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April 28, 1999

Honorable Richard W. Riley
Secretary of Education
Washington, DC 20202

Dear Mr. Secretary:

| am pleased to submit this Semiannual Report on the activities of the Department's
Office of Inspector General (OIG) for the six-month period ending March 31, 1999.
Submission of this report is in accordance with section 5 of the Inspector General
Act of 1978 (Public Law 95-452, as amended). The Act requires that you transmit
this report within thirty days to the appropriate congressional committees and
subcommittees, along with any comments you may wish to make.

Our efforts this period continued to advance both OIG3% and the Department?
mission and goals, through a carefully designed program of audits, investigations
and reviews intended to help managers administer their programs and carry out
their oversight responsibilities more efficiently, effectively and economically. We
have continued to monitor closely the Department? progress toward Year 2000
readiness, and performed risk assessments for the information systems involved in
the delivery of student financial aid to ensure that the Department is on track to
achieve Year 2000 readiness for systems supporting the student aid programs.

| look forward to continuing to work with you and Department managers as we
seek to ensure the efficiency, effectiveness and integrity of the Department?
programs and operations.

Sincerely,

John P. Higgins, Jr.
Acting Inspector General

Enclosure



| nspector General’s
M ESSAGE TO CONGRESS

To achieve our mission of promoting efficient and effective use of taxpayer dollars that support American
education, for the last six months we have continued to provide independent and objective assistance to
the Congress and the Secretary.

Our reviews of the Department’ s Year 2000 readiness and related matters have provided the Department
independent and objective evaluations. These evaluations have helped managers focus essential
resources on the Department’ s most critical information technology challenges. The Department has
made significant progressin recent months, reporting that it renovated, tested and implemented all its
mission-critical systems by the March 31, 1999 deadline set by the Office of Management and Budget.
Remaining potential risk areas, which the Department is currently addressing, include: end-to-end
testing, contingency planning, trading partner readiness, and new system functionality.

Although the Department has made a number of improvementsin itsinformation technology systems, it is
not implementing key provisions of the Clinger-Cohen Act. Full compliance will require implementing a
capital planning and investment control process, aswell as a systems information technol ogy
architecture.

In conjunction with the 1999 reauthorization of the Elementary and Secondary Education Act (ESEA), we
issued a“ Perspective Paper” recommending that the new ESEA: 1) contain clearly written statutory
language, 2) include only essential requirements, and 3) incorporate necessary controlsto ensure data
validity and reliability under the Government Performance and Results Act of 1993. We also used the
recommendations from the Perspective Paper to provide monitoring and reporting provisions for the
proposed Education Flexibility Partnership Act of 1999 (Ed-Flex).

Based on our audit findings and investigative experience involving fraud by student financial aid
consultants, we made a legidative recommendation to require the Department to perform an Internal
Revenue Service income data match for student financial aid applicants and their parents. Congress
included this recommendation in section 483 of the Higher Education Amendments of 1998; however, we
are concerned that to date this provision has not been implemented.

We previoudly reported that our audit of the Department’ s financial statements, mandated to have been
completed by March 1999, would be delayed because the Department’ s financial records were not ready
for audit. We only recently received the Department’strial balance and financial statements, and now
expect to complete the audit in October, rather than August as previoudly reported.

We look forward to continuing to work with Congress and Departmental managers in the coming months.
We will continue to work to ensure the efficiency, effectiveness and integrity of federal education
programs.

John P. Higgins, Jr.
Acting Inspector General
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EXECUTIVE SUMMARY

During the six-month period covered by this report, the Office of Inspector
Genera (OIG) continued to direct its activities and resources to the most critical
issues facing the Department. Our audit efforts this period focused on
information technology emphasizing Y ear 2000 reviews. Inthe area of
elementary and secondary education, we issued An OIG Perspective on the
Reauthorization of the Elementary and Secondary Education Act [ESEA], which
reflects our most recent work in reviewing ESEA programs. We also performed
other reviewsin elementary and secondary education and student financial
assistance programs stressing accountability issues, to ensure that Department of
Education (ED) programs are administered with efficiency, effectiveness and

integrity.

To more clearly delineate the strategic focus of our efforts during the period, the
accomplishments highlighted in this Executive Summary are organized according
to the goals of our Strategic Plan. More detailed descriptions of these and other
OIG work products and activities may be found in Abstract 1, Sgnificant Audits
and Audit-related Activities, and Abstract 2, Sgnificant Prosecutive Actions
Resulting from OIG Investigations.

GOAL 1: PROGRAMSAND OPERATIONSIMPROVEMENT

OIG products and services are used by the Department of Education,
Congress and other interested partiesto improve the efficiency,
effectiveness and integrity of education
programs and oper ations.

INFORMATION TECHNOLOGY

OIG continued to focus efforts on the Department’ s management of information
technology. During this period, we closely monitored the Department’ s progress
toward Y ear 2000 readiness and performed readiness assessments at guaranty
agencies and other external trading partners. We also continued our reviews of
the Grants Administration and Payment System and concluded audits on the
development of the Postsecondary Education Participants System and the Direct
Loan Origination and Consolidation Systems.

