








In accordance with Government Auditing Standards, we have also issued our report dated
September 30, 2009 on our consideration of the Authority/Corporation’s internal control over financial
reporting and on our tests of its compliance with certain provisions of laws, regulations, contracts,
and grant agreements and other matters. The purpose of that report is to describe the scope of our
testing of internal control over financial reporting and compliance and the results of that testing, and
not to provide an opinion on the intemnal control over financial reporting or on compliance. That
report is an integral part of an audit performed in accordance with Government Auditing Standards
and should be considered in assessing the results of our audit.
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Description of the Business

The Kentucky Higher Education Assistance Authority (the “Authority”) was established in 1966 as the
Commonwealth of Kentucky’s agency for improving higher education opportunities. The Authority
guarantees, performs default aversion activities and performs collection activities on eligible student
loans. The Kentucky Education Savings Plan Trust (the “Trust”) and the Commonwealth
Postsecondary Education Prepaid Trust Fund, Kentucky’'s Affordable Prepaid Tuition Plan (the
"Plan”), offer savings and investment opportunities for Kentuckians to save for higher education. The
Kentucky Higher Education Student Loan Corporation (the “Corporation”) makes student loans
directly to parents and students, purchases and services eligible student loans and performs
servicing and collection activities on eligible student loans for third-party lenders. The Authority and
the Corporation maintain bundled operations to maximize the efficiency of loan guarantee and
servicing operations. Accordingly, all senior management positions have responsibilities related to
both the Authority and the Corporation. Additionally, the Plan and the Trust are governed by the
Authority and Corporation’s combined Board of Directors. Throughout the accompanying financial
statements, the “Authority/Corporation” refers to the combined group of operations.

The Authority/Corporation maintains the following operations:

Loan Guarantee - Loan guarantee operations provide loan guarantees to qualified students and
parents of qualified students made by approved lenders, under the Federal Family Education Loan
Program (“FFELP”). The loan guarantee operation is responsible for processing loans submitted for
guarantee, issuing loan guarantees, providing loan change processing, providing collection
assistance to lenders for delinquent loans, reporting loan information to the National Student Loan
Data System (“NSLDS”), paying lender claims for loans in default, paying lender claims for death,
disability or bankruptcy, and collecting loans on which default claims have been paid.

Personnel, professional and administrative costs associated with loan guarantee operations are
accounted for in the Agency Operating Fund (“AOF"), a proprietary fund of the Authority/Corporation.
All federal program activities related to default aversion, claim payment, claim reinsurance from the
U. S. Department of Education (“USDE”), defaulted loan recoveries and other federaily mandated
program sources and uses of funds are accounted for in the Federal Student Loan Reserve Fund
(*FSLRF”), a fiduciary fund of the Authority/Corporation.

Lender Assistance - Lender assistance operations are comprised entirely of loan origination and
disbursement services provided by the Authority/Corporation for up to 68 lenders and 277 schools.
The lender assistance operation draws money directly from lenders’ accounts and disburses those
funds directly to schools. This service is provided on a fee basis to lenders and is free for schools.
In fiscal year 2009, the lender assistance operation decreased the (per loan) origination fee from $8
to $3, and decreased the (per loan) disbursement fee from $3 to $1. The disbursement fee is not
charged if the lender assistance operation is also the disbursement agent.

Personnel, professional and administrative costs associated with lender assistance operations are
accounted for in the AOF, a proprietary fund of the Authority/Corporation. Program activities related
to lender assistance operations are accounted for in the Agency Fund, a fiduciary fund of the
Authority/Corporation.
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Lending - The Authority/Corporation’s lending operation is authorized to finance FFELP loans for
students attending eligible post-secondary institutions, service and collect education loans, and issue
bonds and notes not to exceed $5 billion in order to carry out its corporate powers and duties. The
FFELP student loans held by the Authority/Corporation include Federal Stafford Loans (“Stafford”),
Unsubsidized Stafford Loans (“Unsubsidized Stafford”), Federal Supplemental Loans for Students
("SLS”), Federal Parent Loans for Undergraduate Students (“PLUS”), and Federal Consolidation
Loans (“Consolidations”). As of June 30, 2009, the lending operation owned $2.516 billion of student
loans.

Most FFELP loans held by the Authority/Corporation are insured by the Authority/Corporation’s loan
guarantee operations. Loans made prior to October 1, 1993, are 100% insured. Loans made
between October 1, 1993 and June 30, 2006, are 100% insured against borrowers’ death, disability,
or bankruptcy and 98% insured against borrowers’ default. Loans made after June 30, 2006, are
100% insured against borrowers’ death, disability, or bankruptcy and 97% insured against borrowers’
default.

