








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.

Continued
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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.

Continued
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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.

Continued
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» Required, effective for loans first disbursed on or after July 1, 2008, that repayment of a
parent PLUS loan begin no later than 60 days after the final disbursement with interest
accrued prior to the beginning of repayment added to the loan principal, or the day after 6
months from the date the dependent student is no longer enrolled at least haif time, in which
case interest accrued prior to the beginning of repayment may be paid monthly or quarterly,
or capitalized no more frequently than quarterly, if agreed by the borrower and lender.

» Removed specification that the repayment period of a PLUS loan begins on the date of the
final disbursement and excludes deferment and forbearance periods for loans first disbursed
on or after July 1, 2008.

« Allowed extenuating circumstances for credit requirement purposes for a PLUS loan if the
applicant is up to 180 days delinquent on mortgage or medical bill payments or not more
than 89 days delinquent on any other debt during the period January 1, 2007, through
December 31, 2009.

» Broadened lender of last resort (“LLR”) provisions so they include subsidized and
unsubsidized Stafford loans and PLUS loans, prohibits LLR loans with terms and conditions
more favorable than those for non-LLR loans, and subjects lenders and guarantors serving
as LLRs to prohibitions on inducements and to prohibitions regarding advertising, marketing
or promoting LLR loans.

e Gave the Secretary authority until July 1, 2009 (subsequently extended to July 1, 2010 by
Public Law 110-350 enacted October 7, 2008), if there is inadequate loan capital, to
purchase or enter into forward purchase commitments for Stafford and PLUS loans first
disbursed on or after October 1, 2003 and before July 1, 2009, and makes funds available.
Any purchase must be without a net cost to the federal government (including the cost of
servicing purchased loans), and funds paid to a lender must be used for the lender’s
continued FFELP participations and making of FFELP loans.

o Authorized the Secretary to contract for the servicing of purchased FFELP loans, including
with selling lenders, as long as the cost is not more than it would be otherwise.

The Participation Program enabled the Authority/Corporation to continue to participate in the FFEL
program, and thus ensured student loans were available to Kentucky and Alabama students. In
fiscal year 2009, the Corporation/Authority originated $538.2 million of FFELP loans, a 14.9%
increase from the prior year.

Interest paid on FFELP loans is set by law and is based on the Federal Reserve’s Statistical Release
90-day financial CP rate. As of June 30, 2009, the Authority/Corporation had $2.516 billion of FFELP
loans indexed to three-month financial CP, while 15.5% of debt is indexed to 91 day Treasury Bill,
45.2% indexed to the London Interbank Offer Rate (“LIBOR”), and 39.3% indexed to Securities
Industry and Financial Markets Association (“SIFMA”). Due to the unintended consequences of
government actions in other areas of the capital markets and limited issuances of qualifying financial
CP, the relationship between the three-month financial CP and 91 day Treasury Bill, LIBOR and
SIFMA became distorted and volatile. Accordingly, interest spread between assets and related debt
on related debt has contracted.

Continued
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On February 26, 2009, the Administration issued their 2010 budget request to Congress, which
included provisions that could eliminate the FFEL program. The President’s budget overview states:
“FFEL processors would continue to receive federal subsidies for new loans originated in the 2009-
2010 academic year and prior academic years under the regular FFEL program and the emergency
programs established by the Ensuring Continued Access to Student Loans Act of 2008.” The budget
proposal must be passed in the Congress, prior to enactment into law. The Authority/Corporation is
working with Congress and USDE to assist them in achieving the financial objectives outlined in the
Administration’s 2010 budget request, without a total elimination of FFELP.

On July 15, 2009, Representative Miller introduced the Student Aid and Fiscal Responsibility Act
(“SAFRA”), with the following provisions related to FFELP.

No new FFEL loans will be made after June 30, 2010.

Beginning July 1, 2010, a FFEL consolidation borrower who does not have a Direct
Consolidation L.oan may obtain a subsequent Direct Consolidation Loan.