YEAR 2000 READINESS

The Department made significant progress in preparing for the Y ear 2000 and has
reported that al mission-critical systems were renovated, tested and implemented
by the March 31, 1999 deadline set by the Office of Management and Budget.
During this period, OlG monitored the progress of the Department’s renovation



effort and reported on the readiness of several guaranty agencies and other trading
partners.

— TitlelV programsrisk assessment (S11-80014)

In January 1999, we completed a Y ear 2000-readiness risk assessment for the 13
mission-critical systems involved in the delivery of student financial aid. We
reported that, except for minor issues, the work of independent verification and
validation contractors supported the Department’s conclusion that 10 of the 13
systems were renovated, validated and implemented. We also reported that the
Department was on track to achieve Y ear 2000 readiness for systems supporting
student financial aid programs, contingent on its ability to adequately address four
risk areas. 1) completion of end-to-end testing, 2) readiness of external trading
partners, 3) completion of contingency planning, and 4) monitoring of new
systems development.

— "Funding the Year 2000 Conversion, A Report on ED's Y2K Cost Estimates®
(ACN 11-80011)

We were unable to determine that the Department’s August 1998 estimated Y ear
2000 project costs of $38 million were reasonable because the Department did not
follow prescribed methodologies or update estimates to reflect actual
expenditures. Additionally, there was uncertainty associated with the cost of
contingency plans that had not yet been developed. The Department did not
receive significant funding earmarked for the Y ear 2000 readiness effort and
therefore paid Fiscal Y ear 1998 Y ear 2000-related contract costs with existing
appropriations. The absence of a capital planning and investment control process,
required by the Clinger-Cohen Act, prevented us from evaluating the impact that
funding the Y ear 2000 readiness project had on other Departmental operations.
We recommended improvements to the estimation process and the development
of afunding strategy to ensure that future costs, including contingencies, are
sufficiently funded.

— Readiness of trading partners

We conducted reviews of Y ear 2000 readiness at selected Department trading
partners and communicated the results to the Department to assist in its
development of contingency plans. During this period, we completed reviews at
four guaranty agencies and one public school district. Generally, we found the
progress at these entities to be satisfactory, except for one guaranty agency that
we assessed as cautionary. Issuesidentified at some of these agencies were
similar to those facing the Department: 1) data exchanges, 2) contingency
planning, and 3) risks associated with new systems. We will be working with the
Department to assess the Y ear 2000 readiness at additional guaranty agencies.

Ongoing reviews at two student financial aid servicers disclosed concerns about
their Y ear 2000 readiness. These servicers administer Title IV programs for
hundreds of schools. Due to the time constraints of the Y ear 2000 issue and the
potential impacts of servicer failures, we immediately communicated our
preliminary concerns to the Department. We provided recommendations to the



Department on how to mitigate the risks associated with potential Y ear 2000-
related failures at student financial aid servicers.

— Ongoing monitoring of the Year 2000 Project

OIG continues to monitor the Department’s progress in preparing for the Y ear
2000. OIG regularly attends meetings and advises the Y ear 2000 Steering
Committee established by the Acting Deputy Secretary. At the request of the
Department, OIG participated in contingency planning meetings and reviewed
documentation supporting the reported implementation of a sample of mission
important and mission supportive systems. In June 1999, OIG will report on our
review of the Department's Y ear 2000 compliance for the processing, delivery
and administration of Title IV programs as required by the Higher Education Act.

GRANTSADMINISTRATION AND PAYMENT SYSTEM (GAPS)

The GAPS system is a core component of the Department’s new Central
Automated Processing System. During this period, we worked with the
Department to resolve all 45 GAPS system security findings reported during the
previous semiannual period. Additionally, we conducted two reviews on the
GAPS reconciliation process. This process is an essential control which ensures
that expenditures and account balances are correct.

We found that although the Office of the Chief Financial/Chief Information
Officer (OCF/CIO) had closed out a backlog of hotline calls from recipients
concerning reconciliation problems, many of the recipients remained
unreconciled. If those records remain unreconciled, it islikely that errors will be
recorded in new grant accounts. In afollow-up review, we found that the
OCF/CIO made a genuine effort to respond to written requests for reconciliation
adjustments. However, we noted several weaknesses in the Department’s controls
over the reconciliation process.

SYSTEM DEVELOPMENT

We completed two audits of the Department’ s management of the system
development process.

—" Audit of the Postsecondary Education Participants System (PEPS)
Development” (ACN 11-70002)

The PEPS system is a mission-critical system designed to assist the Office of
Student Financial Assistance Programs in meeting its responsibility to manage
and monitor all organizations that participate in the delivery of federal student
financial assistance programs. We found that the system encountered delays and
suffered from inadequate attention to data integrity problems during its early
years. Despite these problems, users generally expressed the opinion that the
system will serve the Department well when fully implemented. We identified
three areas where the Department’ s systems development processes could be
improved: 1) implementation of capital planning provisions of the Clinger-Cohen



Act, 2) assuring the quality and completeness of data, and 3) strengthening
controls over information technology contracting.