The Authority/Corporation’s lending operation finances all FFELP loans with revenue bonds, lines of
credit, and a FFELP Participation credit facility from the USDE. As of June 30, 2009, the lending
operation maintained four separate General Bond Resolutions (“GBR’s) and related Series
Resolutions for issue of revenue bonds, which contain provisions establishing funds and accounts for
the segregation of assets and provisions restricting the use of the proceeds of bonds and other funds
received. As of June 30, 2009, the lending operation maintained $2.205 billion of revenue bonds
outstanding, $10.85 million outstanding balance against the lines of credit, and an additional $461.20
million outstanding payabile to the USDE.

Personnel, professional and administrative costs associated with lending operations are accounted
for in the Operating Fund, a proprietary fund of the Authority/Corporation. Lines of credit and related
loans, and all activities pertaining to such activities are also accounted for in the Operating Fund of
the Authority/Corporation. Revenue bonds, related loans and other assets and liabilities and
revenues and expenses are accounted for in the Education Finance Fund, a proprietary fund of the
Authority/Corporation.

Loan Servicing - The loan servicing operation performs servicing and default aversion activities on
FFELP and alternative loans held by the Authority/Corporation’s lending operation and other lenders.
Of the loans serviced, approximately $2.516 billion in outstanding principal of FFELP Loans was held
by the lending operation and pledged pursuant to the 1983 GBR, the 1997 GBR, the 2004 GBR, the
2008 GBR, line of credit agreements, and credit facility payable to USDE. Approximately $1.7 billion
of FFELP Loans and other education loans were owned by other holders, including holders with
national lending operations. For loans owned by other holders, the loan servicing operation collects
student loan remittances and subsequently disburses these remittances to the appropriate lending
entities.

Personnel, professional and administrative costs associated with loan servicing operations are

accounted for in the Operating Fund of the Authority/Corporation. Student loan remittances and
payables to other lenders are also accounted for (net) in the Operating Fund.
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Student Aid - Student aid operations provide administration of ten student aid programs: (1) the
Kentucky Tuition Grant program, (2) College Access Program, (3) Kentucky Educational Excellence
Scholarship program, (4) Teacher Scholarship program, (5) Osteopathic Medicine Scholarship
program, (6) the Work-Study program, (7) Robert C. Byrd Scholarship program, (8) Early Childhood
Development program, (9) the Go Higher Scholarship program and (10) the Pharmacy Scholarship
program. The student aid operation also provides administrative support and assistance for two
student aid programs, the Mary Jo Young Scholarship program and the Kentucky National Guard
Tuition Award program.

Personnel, professional and administrative costs associated with student aid operations are
accounted for in the Student Aid Fund, a Governmental Fund of the Authority/Corporation. Direct
benefits to students are also accounted for in the Student Aid Fund.

Outreach — Outreach operations at the Authority/Corporation provide information to current and
potential college students of all ages to assist with educational finance and other information to
improve the college-going rate and decrease the college dropout rate.

In fiscal year 2009, the outreach operation staff traveled 192,468 miles, provided 632 exhibits, 2,827
presentations, and made direct contact with 155,857 parents and/or students.

Personnel, professional and administrative costs associated with the outreach operation are
accounted for in the Student Aid Fund, a Governmental Fund of the Authority/Corporation.

College Savings Plan — The college savings plan operation administers two savings plans for the
Commonwealth of Kentucky; (1) the Trust and (2) the Plan.

The Trust was formed on July 15, 1988, by Kentucky law, to help people save for the costs of
education after high school. The Trust is administered by the Authority/Corporation’s Board of
Directors. The Authority/Corporation has contracted with TIAA-CREF Tuition Financing, Inc. (“TFI),
a wholly-owned subsidiary of Teachers Insurance and Annuity Association of America (“TIAA"), for
management services over the Trust's operations. The Trust is operated in a manner such that it is
exempt from registration as an investment company under the Investment Company Act of 1940.

An individual participating in the Trust establishes an account in the name. of a beneficiary.
Contributions can be made among three investment options: the managed Allocation Option, the
100% Equity Option, and the Guaranteed Option.

