria nor other provisions of the FNPA exclude from the selection and required testing process under Section 1.03(d) those Financed Student Loans that are 210 or more days delinquent or even those that have reached their respective Revocation Dates. Thus, delinquent loans held by the Issuer and not yet put to the Department should be included in the selection process, and included as well in the counts used to derive values used in the testing process.  If a delinquent loan included in a Proposed Pool reaches its Revocation Date before the proposed release date, Section 1.03(d) of the FNPA requires that such delinquent loan be put to the Department, and the Issuer cannot therefore obtain release of that loan.  However, the fact that an Issuer selected Proposed Pools from a portfolio of Financed Student Loans that included delinquent loans that were subsequently put to the Department does not invalidate that selection process or the values used to test that selection. Similarly, the Issuer need not reexamine whether a Proposed Pool that met the Criteria tests continues to meet the Criteria if delinquent loans included in a Proposed Pool reach their Revocation Dates and cannot be released as planned.  

The Loan Removal Data Schedule 

The FNPA requires the Issuer to deliver to the Department, the Conduit Administrator, and the Conduit Manager at least three business days prior to a proposed release, a Loan Removal Data Schedule, a schedule in a form provided by the Department. Section 1.03(e). The Department has not yet provided a form of this Schedule. The data elements needed to demonstrate compliance by a Proposed Pool with the Loan Release Allocation Criteria are identical to those used to select loans to be pledged as reported in the form of Loan Data Schedule that was part of the original FNPA (the “Old LDS”) but not in the revised form of the Loan Data Schedule (“New LDS”). We designate the Old LDS as the Loan Removal Data Schedule that Issuers should submit to the Department for each proposed release. A copy of the form of the Old LDS is attached for your reference (and previously represented Exhibit V under original FNPA).  The Loan Removal Data Schedule should capture (i) the portfolio of Financed Student Loans as constituted at the time at which the Issuer has completed testing and corrective adjustment of the aggregate Proposed Pools and (ii) the resulting Proposed Pools selected to be released.  The Loan Removal Data Schedule supports the testing process and as such should include any loans that were selected and tested even if subject to put under Section 1.03(d) of the FNPA and reflect values in the Proposed Pools and the pledged portfolio as a whole as they existed at the point of time in testing.   

Retention of Records Supporting Selection and Testing Process
Last, the Department may request the Issuer to produce information regarding its operations as they affect Financed Student Loans, including the Issuer’s compliance with the Criteria. Because the Criteria require the Issuer to test each Proposed Pool for compliance with the four Threshold Tests, the Issuer must create and retain records sufficient to show the average principal balance, school type, payment status, and type of each loan comprising both the Proposed Pools and the portfolio of Finance Student Loans from which Proposed Pools were drawn, containing sufficient detail to show that the Threshold Test was met with respect to each category.  

Attachments:
Loan Release Allocation Criteria and Applicable Terms defined in form FNPA 

Form of Loan Data Schedule
� In Conduit Q & A No. 5, May 14, 2009, in response to the question “has the Department has approved a method of random selection,” the Department stated:  


“The Department has approved the following random selection method for loans to pledged to or released from a pledge to the Conduit:  


1. Start with a list of all eligible loans.  


2. Identify the nine-digit Social Security Number (SSN), including zeros, in the list of all eligible loans.  


3. Sort the list of all eligible loans in number order (either from 0 to 9 or 9 to 0) by the 6th digit of the SSN.  


4. Within that sorted file, additionally sub-sort all eligible loans by each loan's entire SSN (include leading zeros).  


5. Select loans (include all eligible loans for each borrower) from a random starting point until the target  


principal amount is reached. If the bottom of the list is reached, you start back at the top (a circular process).”


� The Department selected these school categories because it uses these categories in computing loan subsidies for Credit Reform Act and budget purposes. In that context, the Department combines loans obtained for graduate school attendance with those obtained for attendance at 4-year schools, and the Issuer should include graduate school loans in the 4-year school category here. 








5