A revised special allowance formula becomes effective for special allowance payments for
the calendar quarter ending December 31, 2009. Under this change, the special allowance
for all loans disbursed after enactment of the bill (and before July 1, 2010) shall be computed
using 1-month LIBOR instead of the 3-month commercial paper (financial) rate, beginning
with the special allowance payment for calendar quarter ending December 31, 2009.
Beginning with the special allowance payment for the calendar quarter ending December 31,
2009, lenders also have the option of being paid using this revised index on all loans
disbursed on or after January 1, 2000 and before the date of enactment of the bill if lender
waives all rights under the current formula. Such waiver would apply to future payments on
all loans disbursed in this time period that are held by any lender identification number
associated with the lender and applies to future payments on loans subsequently acquired
by the lender.

Beginning January 1, 2010, the Secretary’s participant yield under the ECASLA loan
participation program shall be determined by using 1-month LIBOR in substitution for the
index in the participation agreement.

Direct Loans for students and parents attending institutions located outside of the United
States will be disbursed by a financial institution designated by the Secretary to serve as an
agent of such institutions.

The Secretary shall, if practicable, award multiple contracts through competitive bidding to
entities, including not-for-profit servicers, to service Direct Loans. The bidding process shall
take into account price, servicing capacity, and capability, and may also take into account
the capacity and capability to provide default aversion services.

In any contract awarded for servicing of loans, the Secretary shall provide a job incentive
payment, in an amount determined by the Secretary, if the servicer agrees to give priority in
hiring for positions created by the contract to those geographical locations at which the entity
performed loan origination and servicing activities under the FFELP on the date of
enactment. Also, in determining allocation of loans to be serviced by entities awarded
contracts, the Secretary shall consider the retention of highly qualified employees as a
positive factor.

Continued
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» Not-for-profit servicers are specifically listed as entities with which the Secretary may
contract for services, along with guaranty agencies with which the Secretary has agreements
under sections 428(b) and (c) on the date of enactment, provided such servicers and
agencies meet qualifications determined by the Secretary. The legislation directs the
Secretary, to the extent practicable, to give special consideration to State agencies and not-
for-profit servicers with a history of high quality performance and demonstrated integrity.
Guaranty agencies and not-for-profit servicers can enter into consortium agreement for such
agreements with the Secretary.

+ In each State where one or more eligible not-for-profit servicer has its principal place of
business, the Secretary shall contract with each such servicer to service loans originated
under this part on behalf of borrowers attending institutions located within such State,
provided that the servicer demonstrates that it meets the standards for servicing Federal
assets and agrees to service the loans at a competitive market rate, as determined by the
Secretary. In determining such a competitive market rate, the Secretary may take into
account the volume of loans serviced by the servicer. Contracts awarded under this
paragraph shall be subject to the same requirements for quality, performance and
accountability as contacts awarded to other entities for similar activities.

+ In each State, the Secretary shall allocate to such not-for-profit servicers, on an annual
basis, a minimum of the lesser of the loans for 100,000 borrowers or the loans of all
borrowers who attended institutions located in the State involved. If there is more than one
eligible not-for-profit servicer in a State, each gets an equal share of the servicing to the
extent there are not enough borrower accounts to give each 100,000 accounts.

s The Secretary may allocate additional servicing rights to not-for-profit servicers based on
performance, including performance in customer service and default aversion.

+ Notwithstanding these allocation rules, the Secretary may transfer loans among servicers to
ensure that the loans of a single borrower remain with a singie servicer.

¢ Not later than three years after enactment, the Secretary shall prepare a report evaluating
the performance of not-for-profit servicers.

e In any contract awarded for servicing of loans, the Secretary shall provide a job incentive
payment, in an amount determined by the Secretary, if the servicer agrees to give priority in
hiring for positions created by the contract to those geographical locations at which the entity
performed loan origination and servicing activities under the FFELP on the date of
enactment. Also, in determining allocation of loans to be serviced by entities awarded
contracts, the Secretary shall consider the retention of highly qualified employees as a
positive factor. '

¢ An eligible not-for-profit servicer is a not-for-profit holder defined in section 439(p) of the
HEA (this is used for the purpose of determining eligibility for the higher special allowance),
or an affiliated not-for-profit entity.

o The interest rate on Stafford loans made on or after July 1, 2012 is a variable annual rate
equal to the 91-day Treasury bili rate determined at the last T-Bill auction in May plus 2.5
percent, capped at 6.8 percent.