Contributions in the Managed Allocation Option are allocated among six age bands, based on the
age of the beneficiary. Prior to January 17, 2004, there were eleven age bands. Each age band
invests in varying percentages in the Institutional Class of the International Equity, Growth Equity,
Growth & Income, Inflation-Linked Bond, Equity Index, Smali-Cap Blend Index, Bond, Large-Cap
Value Index, Real Estate Securities, and Money Market Funds of the TIAA-CREF Institutional Mutual
Funds. The 100% Equity Option invests in varying percentages in the Institutional Class of the
International Equity and Growth & Income Funds of the TIAA-CREF Institutional Mutual Funds.
These percentages are determined by the Authority/Corporation’s Board of Directors and are subject
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to change. The assets of the Guaranteed Option are allocated to a funding agreement issued by
TIAA-CREF Life Insurance Company, a subsidiary of TIAA, which offers a guarantee of principal and
a minimum rate of return to the Trust

The college savings plan operation also administers the Plan, which was created by the 2000
Kentucky General Assembly and is governed under Kentucky Revised Statutes (*KRS”) 164A.700-
709.

The Plan was established to provide families with an opportunity to save for future postsecondary
education expenses. The Plan investment strategy is to earn rates of return that exceed anticipated
tuition inflation rates so that the Plan is able to meet its obligation to pay benefits at future tuition
rates. The Plan offers certain federal and state tax advantages to purchasers.

The Plan is designed as an investment option for Kentucky families to earn a return that will keep
pace with tuition inflation in Kentucky. Participants purchased annual tuition units at current tuition
levels, or current tuition levels plus a premium, and receive benefits equal to tuition rates in place at
the time that the student attends a qualified postsecondary education institution. The Plan offers
three tuition plans — the Value Plan, the Standard Plan, and the Premium Plan. In the Value Plan,
participants buy tuition units and receive benefits indexed to the tuition rate of the Kentucky
Community and Technical College System. The Standard Plan offers tuition units and benefits
indexed to the tuition rate of Kentucky’s most expensive public university.

The Premium Plan offers tuition units at the current average tuition cost of Kentucky’s private
colleges and universities and guarantees a return on a participant’s investment equal to the tuition
inflation rate for the University of Kentucky.

Participants may elect to spread payments to the Plan over three, five or seven years or until the
anticipated year of the student’s enroliment in a qualified postsecondary education institution.

Participants may use Plan benefits for eligible educational expenses at any eligible public or private
vocational school, college or university in the United States. If a beneficiary attends an eligible
educational institution with tuition rates in excess of Plan benefits, the Plan will not be responsible for
the difference. If a beneficiary attends an eligible educational institution with tuition rates less than
Plan benefits, participants may use the difference for other qualified educational expenses such as
room, board, books, and supplies.

Participants may withdraw from the Plan at any time for any reason. Terminating participants are
refunded any contract payments made less benefits received, administrative and cancellation fees.
Participants who withdraw after July 1 of the beneficiary’s college entrance year receive the tuition
payout value of the contract less benefits received, administrative and cancellation fees. Non-
qualified withdrawals are subject to a 10% penalty in accordance with Section 529 of the Internal
Revenue Code (“IRC”) except in cases where the withdrawal is: (1) made on account of the death or
disability of the student; (2) made on account of a scholarship received by a student, or (3) a non-
taxable transfer to another account or to another IRC Section 529 program for a different student
who is a family member of the original student.
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As of June 30, 2009, the Plan maintained a present-value fund deficit of $59.5 miliion. Based on
actuarial estimates, the Plan’s assets will be exhausted in fiscal year 2016, and the Commonweaith
will be required to transfer assets from the unclaimed property fund. Over the remaining estimated
life of the program, through fiscal year 2027, actuarial estimates show total the Commonwealth will
need to transfer approximately $135 million from the unclaimed property fund. As of June 30, 2009,
the unclaimed property fund has approximately $330 million. Based on current assumptions and
actuarial calculations, the Plan would need to earn 17.3% on investments, annually to avoid transfers
from the unclaimed property fund.

Personnel, professional and administrative costs associated with administering the Trust and the
Plan are accounted for in the Student Aid Fund, a Governmental Fund of the Authority/Corporation.
All assets, liabilities and net asset additions and deductions for the Trust are accounted for in the
Kentucky Educational Savings Plan Trust fund, a fiduciary fund of the Authority/Corporation. All
assets, liabilities and net asset additions and deductions for the Plan are accounted for in the
Kentucky Affordable Prepaid Tuition fund, a fiduciary fund of the Authority/Corporation.