—“Direct Loan Origination and Consolidation Systems’ (ACN 11-70010)

The objectives of our audit were to determine whether the Department adequately
defined its requirements for these systems and whether the Department adequately
tested requirements prior to system start-up. We found that the requirements were
not adequately defined or tested prior to system start-up. The body of our report
details findings specific to the development and implementation of these systems.
However, the recommendations presented address general control weaknesses,
and provide suggestions that can be used to improve the Department’ s future
systems development and implementation processes overall to avoid the
difficulties and delays encountered here.

ELEMENTARY AND SECONDARY EDUCATION

OIG has been involved in efforts to improve the effectiveness of school districts
use of federal education funds. This period saw the issuance of two products that
could have an impact on the reauthorization of the Elementary and Secondary
Education Act: 1) An OIG Perspective on the Reauthorization of the Elementary
and Secondary Education Act and 2) an audit, Safe and Drug Free Schools:
Increasing Accountability and Preserving Flexibility. OIG also participated in
Improving America’ s Schools conferences held last fall, and provided input to
Congress concerning the proposed Education Flexibility Partnership Act of 1999.

REAUTHORIZATION OF THE ELEMENTARY AND SECONDARY
EDUCATION ACT

— “An OI G Perspective on the Reauthorization of the Elementary and
Secondary Education Act” (S14-80010)

In anticipation of the 1999 reauthorization of the Elementary and Secondary
Education Act (ESEA), OIG conducted audits and reviews, actively engaged in
the Cooperative Audit Resolution and Oversight Initiative, and participated in
Department work teams, Program Coordination Review teams and ESEA-related
conferences. Using these audits and reviews, as well as our experience with
related ESEA initiatives, we developed a paper to provide our perspective on the
ESEA reauthorization.

Based on our experience with ESEA programs, we concluded that the
reauthorized ESEA should be written in “plain language” to ensure the uniform
interpretation and implementation of the law and include only the essential
requirements needed to achieve desired program results. This paper provides a
set of three “common sense” tests for determining necessary and comprehensible
compliance requirements and how they might be formulated to incorporate the
requirements of the Government Performance and Results Act of 1993. We
further recommended minimum standards for state education agency monitoring
of ESEA programs, and suggested a stronger role for the Department of
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Education in the oversight of ESEA program integrity. The paper aso provides a
compendium of pertinent audit results with recommendations for legislative
changes. This paper is designed to assist the Department and Congressin
determining needed revisions, additions and/or deletionsto the ESEA.

— "Safeand Drug Free Schools: Increasing Accountability and Preserving
Flexibility" (ACN 03-80001)

Our audit report stated that state and local education agencies (SEAs and LEAS)
need more guidance and/or technical assistance to maximize the impact of their
programs under the Safe and Drug Free Schools and Communities Program. The
report summarizes our review at the Department’s program office, four states and
26 LEAs.

The Department's Safe and Drug Free Schools (SDFS) application process has
improved. However, in three of the four states reviewed, the performance
indicators developed by most LEASs were output-based, rather than outcome-
based. The three states said that ED needed to provide more technical assistance
on outcome-based performance indicators.

The Department has taken important steps to assist states in maximizing the
impact of their SDFS programs, issuing "Principles of Effectiveness' and holding
anational conference on the Principles in the summer of 1998. The Department
is aso planning additional technical assistance.

— Improving America's Schools conferences and presentations

OIG staff participated in a number of conferences and presentations throughout
the country on Improving Americas Schools. The conferences (Denver,
Colorado; Portland, Oregon; and Nashville, Tennessee) focused on many different
issues, including Schoolwide programs, integration of funds to support
educational reform, and reauthorization of the ESEA. Also at these conferences,
OIG staff gave presentations concentrating on the integration of fundsin
Schoolwide programs and led roundtable discussions on flexibility within the
ESEA.

PROPOSED EDUCATION FLEXIBILITY PARTNERSHIP ACT OF 1999

In response to Congressional requests, OIG staff provided the Subcommittee on
Early Childhood, Y outh, and Families with comments on the proposed Education
Flexibility Partnership Act of 1999 (Ed-Flex). Our comments included suggested
statutory language making the provisions on monitoring more detailed to provide
better guidance to the SEAs. We aso recommended provisions designed to meet
the expectations and requirements of the Government Performance and Results
Act of 1993. The comments and statutory language provided to the
Subcommittee reflected the findings and recommendations included in our paper,
An OIG Perspective on the Reauthorization of the Elementary and Secondary
Education Act, issued during this reporting period and described above.



STUDENT FINANCIAL ASSISTANCE

STUDY OF COST ISSUES: FEDERAL FAMILY EDUCATION LOAN
PROGRAM AND FEDERAL DIRECT LOAN PROGRAM (CN S13-70001)

OIG conducted a study of cost issuesto assess their impact on the Federal Family
Education Loan Program and Federal Direct Loan Program for fiscal years 1996
and 1997. Our study drew a distinction between “subsidy” costs—which are
largely uncontrollable but constitute the mgjority of costs of the programs—and
“administrative” costs—which are lesser but more controllable. We concluded
that in any given year, either program’ s total costs (subsidy and administrative)
might be greater given the impact of prevailing economic conditions on subsidy
costs. Second, we concluded that inefficiencies likely affect the Department’s
administration of the two programs.