Continued
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SAFRA was adopted by the U.S. House of Representatives on September 17, 2009, and is now
under consideration by the Senate. If SAFRA passes the Senate and is signed into law by President
Obama, the Authority/Corporation will no longer perform loan guarantee, disbursement services or
lending activities on loans originated on or after July 1, 2010. The Authority/Corporation will continue
to provide guarantee services and loan servicing on the $2.516 billion of FFELP loans in its portfolio,

and expects to receive an additional 100,000 direct loan borrowers in fiscal year 2011.

Overview of Financial Statements

This discussion and analysis is intended to serve as an introduction to the Authority/Corporation’s
basic financial statements. The Authority/Corporation’s basic financial statements comprise three
components: 1) government-wide financial statements, 2) fund financial statements, and 3) notes to
financial statements.

The government-wide statement of net assets and statement of activities include the Governmental
Funds and Proprietary Funds. The government-wide financial statements can be found on pages
24-25 of this report. The fund financial statements can be found on pages 26-31 of this report.

Fiduciary funds are used to account for resources held for the benefit of parties outside the Authority.
Fiduciary funds are not reflected in the government-wide financial statements because the resources
are not available to support the Authority’s programs. The fiduciary fund statement of net assets
(deficit) and changes in fiduciary net assets (deficit) can be found on pages 32-33 of this report.

The Trust publishes separate financial statements and footnotes. To obtain a copy of the financial
statements and footnotes, please contact the Authority at (502) 696-7421.

The following is a condensed summary of financial information for the years ended June 30, 2009
and 2008, respectively.
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Net Asset Information

Capital assets
Other assets
Total Assets

Long-term liabilities
Other liabilities
Total Liabilities

Non-spendable net assets
Spendable net assets
Restricted
Committed
Total Net Assets

Activity Information

Interest and investment income
State General Fund revenue
Student Aid & Advancement Fund revenue
Unclaimed Lottery Revenue
Federal funds revenue
Tobacco settlement revenue
Service fees from external sources
Service fees from Education Finance Fund
Deconversion fees
Debt recovery commission
Early retirement of debt
Federal fees eamed
Default aversion fee income
Interest income on loans
Other income
Total Revenues

Kentucky Tuition Grants

College Access Program Grants
Robert C. Byrd Scholarship
Mary Jo Young

Early Childhood Development
National Guard Tuition Awards

Kentucky Education Excellence Scholarships

Teacher Scholarships
Osteopathic Medicine Scholarships
Work-study
Go Higher Scholarships
Outreach and other activities
Guarantee operations
Default collection
Lending and related activities
Lender assistance
Borrower assistance
Other activities

Total Expenditures

Change in Net Assets Before Operating Transfers

Interfund transfer

Transfer to General Fund

Transfer to KAPT
Change in Net Assets

Governmental Proprietary
Fund Funds
2009 2008 2009 2008
$ 4,560,844 $ 12,282,525
19,688,834 $ 19,505,175 2,834,108,120 2,421,473,193
19,688,834 19,505,175 2,838,668,964 2,433,755,718
2,161,509,236 2,237,715,255
689,212 309,433 544,602,759 78,048,978
689,212 309,433 2,706,111,995 2,315,764,233
59,978,016 69,544,332
18,999,662 19,195,742 12,946,259 -
59,632,694 48,447,153
18,999,662 $ 19,195,742 $ 132,556,969 $ 117,991,485
153,727 $ 158,927 $ 2,695,505 $ 8,665,255
180,985,962 173,280,600
8,602,800 11,300,000
2,403,600 1,342,145
1,150,000 1,007,678
14,635,663 15,686,357
11,801,178 11,672,966
1,521,920
14,549,502 11,192,020
10,901,634
7,474,722 7,623,775
2,438,716 1,938,795
93,136,858 130,631,958
368,675 2,633,076 1,358,823 1,019,454
193,664,764 189,722,426 160,514,521 188,430,580
32,510,491 33,294,343
61,736,731 60,062,004
615,974 590,614
368,236 394,314
1,378,787 1,173,639
4,835,577 4,916,400
91,574,068 89,782,202
2,371,073 2,855,756
1,302,628 866,955
766,261 912,923
266,926 143,415
1,484,683 1,033,934
4,463,859 4,038,736
5,583,869 5,184,650
121,287,360 154,732,997
1,772,621 1,958,410
7,125,149
206,342 484,176
199,211,435 196,026,499 140,439,200 166,398,969
(5,546,671) (6,304,073) 20,075,321 22,031,611
5,350,551 10,459,799 (5,350,551) (10,459,799)
(336,500)
(159,286) (154,552)
(196,120) § 3,819,226 $ 14,565,484 $ 11,417,260

