FOwWARD M KENMNEDY

HALEALHUEETTE

Mnited States Denate

WASHINGTON, BC 20510 2101

Seplember 21, 2004

The Honorakle William 11, Donaldson
Chairman

Securities and Exchange Commussion
450 Fillh Streel, NW

Washington, 120 20549

Dear M, Charnman,

I'm writing about potential violations ol federal securities law by the Nelnel Corporation
My concarn imvolves questionable accounting pracliees, possible material mistepresentalions o
cecent SEC [ilimg, potential manipulation of the linancial market, possible insider trading, and
possible [rand, T request that the securties and Exchange Comnussion review this matler
comnection with i1s responsibilities under federal scouritics laws,

As you may know, (he Federal Family Education Loan (FFEL) program under the Higher
Saucation Act subsidizes student loans by private and non-profit orgamzations, el the loans are
guaranteed by the lederal government against default. Students pay an interest rate established
in aceordance with the Higher Tducation Act ol 1965, currently 3.37 percent for new loans, and
lenders are puaranteed a rate that 1s normally shightly lugher than the student rute. The
government pays the additional amount o lenders in the form ol a subsidy.

Currently, the normal puaranteed lender rate of return 1s 3,57 percent, which means that
the federal wovernment normally pays the lenders a subsidy of 0.20 percent of the loan,
However, loans capitalized wath tax-exempl securilics are guaranteed a 9.5 percent rale ol returm:
for these loans, the federal government provides a 6.13 percent subsidy

In 1993, Congress amended the Higher Education Act with the intention of phasing oul
the 9.5 pereent guarantee. In the last 18 months, however, the govemment subsudy on 9.3
percent loans has increascd substantially, hecause of a novel and controversial finaneial
transaction by a small group of lenders who have radically increased the number of leans they
claim are guaranteed a 9.5 percent returm,

L Passible Misleading Statements Made in Nelnet's Form 8-K

Nelnet is the number one user of the controversial technigue, which was [irst described
by The Institate for College Access and Success in a report entitled Money for Nothing. Nelnet
long has known that their methed of using 9.5 percent loans is questivnable, and that such
payments are subject 1o recall, In May 2003, Nelnet asked the Department of Education to venfy
that its technigue conforms with applicable law and regulatory puidance (sec Appendix A,
Nelnet's inquiry specifically cited 14 ' F.R. Section 682.302(c) and (¢} and the Department ol



Education’s Dear Colleague Letter 96-L-186. In fact, until July of this year, Nelnet had told
shareholders that 1L was not poing to declare fully as corporate income the subsidy payments
associalod with these loans.

T June 2004, Nelnet received what The Washimgton Post called an “imconclusive”
response from the Department of Education to Nelnet's request for approval of its method of
issuing 9.5 percent loans (sce Appendix B). The Department of Education sent a brict letter to
Melnet stating the following:

“34 (L.F.R. Section 682.302(e) provides guidance with regard to special allowance
payments for loans financed by proceeds of tax-exempt obligations. Additionally, th
formulas for the calenlations are provided in 34 C.F.R. Scetion 682 302(c)  You can also
refer to Dear Colleague Letter 96-L-186 for additional information,

Please let [us] know if you have any question or concerns.” (see Appendix ©0)

Three days later, Nelnet stated to investors inan 8-K filing with the SEC that after
consideration of “certmn elarifving information received in connection with the pudance it had
soughl, and based on written and verbal communications with the Department of Fducation, [the
corporation] has concluded that the earmings process has heen completed [and that] the company
18 recognizing 19.5 percent self-designated Joan] related mcome lor the current period, and will
recoprize the related income for subsequent penods as camed.” [emphasis added] Nelnel issued
a press release 10 the same effcet that day (see Appendix D).