SYSTEMSCONTRACTING FOR OPERATION OF THE TITLE IV WIDE
AREA NETWORK

We performed areview of the Department’s contract for operating the Title IV
Wide Area Network (TIVWAN). The TIVWAN links thousands of users across
the United States, itsterritories, and certain Department-designated foreign
countries, to the Higher Education Act's Title IV student financial aid programs
delivery systems. We issued a series of action memorandato alert the
Department to issues identified during our review. We reported concerns about
informal task orders and modifications to the contract, noncompetitive awarding
of additional tasks that appear outside the contract’s original scope, outstanding
TIVWAN remittances to the Department, and changes resulting in overcharges
for key personnel.

FY 1998 FINANCIAL STATEMENT AUDIT

In Semiannual Report No. 37 (page 3), we reported that the financial statement
audit that is statutorily mandated to be completed no later than March 1, 1999 had
been delayed. The Chief Financial Officer reported that the Department’s
accounting books and records would not be ready for audit until February 1999.
We only recently received the Department’ s trial balance and financial
statements, and now expect to complete the audit in October, rather than August
as previously reported.

GOVERNMENT PERFORMANCE AND RESULTSACT

The Government Performance and Results Act (GPRA or the Results Act) isthe
centerpiece of a statutory framework that Congress put in place to improve federal
management and provide a greater focus on results. GPRA requires that federal
agencies prepare afive-year strategic plan and annual performance plans
beginning with fiscal year 1999. The Results Act also requires that federa
agencies prepare performance reports. The first performance report on fiscal year
1999 is due in March 2000.



OIG ACTIVITIESTO ADVISE AND ASSIST THE DEPARTMENT

OIG has participated in an advisory capacity to the Department in its
implementation of the Results Act and will continue to do so. During this period,
OIG staff reviewed and provided comments on the Department’ s data standards.
A draft of those data quality standards was included in the Department’s FY 2000
Annual Plan.

OIG RESULTSACT WORK

As previously reported, the Department’ s Strategic Plan includes an OIG
recommendation that Department managers assert that the data used for their
program’s performance measurement are reliable or, if not reliable, detail plans
for improving the data or finding alternative sources. In An OIG Perspective on
the Reauthorization of the Elementary and Secondary Education Act, we
recommended that a similar assertion be incorporated into the reauthorized ESEA
to assure the validity and reliability of data from state and local levels. This data
assertion recommendation from the “ Perspective Paper” also was incorporated
into the Oversight and Reporting Section of the proposed Education Flexibility
Partnership Act of 1999 (Ed-Flex).

During this semiannual period, OIG visited four SEASs to identify controls that
ensure the reliability of performance data submitted by SEAs to the Department
for the Title | and Vocational Education programs. OIG will also identify
limitations of, or weaknesses in, the performance data and the barriers or
obstacles to improving the quality of that data. During the next semiannual
period, OIG plans to perform work at additional SEAs and will begin work to
assess the Department’ s controls over the data received from SEAS.

AUDIT RESOLUTION PRACTICESAND QUALITY INITIATIVES

COOPERATIVE AUDIT RESOLUTION AND OVERSIGHT
INITIATIVE (CAROI)

As reported in previous Semiannual Reports, we have been working with an
intradepartmental team on a wide-ranging project known as the Cooperative Audit
Resolution and Oversight Initiative (CAROI). CAROI is a collaborative method
in which states and the Department of Education work together to help solve
recurring problems identified in single audits and OIG audits. The goal of
CARQOI isto improve education programs and student performance at state and
local levels through better use of audits, monitoring, and technical assistance.

This period, OIG staff participated in several CAROI initiatives:

— Cooperative efforts with states

OIG continues to work with Departmental staff and the Commonwealth of Puerto
Rico to complete the cooperative resolution of an audit of time distribution. In
Washington State, Ol G worked with the State Auditor’ s Office on a pilot project
designed to provide an annual overall state-level audit. In Forida, OIG is



working with a group of other ED staff members and Florida representatives to
resolve multiple audit findings affecting multiple Department program offices
from fiscal years 1993 through 1997. In lllinois, OIG isworking to resolve an
audit finding concerning the adequacy of support for the allocation of
administrative coststo federal programs.

— Cooperative efforts with the Department

OIG continues to work with the Department to help it transition to a
comprehensive, cooperative audit resolution process. Toward thisend, we are
working with other Department offices to document the proceduresto be used in a
cooperative audit resolution process. The goal isto produce a model process for
use by the Department, other federal agencies, and states.

— CAROI web site

OIG worked with other Departmental staff to produce a state-of-the-art web site.
The web site provides information specific to CAROI as well as links to many
other sites that provide useful information including guidance for Schoolwide
programs and flexibility issues. The site is designed to respond to the needs of the
users providing a “frequently asked questions’ link and the CAROI Guide (when
completed). The web site addressis. www.ed.gov/initCAROI.