-13-




Management’s Discussion and Analysis (Unaudited)--Continued

Kentucky Higher Education Assistance Authority/
Kentucky Higher Education Student Loan Corporation

June 30, 2009

Financial Analysis — Governmental and Proprietary Funds

As previously noted, the Kentucky Higher Education Assistance Authority (“Authority”) and the
Kentucky Higher Education Student Loan Corporation (“Corporation”) maintain bundled operations to
maximize the efficiency of ioan guarantee and servicing operations. Throughout the financial
analysis, the “Authority/Corporation” refers to the combined group of operations for both
organizations. Financial results for specific operating activities may be discussed as needed to
provide appropriate disclosure.

This section of the annual financial report presents a discussion and analysis of the
Authority/Corporation’s government-wide performance for the fiscal year ended June 30, 2009.
Please read it in conjunction with the Authority/Corporation’s financial statements and notes {o the
financial statements, which follow this section.

Financial Overview

e The Authority/Corporation’s proprietary fund total assets increased approximately $405
million (14.26%), from $2.433 billion to $2.838 billion. This increase was caused primarily
by the $360.4 million increase in loans, plus $59.7 million of additional cash and investments
and a $3 million increase in long-term receivables, net of $18.1 decrease in Loans held for
sale, fixed assets and deferred expenses.

o The Authority/Corporation’s proprietary fund liabilities increased $390.4 million (14.42%),
from $2.315 billion to $2.706 billion. The increase in liabilities resulted primarily from $461.2
increase in the USDE Participation Facility Payable, $50 million increase in private
placement bonds, and $6.9 million increase in payable to USDE, net of a $52.8 million
decrease in the shorf-term lines of credit, and a $74.9 million decrease in long-term debt
outstanding.

o The Authority/Corporation’s proprietary fund revenues decreased $27.9 million (16.35%), the
majority of which related to loan interest revenue (decreased $37.5 million) and interest on
investments (decreased $5 million), net of increases of $10.9 million income from early
retirement of debt (which did not exists in prior year), and $3.4 million from default
collections.

s The Authority/Corporation’s total proprietary fund expenditures decreased $25.9 million
(18.5%), resuiting primarily from a $40 million decrease in interest expense on bonds, $3.4
million decrease in borrower benefits, $3.4 million decrease in administrative expenses, net
of $7.1 million increase in default fee expense, $11.2 million increase in arbitrage expense,
and $2.6 million increase in loan loss expense.

o The Authority/Corporation’s governmental fund assets and liabilities remained relatively
consistent with prior year. ’

Continued
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Kentucky Higher Education Assistance Authority/
Kentucky Higher Education Student Loan Corporation

June 30, 2009

The Authority/Corporation’s governmental fund revenues increased $3.9 million (2.08%),
resulting from additional state General Funds for student aid programs, net of reductions in
receipts from unclaimed lottery fund.

The Authority/Corporation’s governmental fund expenditures increased $3.2 million (1.62%),
due primarily to increases in the Kentucky Education Excellence Scholarships ($1.8 million)
College Access Program ($1.7 million), and Outreach activities ($450,000), net of reductions
in Kentucky Tuition Grants ($783,000)

Statement of Net Assets

Total government fund net assets remained relatively unchanged at $19 million.

Total proprietary fund net assets increased $14.6 million (11%), of which $6.1 million is from loan
guarantee operations (compared to $6.7 million in prior year) , $8.9 million from default collection
operations (compared to $6.05 in prior year), $1.0 million from lender assistance activities (compared
to $773,000 from prior year) and $11.1 million from lending activities (compared to $8.4 million in
prior year), net of $ 7.1 million loss on borrower assistance activities, and $5.4 million contributed for
student aid administration ($4.4 million), grants and scholarships ($1.0 million) and contributed
administration of the Plan ($159,000).

Certain highlights related to the statement of net assets as of June 30, 2009, are as follows:

The Authority/Corporation purchased $75.4 million of its outstanding auction rate securities
on the secondary market for a discount, resulting in gain on early retirement of debt of $10.9
million.