But on September 19, 2004, the Omaha World Herald reported that a spokeswoman [rom
the Department of Education said that the Department “did not inlorim Nelnel that its conduet
was inside (or outside) the confines™ of the law. The spokeswoman reportedly said that such a
determination is typically made in follow-up reviews of programs. Nelnet has yel o ssue a
¢larification of its original and now dubious 8-K avernment.

11 Possible Insider Trading and Violations of SEC Rule 10b-5

In July, after Nelnet's questionable 8-K filing and press releasc, the eorporation’s stock
climbed 24 percent. During that same month, the Standard and Poor’s 300 Stock Index declined
by 3.4 percent. In Aupust, Nelnet directors reported personal sales ol large amounts of
pursonally-held Nelnet securities. Nelnet President, Don R. Boue, for example, sold S1.1 million
in shares during August alone. One week later, he resigned from his posttion at the company.

According to the American Law Division of the Congressional Research Service, the
propriety ol Nelnet's actions and that of its Directors is in doubt under certawn regulatory
prohibitions developed pursuant to the Sceuritics and Fxchange Act of 1933 and 1934, including
possible insider trading. Binding Rule 10h-5, promulgated pursuant to the 1934 Act, provides
that:



o shall be uplaw/ul for any person, directly or indirectly, by he nse of any means or

instrumentality of interstate commerce, or of the mails, or of any facility ofany national

securitics exchange.
(a) to cmploy any device, scheme, or artifice detrand.

(b) to make any untrue statement of a material fact or to omil lo state a materinl

fact necessary i order 1o miake the statements made, in light of the
circumstances under which they were made, not m isleading, or

(€} 1o engage in any act, practice, or cOUrse of bustness which nperates or witedel
£y ; P f:

el (8 a fravd or decoit upon any person,
in cormwetion with the purchase or sale of any security.” [emphasis added)

Based oo the factual mlormation summarized ahove, 1 urge the Comnussion to undorkake

an immediate review of Nelnet's practices to determie what action, 1hany, is appropriate
pursuant to the Commission’s responsibilities for enforcing federal securilies laws. Nelnel's

manipulation of the FFEL student loun program already may have illegally diverted hundreds of

millions of dollars in federal support for college students, and i also may have defranded

investors worldwide: The entire matter therefore deserves prompt allention by the Department of

LBducation, SEC, and Congress

1"m hopeful tat Congress and the Depattmunt of Bducition will act quickly to end this

abnise, but 1 believe it s also essential for the Comniission lo consider appropriate action as w

Thank you for your consideration and 1look forward o your reply.

Respeetfully,

7

Edward M. Kennedy

Ranking Member

Senate (ommittee on Health, Bducation,
| abor and Pensions

e The Honorable Rod Paige, Scerctary, Department of Education
The Honorable John P. Higgins, Ir., Inspector General, Department of Educartion
The Honorable David M, Walker, Comptroller General, Gavernment Accountability
(Hfice

all.
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Poacie Mo, Wowa-Baker

Thin Jeiter 5 being widten 1o confim the: proper way to «ibont Lended™s Request for Payawent of
Bvierest and _r".||:p."|'.'1.'11 Allowances (1 1H5) for the second quarter ol 00 by Melnet Feuceation Loan
Furehing, Ine (NELF) Some backpround mformation may be helpful myour comutedderation of
thic jsuue, NELY 5 the successor in mterest 1o 2 quabificd scholamship feading corporation which
converled to for-piofit stabus m 1998 under § 150(d) of the tax Code. NELF 1s the 1ssuer of lax
Exempl obligations pursuant tu an Tndenture of Trust dated November 15, 1985 (the 1983
Incdenture) with Wells Fargo Rank Minoesnts, Nationa! Assocition us tustee. NELF makes,
puschases aml fances ctudent loans as part of s ordinary activities as a sccondary matket of
ctudent loans i The state of Nebraska, The trestee holds ntle to NELE's stedent loans and NELE
hilds 100% Benefieial pwner interest in e loaes,