¢ QUALITY INITIATIVES

We continued to focus on improving audit quality by performing quality control
reviews (QCRs) of the audit working papers prepared by independent public
accountants (IPAs) who audit ED programs. We summarized the results of the
student financial assistance QCRs performed in fiscal year 1998 that pertain to
audits of fiscal years 1996 and 1997. We expect to issue afinal report to the
program office during the next reporting period. The results indicate that
approximately 46 percent of the audit working papers were deemed substandard
or significantly inadequate, despite some improvement over the prior year.

We will take appropriate action—which may include referrals to the State Boards
of Accountancy and to the American Institute of Certified Public Accountants—
against IPAs whose audits disclose recurring substandard performance or
significant inadequacies. 1n addition, practitioners who are referred may be
subject to suspension and debarment from federal programs and to civil action.



GOAL 2: PROGRAMSAND OPERATIONSINTEGRITY

OIG’swork discloses significant fraud, waste and abuse;
resultsin enforcement and corrective actions;
and promotes deterrence.

FAILURETO COMPLY WITH THE TITLE IV REVENUE PERCENT RULE

The 85 Percent Rule required proprietary institutions of higher education
participating in the Department’ s student financial assistance programs to obtain
no more than 85 percent of their revenues from Title IV sources. The
reauthorization of the Higher Education Act, in October 1998, changed the
percentage from 85 to 90 percent. OIG work this period disclosed several
instances in which schools did not adhere to the Title IV Percent Rule in effect for
the period covered by the audits, reviews and investigations, resulting in the
disbursement of federal SFA funds to which the schools were not entitled.

—" Treatment of I nstitutional Loans, I nstitutional Matching Funds and Perkins
Loan Program in the 85 Percent Rule Calculation” (SFA 99-07)

We alerted the Office of Student Financial Assistance Programs that ED needsto
emphasize to proprietary institutions the amounts that can be included when
calculating their percentage of revenue from Title IV programs under the 85 (90)
Percent Rule. We aso said that the Department needs to provide guidance on the
amounts that institutions should include in the 85 (90) Percent Rule calculation
for the Perkins Loan Program.

As part of our assessment of the Department's implementation of the 85 Percent
Rule, we conducted 20 audits of proprietary institutions to determine whether the
institutions had met this institutional eligibility requirement. In 11 of the 20
audits, we found that institutions were including amounts in their calculation that
did not represent revenue, i.e., amounts accounted for on a cash basis representing
actual cash in-flows.

— " Academy Pacific Business and Travel College Was Not in Compliance
With the 85 Percent Rule" (ACN 09-80023)

Our review found that Academy Pacific Business and Travel College, Los
Angeles, California, received only 12.41 percent of its revenues from non-Title IV
sources during the fiscal year ended December 31, 1995. Asaresult, the
institution was ineligible to participate in the Title IV programs as of January 1,
1996. Academy Pacific also failed to meet the 85 Percent Rule in its fiscal years
ended December 31, 1996 and 1997. As of May 31, 1998, Academy Pacific had
received $1,935,364 in grants and disbursed $4,714,324 in loans after the
institution became ineligible.

OIG investigations have al so disclosed instances of noncompliance with the 85
Percent Rule, asin the following case, which resulted in an indictment this
period.



— College officials and three corporations indicted for falsely reporting
compliance with the 85 Percent Rule

Jose Sosa Funes and Katherine Kuhn, the president and vice president,
respectively, of Emory College of Puerto Rico, were arrested pursuant to an
indictment issued by a federal grand jury in San Juan, Puerto Rico. Also indicted
were three corporations. Emory College of Puerto Rico, Emco Investment Inc.
and Tulip, Inc. Investigation developed evidence that Sosa and Kuhn requested
$3,150,309 and fraudulently obtained $2,485,728 in Pell Grant and Federal
Family Education Loan Program funds after falsely reporting to the Department
that Emory College of Puerto Rico had complied with the 85 Percent Rule.

REAUTHORIZATION OF THE HIGHER EDUCATION ACT (HEA)

— OIG proposalsincluded in HEA reauthorization

The OIG submitted 17 proposals to Congress for consideration in the 1998
reauthorization of the Higher Education Act, which passed in October. Four of
our proposals were fully adopted by Congress and five other proposals were
partially adopted.

We are nevertheless disappointed that several critical proposals to ensure integrity
and provide for improvement in the SFA programs are not reflected in the
amended HEA. We remain convinced that many of these recommendations—
particularly our proposal to legisate performance standards for vocational
schools—should be considered for future amendments to the HEA to enable
program performance measurements for the Government Performance and
Results Act.

MANIPULATION OF THE COHORT DEFAULT RATE

By statute and regulation, the Department utilizes a formula for calculating the
Federal Family Education Loan Program (FFELP) cohort default rate of
participating schools. Prior to the Higher Education Amendments of 1998,
schools having an annual cohort default rate exceeding 25 percent for three
consecutive years were prohibited from continued participation in the FFELP.

To date, the Department has removed the FFELP dligibility of some 1,065 schools
based upon excessive cohort default rates. Under a provision of the Higher
Education Amendments of 1998, schools with cohort default rates exceeding 25
percent for three consecutive years are now prohibited from participation in all
Title 1V programs.