The Authority/Corporation issued a $50 million private placement bond with the
Commonwealth of Kentucky to provide initial liquidity for the 2009 academic year loans.

The Authority/Corporation placed $478 million into the ECASLA participation trust and
related financing, and borrowed $474 million via the Federal participation credit facility.

The Authority/Corporation maintained $5.185 billion of FFELP guarantees outstanding.

The Authority/Corporation maintained $2.516 billion of FFELP loans outstanding.

The Authority/Corporation maintained $282.2 million of defaulted loans in its collection
portfolio. :

Non-Spendable net assets decreased from $69.5 million to $59.6 million.

Spendable restricted net assets increased from $0 to $12.9 million.

Spendable committed net assets increased from $48.5 million to $59.6 million.

Continued
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Kentucky Higher Education Assistance Authority/
Kentucky Higher Education Student Loan Corporation

June 30, 2009

Statement of Revenues, Expenses, and Changes in Net Assets

In fiscal year 2009, the Authority/Corporation continued to see increases in General Fund
appropriations for the Kentucky Education Excellence Scholarship (*KEES”) program, College
Access Program (“CAP”), and the Kentucky Tuition Grant (“KTG”) program, all resulting from
planned increases in Kentucky Lottery net revenues. The increases in General Funds supplanted
the need for unclaimed lottery funds, resulting in decreased unclaimed lottery funding of $2.7 million
in 2009. As stipulated in the fiscal year 2009-2010 Commonwealth of Kentucky Biennial Budget
(Biennial Budget), the Authority/Corporation’s lending operation is no longer responsible for funding
the Kentucky National Guard Tuition Award (“KNGTA”) program, and the Kentucky Work-study
(*Work-study”) program. In the fiscal year 2009-2010 biennium, the Authority/Corporation’s
guarantee operation is required to fund a portion of the KNGTA program and the entire Work-study
program was funded via state General Funds. Accordingly, transfers to the General fund decreased
from $10.5 million in fiscal year 2008, to $5.4 million in fiscal year 2009.

In fiscal year 2009, the USDE awarded a $1.1 million grant; College Access Challenge Grant, to the
Authority/Corporation. The grant period runs from August 16, 2008 through August 15, 2009. The
Authority/Corporation is required to provide 1/3™ match for this grant, thus outreach expenses
increased $450,000 in the current fiscal year.

Interest income in the propriety fund (on loans and investments) decreased by $43.5 million
compared to prior year. Most of the Authority/Corporation’s student loan portfolio earns interest
based on quarterly resets of 90-day commercial paper rates. The quarterly average 90-day
commercial paper rates for fiscal year 2008 were; 5.39%, 4.92%, 3.24%, 2.75%. The fiscal year
2009 quarterly averages were; 2.87%, 2.58%, .74% and .41%. Also note that while cash and
investments at year-end increased from $126.7 million to $192.4 million, interest rates on deposits
dropped from 70 basis points to zero during the fiscal year.

The decrease in interest income was somewhat offset by a $10.9 million increase in gain on early
retirement of debt. In fiscal year 2009, the Authority/Corporation purchased $75.4 million of its
outstanding auction rate securities in the secondary market, at a discount, and retired the debt.

The decrease in interest revenue was further offset by a $3.4 million increase in default collection
revenue, despite a reduction in direct collection retention rates from 23% to 16%. In fiscal year
2009, the Authority/Corporation collected $82.4 million, compared to $68.4 million in fiscal year 2008;
a $14 million increase.

Total proprietary fund expenses decreased $27.9 million. Interest expense on bonds decreased by
$40 million because of drops in 91-day T-bill rates, LIBOR and SIFMA. As previously noted, of the
Authority/Corporation’s debt,15.5% is indexed to 91 day T-bill , 45.2% indexed to LIBOR, and 39.3%
is indexed to SIFMA. During the fiscal year 91-day T-bill rates dropped from 1.96% on June 30,
2008, to .198% on June 29, 2009. Three month LIBOR dropped from 2.76% in June 2008, to .51%
in June 2009. Note that SIFMA index has strong correlation to 91-day T-bill rates (typically 66% to
70% of the T-bill index).

Continued
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