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Securitized Student Loans: The Next Crisis?
By Kevin O’Brien (March 8, 2018, 4:45 PM EST)

When the housing bubble burst during the 2007-08 economic meltdown, the ripple
effect on residential mortgage-backed securities was profound. Hundreds of billions
of dollars of residential mortgages had been bundled into securities and sold to
investors at a premium on the assumption that “housing prices will always go up.”
When the opposite occurred, and millions of Americans defaulted on their
mortgages, the security holders were left with significantly impaired collateral.
Myriad litigation ensued involving the banks that had extended the credit (in many
cases, to borrowers who were not reasonable credit risks), financiers who had sold
the loans, and insurers that had guaranteed repayment.
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A similar scenario may be on the horizon with regard to securities backed by

student loans (known as “SLABS” for student loan asset-backed securities). Unlike RMBS, there is no
“asset” securing the student loan obligation, only the student’s promise to repay. As a result, the SLABS
investor’s interest is even more precarious than that of the mortgage-backed securities holder. Now,
with a variety of factors hampering the collection of student debt, some commentators are warning of a
“looming collapse” in the SLABS market.[1] While investors have relied on the fact that a large segment
of student loans are guaranteed by the government and are not dischargeable in bankruptcy, these
protections do not extend to “private” student loans, often associated with the growing segment of
“for-profit” colleges and universities. And even for the federally backed loans, delinquency rates have
soared in recent years to over 11 percent, far in excess of the rates for credit card and mortgage
debt.[2]

The rise in delinquency rates is only one warning sign relating to SLABS. Even to the extent that SLABS
are perceived as less risky than other investments, there are concerns that the value of the debt has
begun to outstrip the value of the asset — incomes for recent graduates have not kept up with rising
costs of tuition, making it more difficult for them to keep current on their student loan obligations. As
was the case with the RMBS crisis, investors are now dealing with the ramifications of what was an
overextension of credit to borrowers where repayment ability was premised on an “assumption” that
the value of a college degree would always justify the unsecured investment in the student’s earning
potential. As noted above, the position tends to be riskier with respect to “private” student loans made
outside the federal student loan program. Not only do such loans typically carry higher interest rates,
but they also are the vehicle typically associated with for-profit colleges, where statistics show that
borrowers’ default rates are higher in light of the lower graduation rates and more limited career
prospects associated with those institutions. A Brookings Institute study[3] reveals that 40 percent of
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the 2004 borrower cohort may default on their student loans by 2023, with that number potentially
being 70 percent with respect to for-profit college debtors. Thus, especially in the sector where federal
guarantees do not back the loan, the value of the asset-backed security is trending downward. Yet even
for the federally insured loans, about a third of all student borrowers are currently participating in some
form of deferral or repayment program, slowing or halting altogether the cash flow for a student-loan-
backed asset. One commentator has noted that investors might actually welcome defaults in larger
numbers, “as that would trigger government guarantees and stabilize returns.”[4]

In light of the stress on the student loan market and the amount of money invested in SLABS, the
likelihood of litigation regarding the marketing and securitizing of these assets is substantial. Issues
surrounding the management and collectability of student loans have already spawned disputes in
courts across the country, where creditors’ collection actions have failed because the underlying loan
documents have either disappeared or do not demonstrate that the borrower actually received the
financial aid at issue. As a result, in addition to the borrowers’ growing inability to repay as described
above, billions in defaulted student loans may be uncollectible due to shoddy paperwork, adding a
further level of peril for SLABS investors.

As individual borrower-lender disputes played out across the country, the federal agency assigned
watchdog duties over the financial institutions managing the loans investigated the lenders’
guestionable practices in attempting to collect the debts, and took action. The Consumer Financial
Protection Bureau sued the National Collegiate Student Loan Trusts, or NCT — one of the nation’s
largest owners of private student debt — in the U.S. District Court for the District of Delaware[5]
charging violations of federal consumer financial laws in connection with the trusts’ servicing and
collection of private student loan debt. Among other things, the complaint alleged that NCT had,
through its debt servicers, submitted falsified and improperly notarized affidavits regarding possession
of loan records, collected time-barred debt, and generally filed thousands of lawsuits without the intent
or ability to provide documentary proof of the debt, all in violation of the Consumer Financial Protection
Act of 2010.

The NCT entered into a proposed consent settlement with the CFPB contemporaneously with the filing
of the complaint. The consent judgment called for a compliance audit of more than 800,000 loans and a
compliance plan for future collection actions, in addition to restitution to affected borrowers, a
“disgorgement” payment, and a civil monetary penalty, totaling in excess of $19 million. However, the
settlement has been challenged by SLABS investors and companies that extended credit insurance on
the bundled loans, arguing that their contractual interests would be impaired by the settlement and that
the terms of the agreement violate the trust agreement under which the NCT services the loans.

In addition to the objections of these stakeholders, the settlement has also been challenged through an
amicus filing by a trade organization known as the Structured Finance Industry Group. The SFIG asserts
that the CFPB lacks authority to enforce the settlement because the named defendants — the NCT
trusts — are not “covered persons” under the Consumer Financial Protection Act, and that entry of the
consent judgment would destabilize market expectations in the trust agreements under which the loans
are serviced. Obviously, this particular proposal to address issues with the servicing and collection of
student loans has drawn the attention of investors, insurers and borrowers alike, and the court’s
treatment of the settlement will be closely monitored.

Disputes over the management and collectability of the SLABS portfolio may only be the opening act. A
scenario similar to the saga that played out in the residential mortgage-backed security field is on the
horizon; SLABS investors who thought they were purchasing “can’t-miss” vehicles may assert that



underwriters of the securities either concealed or ignored information regarding the creditworthiness of
student borrowers and the prospects for repayment. Questions may be asked about the due diligence
performed on the portfolio of loans, and offering materials connected with the securitizations may be
scrutinized for evidence of fraud or material omission. Should the current trends in student loan
performance continue, SLABS may generate significant financial litigation in the not-too-distant future.
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