The OIG has uncovered evidence that certain schools may have engaged in
practices designed to fraudulently manipulate their cohort default rate
calculations. Our investigations have revealed that schools endeavoring to
manipulate cohort default rates have submitted fraudulent borrower deferments
and forbearances and made token loan payments to loan servicing agencies. In
this reporting period, the former owner of an Elizabeth, New Jersey beauty school
pled guilty to fraudulently manipulating his school's cohort default rate. His
sister, also an owner of the school, and three former employees also have been
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charged inthiscase. Investigation disclosed that the school fraudulently received
in excess of $846,000 in Title IV funds as aresult of this activity.

During this reporting period, we presented materials and conducted a briefing on
the fraudulent manipulation of cohort default rates to staff of the House
Subcommittee on Human Resources, Committee on Government Reform and
Oversight.

STUDENT FINANCIAL ASSISTANCE (SFA) MARKETING COMPANY/
CONSULTANT FRAUD

Our investigative efforts in this area expanded in recent months with the opening
of eight additional cases involving allegations of fraud on the part of individual
consultants and/or SFA marketing companies. The consultants allegedly assist
students and parents in using false income and other financial datato obtain
student financial aid to which they would not be entitled. This assistance may
include, but is not limited to, preparing false income-tax returns to be used for
verification purposes. Typically, these individuals charge their clients a fee of
between $275 and $350 or a percentage of the total financial aid award received.

During this reporting period, a Michigan consultant was sentenced and a New

Y ork consultant admitted guilt for such activity. Both investigations involved the
preparation of fraudulent Free Applications for Federal Student Aid, as well as
fraudulent tax returns and other supporting documentation used by the
Department and colleges in awarding financial aid.

Based in part upon the audit and investigative work of the OI G, the Higher
Education Amendments of 1998 passed during this reporting period included a
provision to allow for the matching of applicant income data with the Internal
Revenue Service (IRS). However, a match has not yet been implemented. Based
upon our work, OIG believes that problems surrounding financial aid
consultants and SFA marketing companies may be more extensive than has
actually been documented. We strongly urge that the provision be implemented
as soon as possible.

LENDER AND GUARANTY AGENCY FRAUD

The OIG continues to pursue cases of due diligence fraud committed by financial
institutions against the FFELP. Over the past severa years, OIG has investigated
several cases of due diligence fraud committed by loan servicing companies.
These investigations to date have led to ordered restitution and fines in excess of
$61 million.

During this reporting period, two corporate entities entered into settlement
agreements with the United States in civil cases based on OIG investigations.
Whitney National Bank, New Orleans, Louisiana, agreed to pay a civil settlement
that alleged the falsification of due diligence requirements prior to the submission
of loans to three guaranty agencies for default claims. In accordance with the
settlement, the bank paid $6.1 million in claims and damages.
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Additionally, investigative work performed by OI G during this period in the area
of due diligence fraud also led to the filing of an April 8, 1999, civil complaint in
U.S. District Court in Chicago, lllinois, against Corus Bankshares, Inc. and Corus
Bank, Inc. for violations of the False Claims Act. The complaint alleged that the
bank, as successor in interest to River Forest Bancorp, Inc., submitted thousands
of false claims, resulting in improper reinsurance payouts totaling more than
$11.8 million. These claims for defaulted student loans allegedly misrepresented
the bank’ s loan servicing due diligence activity. Further details regarding this
action will appear in our next Semiannual Report.

In another matter involving fraud by financial institutions against the FFELP, five
former board members of the Education Assistance Corporation (EAC), a
designated guaranty agency in South Dakota, agreed to pay $250,000 as part of a
civil settlement which alleged that they had defrauded the Department by entering
into agreements with two for-profit corporations, Tel Serv and Aberdeen Real
Estate. The scheme involved submission of false claims for payment from the
EAC reserve fund to the two corporations.

POSTSECONDARY SCHOOL FRAUD

During the reporting period, Ol G devoted substantial resources to investigations
of postsecondary school owners, officials and employees. As outlined in Abstract
2, Sgnificant Prosecutive Actions Resulting from OIG Investigations, 16
vocational school owners and/or employees and six employees of other
postsecondary schools were the subjects of prosecutive activity in connection with
the administration of the student financial aid programs.
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Abstract 1

SIGNIFICANT AUDITS
AND AUDIT-RELATED ACTIVITIES

October 1, 1998 — March 31, 1999

— Information Technology —

FUNDING THE YEAR 2000 CONVERSION,
A REPORT ON ED'sYEAR 2000 CosT ESTIMATES

ACN 11-80011 December 18, 1998

Our report on the Department’ s (ED’ s) cost estimate for addressing Y ear 2000 problems included
three observations. First, although ED implemented a process for developing Y ear 2000 project
cost estimates, we could not determine that ED’ s estimate reasonably reflected the actual costs to
be incurred for the Y ear 2000. Second, ED did not receive significant funding earmarked for the
Y ear 2000 renovation and funded the costs with existing appropriations. Third, we were unable to
evaluate the effect of the Y ear 2000 project conversion on other Department information
operations, as ED has not implemented a capital planning and investment control process. We
provided recommendations to improve the cost estimation process and to coordinate a funding
strategy to ensure that future costs are sufficiently funded.