NEILF 15 prrchasing postiohos of FFEL laams with funds obtamned from proceeds of the tux
exempt 1985 Indenture in 4 series ol acquisitions. Some of the portfolios wall be purchased from
third paty nem-zfhliated sellers, and spme will be pirchased from athbated dellers. Some of the
’}:]]'tf{siiﬁ.‘w‘. will b fransferred nto the 1955 Indenfure: From the seller and some will Be Dsoced
by a differeat NELE hnancing prioe o bemg pluced 1nto the 1985 Indentme. As part of WET F's
overall cash fluw management olan, the purchased loans will be held within the 1985 Indenture:
and financed by the 1ax exempt obligations 1s5ued by NELF under that hnancing for 2 peuod of
lime depending upon z45h manapement s and other intermal coneerns, bat weany event [ at

T Teast nne day o longer ] herealier, Ioams will be refnanced @d piacedint financings which are—

tanable om a longer term basie, however, NELF will remain the 100% himeficial owner of the
etpidiont loans that were previously funded in the tzx exempt 1985 indenture. A flow chast is
bewng st with (his letter lo help itustrate.

We havis teviewed appheable Taw, dizrnsead with officials al the Department of Fdugahon the
manme i which billing for special allowance shuntld he handled in such cicumstances aad
cungidered sadnstry practices: Dhring the timee tiat the loans are held 1n the [955 Indenture

»*

Apnendic &



ander 20 115,00 § 1087- Wb} 2ME) and 34 CFR. §6R2302(c)(3), wo miund 1o inll finr special
allowanice al the guariaty rate of o hall the average of the bond equivalent rates of 91-day
Treasury Dall plis 3.5%, thvided by 4. subject to 4 minimum of 5% nmnus the applicable
interest rate on a loan, divided by 4 Since ihe 1oans thercatter wiil e refinanced under a faxabie
{ipancing, NELF wili maintan s 100% beneficiad pwnership interest m the loans previously
purchased with proceads of the 1985 Indenture, and the 1985 Indenture will not be ridied of
deteased, we inlend 19 comliue to bl for special allowance at such sans quarterly rate {one-hatf
of 91 day Treasury il plus 3.5%, dividest by 4, subject to the minimim of 9 524 munus the
applicable rate on the loan, divided by 4) fallowing such long, tenm refinancing. We have hased
ths wpon 34 CF RS AR2 IN2() ) as well as Dea Colleague [otter 96-1-186, 96-(3-287 (Q&A
No. 33, sl our previous Jiscussions with the Department on this matter. W mlend 1o suhimil
biflinps for spectal allowance w1 s sume rate until such rehnanced loans are either no longet
penefictally owned by NELF (andl sre transforred o an unrebited o an affiliated parchaser), o
antil the 1985 Indentare is etned o defrmint.

We would appreciale i you winld consider ow mtended Wlling procedure sununarizes above
and venfy that it confonns (o exishing applicable Taws and repudatony pundance at your earlicst
convenicinee, since wiwall be calenlating the speeial allowanece hillings w the upiounag, secon
guarter 1215 wilthin the pext fow weeks Please indoiate your confirmation that onr mtended
hillimg, procedure iv cotnphiant wath the Hhigher Ldweatton Act of 1965, as amended, and
regulations presetalgated fhercunder, by signing helow, We intend to procecd under the analysis
Aescribed above aud assume 1156 COTTECiness, unless we are otherwise directed by you Thank you
[ty yoour ennsiderstion of this matler.