Student Loan Update

The College Cost Reduction and Access Act of 2007 (“CCRAA”) resulted in, among other things, a
reduction in the yield received by the Company on FFELP loans originated on or after October 1,
2007. A description of the CCRAA is included below: ‘

¢ Reduced special allowance payments to for-profit lenders and not-for-profit lenders for both
Stafford and Consolidation Loans disbursed on or after October 1, 2007 by 0.55 percentage
points and 0.40 percentage points, respectively;

* Reduced special allowance payments to for-profit lenders and not-for-profit lenders for PLUS
loans disbursed on or after October 1, 2007 by 0.85 percentage points and 0.70 percentage
points, respectively;

» Reduced fixed interest rates on subsidized Stafford loans to undergraduates from the current
6.8% to 6.0% for loans disbursed beginning July 1, 2008, to 5.6% for loans disbursed
beginning July 1, 2009, to 4.5% for loans disbursed beginning July 1, 2010, and to 3.4% for
loans disbursed between July 1, 2011 and June 30, 2012. Absent any other legislative
changes, the rates would revert to 6.8% for loans disbursed on or after July 1, 2012;

» Increased the lender loan fees on all loan types, from 0.5 percent to 1.0 percent;

Reduced default insurance to 95 percent of the unpaid principal and accrued interest for
loans first disbursed on or after October 1, 2012;

» Eliminated Exceptional Performer designation (and the monetary benefit associated with it)
effective October 1, 2007.

» Reduced default collections retention by guaranty agencies from 23 percent to 16 percent.
Reduced the guaranty agency account maintenance fee from 0.10 percent to 0.06 percent.

e Required ED to develop and implement a pilot auction for participation in the FFELP Parent
PLUS loan program, by state, effective July 1, 2009.

+ Provided loan forgiveness for all FDLP borrowers, and FFELP borrowers that consolidate in
the FDLP, in certain public service jobs who make 120 monthly payments.

» Expanded the deferment authority for borrowers due to an economic hardship and military
service.
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o Established a new income-based repayment program starting July 1, 2009 for all loans
except for parent PLUS loans or Consolidation loans that discharged such loans which
includes the potential for loan forgiveness after 25 years.

In the summer of 2007, the global capital markets began to experience a severe dislocation that
persists to the present. This dislocation, along with provisions of CCRAA, has resulted in the
Authority/Corporation’s inability to access traditional financing vehicles.

In the past, the Authority/Corporation relied on the capital markets to finance student loan
originations held as long-term assets. During fiscal year 2009, the market for asset-backed debt
issued by financial services companies materially deteriorated and became unavailable at profitable
terms. The net interest margin earned on a newly-originated FFELP loan came under pressure as
the asset yield was cut and funding costs increased, making new lending unprofitable. As a result,
over 160 student lenders have exited the FFELP student loan industry since the implementation of
CCRAA, and most remaining issuers significantly reduced their lending activities. By January 2008, it
became clear that unless the capital markets recovered there would be a sharp contraction in the
number of student loans available. The Authority/Corporation, along with other participants in the
student loan industry, began to bring this to the atiention of legisiators, schools and students. As
early as February 2008, members of Congress were writing to the USDE and the Federal Reserve
alerting them to the imminent crisis and urging them to find a sofution. Congress acted quickly and
passed legislation that authorized the USDE to take action. The Ensuring Continued Access to
Student Loans Act of 2008 (“ECASLA”) was passed in both houses of Congress with overwhelming
bipartisan support and was signed into law on May 7, 2008. Under ECASLA, the USDE implemented
two programs, the Loan Participation Program and Loan Purchase Commitment Program
(*Participation Program” and “Purchase Program”). Through the Participation Program, the USDE
provides interim short-term liquidity to FFELP lenders by purchasing participation interests in pools of
FFELP loans. FFELP lenders are charged at the commercial paper (“CP”) rate plus 0.50 percent on
the principal amount of participation interests outstanding. Loans funded under the Participation
Program must be either refinanced by the lender or sold to the USDE pursuant to the Purchase
Program prior to its expiration on September 30, 2010. Under the Purchase Program, the USDE
purchases eligible FFELP loans at a price equal to the sum of (i) par value, (i) accrued interest, (jii)
the one-percent origination fee paid to the USDE, and (iv) a fixed amount of $75 per loan. Generally,
loans originated between May 1, 2008 and June 30, 2010 are eligible for these programs.

A description of ECASLA is included below.

* Increased Unsubsidized Stafford loan limits for undergraduate students for loans first
disbursed on or after July 1, 2008 —
* by $2,000 for the annual limit
» and to $31,000 and $57,500 as the aggregate limits for dependent students and
independent students, respectively.
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