REVIEW OF YEAR 2000 RELATED RISk TO PROGRAMS
ADMINISTERED UNDER TITLE |V OF THE HIGHER EDUCATION ACT

S11-80014 January 15, 1999

Our review assessed the risk of the Department’ s systems and hardware not being able to process
student financial assistance (SFA) datain the Y ear 2000. Our assessment addressed the state of
readiness of ED’s 13 mission-critical systems involved in the delivery of SFA asreported by ED’s
Independent Verification and Validation (I and V) contractors.

We found that, based on the progress made in recent months, the risk of ED’ s systems and
hardware not being ready for Y ear 2000 had been significantly diminished. At the time of our
review, 10 of the 13 mission-critical systemsinstrumental in the delivery of SFA had been
reported by ED asrenovated, validated and implemented. We concurred that all remaining
systems should be implemented by March 31, 1999.

We noted that ED had not included end-to-end testing and contingency plans, although both were

in process and on schedule to meet OMB required dates. These two areas of risk, along with
external trading partners and planned system enhancements, will warrant continued monitoring.
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AUDIT OF THE POSTSECONDARY EDUCATION PARTICIPANTS SYSTEM
[PEPS] DEVELOPMENT

ACN 11-70002 February 12, 1999

The objective of our audit wasto assess the Department's management of the PEPS system
development process. Generally, we found that PEPS featured many quality project-development
attributes, but encountered delays due to weaknesses in the Department’s capital planning and
investment control process, and suffered from inadeguate attention to data integrity problems
during its early years.

Despite the delays and the data concerns, system users generally expressed the opinion that the
PEPS system will serve the Department well when it is fully implemented. We identified the
following three areas where ED’ s processes could be improved.

1) ED needsto accelerate its implementation of the capital planning provisions of the Clinger-
Cohen Act. Thiswould, in our opinion, help ED to avoid the recurrence of many of the
problems that led to delays with PEPS development, and would strengthen future ED
information technology (IT) development projects.

2) ED should take stepsto assure the quality and completeness of PEPS data. Although the
Department hasinitiated several efforts to improve the quality of the PEPS data during the
past several years, to date a thorough, independent data reliability assessment has not been
performed. For the Department to obtain the full benefit from the PEPS system, it should take
steps to assure the system’ s user community of the quality and reliability of the PEPS data.

3) Controlsover IT contracting need to be strengthened to address system transition. The PEPS
development contract with the original contractor did not include a provision for the transfer
of critical system documentation and source code to the subsequent contractor. This oversight
resulted in a significant delay in PEPS development during 1995 and 1996, and additional
cost to the development effort. ED was eventually able to provide the subsequent contractor
with the necessary documentation to resume project development, but lacks specific guidance
to prevent recurrence of transition problems with future development efforts.

REVIEW OF THE DEPARTMENT’' SREQUIREMENTS DEFINITION & TESTING PROCESSESFOR THE
L oAN ORIGINATION AND L OAN CONSOLIDATION SYSTEMS

ACN 11-70010 March 30, 1999
The objectives of our audit were to determine whether the Department adequately defined its
system requirements for the Loan Origination and Loan Consolidation Systems (LOS/LCS)
contract, and whether the Department adequately tested requirements prior to system start-up. Our
review identified the following weaknesses:
1) System requirements were not adequately defined.
2) System specifications and documentation provided to EDS were incomplete and outdated.
3) Test scenarios and test cases did not ensure that the systems met the required functionality.
4) Overal documentation supporting the system testing was poorly maintained.
5) System-generated management information reports were not reviewed or tested.
6) System interfaces were not adequately tested prior to system implementation.
The body of our report detailed findings specific to the LOS/LCS development and

implementation. The recommendations presented, however, addressed general control weaknesses
noted and provided recommendations ED can use to improve the Department’ s future system
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development and implementation processes overall, to avoid the difficulties and delays
encountered with LOS/LCS.

REVIEW OF THE ILLINOIS STUDENT ASSISTANCE COMMISSION'S
Y EAR 2000 READINESS PLANS

ACN 05-90019 March 24, 1999

Our review of the lllinois Student Assistance Commission's (ISAC) Y ear 2000 readiness plans
indicated that the entity had sufficient controls in place to reasonably ensure it was making
satisfactory progress inits Y ear 2000 efforts. We believed that ISAC’ s Y ear 2000 efforts were
satisfactory, because the entity exhibited acceptable performance in all key phases of the Y ear
2000 project management process, with the following exceptions:

1) I1SAC was not scheduled to completeits Y ear 2000 plans until June 1, 1999, which is after the
March 1999 date recommended by the Department.

2) 1SACwasstill in the process of developing some aspects of its contingency planning.

I'n our opinion, these exceptions were not yet significant. Nonetheless, we recommended that the
Chief Operating Officer, Office of Student Financial Assistance Programs, monitor ISAC’'s
progress relative to these areas.