Sinerrely,

A D

Temy 1 Haimed
President of Nelnet Hducation | .can Funding, huc.

yeoncut wilh theabove Eyate

o Tein) Stiaw

T Frank s
Sally Streap
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a1S South Parker oad, Soate 400

Aurora, OO E00TS

Lieas Mi Tobe,

This letter s inresponse to Nelnet's May 29, 2003 corespondencs with regard Lo
confirmation of the propar way {or a lender to submit the Lender's Request lor Payment of
Inlerest and Special Allowance (1 aRS) as il relates to porttohos tunded trom the procacds of
Ty to- exemgt 1985 Indenlure

340 F K Secton 687 3024{e) provides gquidance with regad ta special allowance payments
for leans inanced by proceeds of ae-exempt obligations. Addiionally, the tormulas for the
caleulations are provided in 34 CF R Sedtion 682 302(¢)  You can also refer to Dear
Colleague Letter 861 186 for additionzl information,

Fleasa et me know d you have any gueaslions Of Concems

Sinceroly,

&(jj 2 =

1 ; '/ ]--"-F = -

Victonidt Bateman, CPA, CGIM

Chict Financial Officer and

Acting General Manager, Financia! Partner Services, TSA

A58 First Streer, NE, Widningion, [0 20202
1-8004 FED AID

wunwsiuwdentaid.ed gov
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MELNET INC (Torm: § K, Receved: (070272004 16:33 49) Page 1 o4

Downloawd: |PDE] [RTEF] [ALS]

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, DO, 20549
FORM §-k
CURRENT REPORT

PHRSUANT TO SECTION 13 OR [5(D)
OF THE SECURTTIES EXCHANGE ACT OF 1934

Prate of Report (Date of earliest event reported)
JULY 2, 2004

NELNET, INC.

(Eaint maine of repistrant & specttied inoits charter)

HEREAGKA 001- 11420 g 0TAREG)

CEEatae ar ot bipl juresdacl o | G i 1 Cin PL B S, Fmepleyer

af incolpurdl i) Fale Numbiog Feleme df Lenag b posn dles, )

121 Sy YATH STREET
RINVTE ]

LYHOOLE, NEBEASHA Gl 0
(Mdgress ar sranoapal cEccatree albress, f e Tata )
ST S L i S s S e e s B e e e S e

Fegtstrant's felephone number, includne srea code (H2) 458-2370

e 5. Other Events and Regulation FB Disclosure.

On July 2 2004, Relnet, Tne. #sued a press relesse snpounoing that, effective June 30, 2004, it wiil
bipon to recognize ncome ehited to stident loan portfolios funded from the procesds of lax-cxempt
bonds, weluding amounts previowsly defened through that date.

Based an provisions of the Tlgher Education Act of 1965 and related interpretanons, education lenders
may receive speaal allowance pavments providing a 9.5% rate on loans previously finuneed with tax-
sxernpt obligations issued prios t October 1, 1993 The company had previously souuht confirmation
regarding whether it was allowed to recognize spectal allowance ncome based on this minimnm ate ol
returm. For periods through Mareh 31, 2004, as previously disclosed, the company Lad deferred
recoenition of this exeess come generaled by these foans pending sutisiiciory resolution of this issuc

hitnsfiwwwnclnetinvestors. net/CdearDetnl cfm?CompanviD-NNI&CTK-1258602&FID-8. . 842004



NELNET INC (Farm: #-K, Recelved: 07022004 16:53:49) Pape Vol 4

Afier consideration of cortain clarifving wiformation received 1o conscotion with the pudlance it had
soned, sl based on witia and verbal comrpunications with the Department of Education, Mednet b
concludsd that he camings juecess has been completed. The company is recoghzing, the related come
Lo the eurrenl pessod, and will jecopnize the related income [or subsequent peniods asearned:

Ty vekated 1o the defemad meomne at March 31, 7, which delemed mcome was previously
iT‘]T_‘lL'lti-::Li i othier hiabihtes on Melnel's halance shest, gt with related meome generated by these
Lot i the secomd guanier, will be weluded o the company™s operating results for the quarter sadod
June 30, 7004, which are éxpeted 1o be relessaal the end of Toly. Neluet exprots the rouopmiition o
this additiomed wncome will appaoximate $60-70 pulion the secomad querten. Tl comparsy does oot
gxpeet the ampact i futore goiaies o be as significant as in the secomd guarter aod will B innprcted by
e real meies o etler faetos

Acvopy of the pross release 10 attached & Fadubt Wi to thiv Ceneat Repot

SIGNATURES

Parstant fo the tequitements of the Secunrities Txelusee Actof 1934, the regasteant has duly eau ek 1l

reepont b Vacz ppenaeed ome 118 Bre b 14 Tay dhaee vrdersigmed heredato duly authopeed.
Ul laly 2, 2004

NELNET, HNCL

My & Mrohued LR §
B b L L | I 13
rirfe: ol 1 i i
HTE fsEr Fxr
i rcer)
EXHIBIT INDEXN
[ T I L Brcoyanmaon
441 rons Redeage deisd guly 20 2004

KX HIRET 99,1

fH s e et s netTdearDieail clm 2 CommaneTTFNNTACTIR =1 5SR6004FID-R Rand
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Meilia contacl: Sheila Odomn
402458 2329
pelneteosnrnunicationsi@nelnet e

Iiveston contact: Chery] Walson
LT A2
wivestortelaons@nelnet et

Yor nomediate telease
Felnel teconizes oo

(Lancoln, NE) - Today Nelnet annonmeed that, effective June 30, 2004, it will beptn Lo reconnive
micorie related 1o student loan portiolios funded from the proceeds of tax exempt bonds, including,
amvunts provicusly deferad through that date,

Based on provisions of the Thipher Education Act of 1965 and related interpretations, education leadirs
may receive special allowanee payments providing a 9.5% rate on loans previonsly financed will L
et oblipations dssned oo o 4 Yetober T, 1993 The compamny had previously sonpht confirmation
peprarding, whisd heer it allowed 1o recopmse specil allowanee theortee b v (s oomen rate of
et lor poreds throvsh March 31, 2004, as l-.|-|:1.‘1r.-1-.:1~.' disclosed, the company had dedared
resapniion of s excess inconne penerated by these loans pending satsfietory wsolunon of ths issue,
Adier constderation of cortiun clanfying information received in conneciion with the pasdance o had
sonne i, Melnet has concluded thar the camnings process has been completed. The compuy i e Ay
the related ncome B the current peerind, and wall recopize the related income for :'-!.1}1_'-'!_‘(|1|.L'1'|1 purtods
as earmed.

Barnings 1elated to the deferred income at March 31, 2004, winch deferred income was previously

e luded 0 other Habilities on Nelnet's balance sheet, liseether wath related meome penerated by these
loans during the second guarter, will be michided in the company's operating results for the guarter eanded
Jame 30, 2004, which e cxpected w b redeased at the end ol July

Recently named to the Russel] 3000 index and swardid the Fxceptional Performance designation by the
11,5, Department of Edueation, Nelnet s one of the leading educational finance conmpanies in dhe Unilel
Grates, With over $12 billion in total assers, Nelnet orizinates w excess of $2 mllion for self and ils
service parluers annually, and s servicing seftware isused by 33 clicuts, weludimg Nelor, 1 seiviee
over $46 billion i student loans. Melnet ranks :nong the nation's leaders in terms of Lolal student Tean
HERTE R

Additional mformation 1= svailable al wwow nelnetnet,

Nelnet offars a broad range of student loan and financial services and technology based products,
isciuding student loan erigination and lending, guaranice servicing, und o smic of seftware solutions.
Owur products are designed to simplify the student loan process by automating financial aid delivery, loan
proeessing, and funds disbursement, Our services help to Gacilitale and streamlme cdueation finance for
all involved in the mdusiry, including atudent and parent horrowers, lenders, Anancial did olficers,
saaranty Hgencies, govemental agencies, servicers, and the capital markets.

Lo fwww.nelnetinvestors.net/FdearDetal ¢fm?Company[D=NNI&LCIK-[258602& FID-8 - R/2/7004
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