REVIEW OF THE FLORIDA OFFICE OF STUDENT FINANCIAL ASSISTANCE
Y EAR 2000 READINESS PLANS

ACN 04-80029 November 24, 1998

Our review of the Florida Office of Student Financial Assistance’s (FOSFA) Y ear 2000 readiness
indicated that the entity had a plan in place to addressits Y ear 2000 efforts. FOSFA had
contracted with EDS, the servicer of the Forida Student Loan System, to make necessary Y ear
2000 renovationsto their loan management system. Although FOSFA had developed, through its
contractor, plans to address the key phases of the Y ear 2000 readiness, they were three months late
starting their Y ear 2000 process. At the time of our site visit, EDS had completed the awareness
phase and was approximately 67 percent complete with the assessment phase. In addition, we did
not believe that FOSFA’ s contingency plan related to potential Year 2000 failure was adequate.
Finally, FOSFA was in the process of awarding a new servicer contract, which was scheduled to
dtart at the same time their Y ear 2000 efforts were to be completed by EDS. Asaresult of these
items, we categorized FOSFA’s Y ear 2000 efforts as cautionary.

REVIEW OF THE Y EAR 2000 READINESS PLANSAT FINANCIAL AID MANAGEMENT FOR
EDUCATION, INC. FORT LAUDERDALE, FLORIDA

ACN 04-90010 March 31, 1999

The review of Financial Aid Management for Education’s (FAME) Y ear 2000 readiness plans
indicated that the entity had instituted controls to reasonably ensure it is making satisfactory
progressinits Year 2000 efforts. Although FAME was making progressinits Y ear 2000 efforts,
we categorized FAME’s Y ear 2000 plans as cautionary because of concerns in three of the
planning stages.

At the time of the site visit, FAME officials indicated that they were approximately two-thirds
complete with their Y ear 2000 changes and modifications to their computer systems. The
anticipated completion to their student financial aid programs was the end of February 1999, with
full Year 2000 compliance the second quarter of 1999.

16



FAME has completed its assessment, awareness, and renovation stages as related to its student
financial aid programs; however, we had several concerns with its planning processin the
renovation, validation and implementation stages. These concerns were:

1) FAME had not performed a complete inventory of its clients hardware to ascertain year 2000
compliance;

2) FAME had not performed a complete testing of its systemin a 'Y ear 2000 environment; and

3) FAME had not finalized its Y ear 2000 contingency plans.

REVIEW OF CALIFORNIA STUDENT AID COMMISSION’S Y EAR 2000 READINESS PLANS
ACN 09-80032 November 13, 1998

Our review of the California Student Aid Commission’s (CSAC) Y ear 2000 readiness plan
indicated that the entity had sufficient controls in place to reasonably ensure satisfactory progress
inits'Year 2000 efforts. We conducted our work at CSAC as part of alarger OIG project to
evaluate Y ear 2000 readiness at a sample of guaranty agencies.

CSAC founded EDFUND, a non-profit corporation, in January 1997 asits auxiliary organization
to assist CSAC in operating and administering the federal student loan program. We examined
documentation supporting EDFUND’ s reported progress for each phase of the Y ear 2000 project.
We learned that EDFUND had completed the awareness and assessment phases for its systems.
While it had not established an overall organizational Y ear 2000 contingency plan, EDFUND had
demonstrated a recognition of the need for contingency planning that goes beyond the traditional
emergency planning. EDFUND asserted it would complete contingency planning in the first
quarter of 1999.

REVIEW OF DETROIT PuBLIC SCHOOLS' YEAR 2000 READINESS PLANS
ACN 05-90021 February 26, 1999

Our review of the Detroit Public Schools (DPS) Y ear 2000 readiness plansindicated that the
entity appeared to have sufficient controls in place to reasonably ensure that it was making
satisfactory progressinits Y ear 2000 efforts. We believed that DPS' Y ear 2000 efforts were
satisfactory because the entity exhibited acceptable performance in all key phases of the Y ear
2000 project management process. However, DPS had not established an overall organizational
contingency plan.

DPS recognized that it must have a contingency plan in the event of a'Y ear 2000-induced system
failure. DPS advised usthat it planned to hire a vendor soon to complete a contingency plan that
would include a disaster recovery plan and a business resumption plan. Without a contingency
plan, DPS could experience severe adverse effects in the event of a system failure related to a 'Y ear
2000 problem.

— Elementary and Secondary Education —

AN Ol G PERSPECTIVE ON THE REAUTHORIZATION OF THE
ELEMENTARY AND SECONDARY EDUCATION ACT

S1480010 February 24, 1999
The Department and Congress have an opportunity to improve the effectiveness and efficiency of

the Elementary and Secondary Education Act of 1965 (ESEA), as amended by the Improving
America s Schools Act of 1994, and align the ESEA with the Government Performance and
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Results Act of 1993 (Results Act). In the 1994 reauthorization, Congress legislated greater
flexibility in the administration of ESEA programs in return for increased accountability for
results. The Department and Congress should build on this effort and continue improvementsin
the ESEA programs.

To assist in thisimportant task, we recommended the following:

1) Thereauthorized ESEA should be written in plain language that is clear enough to permit
implementation of the law at the state and local levels without the need for extensive
technical assistance.

2)  Thereauthorized ESEA needsto require not only the compilation of datafor usein
determining student achievement and program effectiveness, but also should take into
consideration the need to assure the validity and reliability of data provided for that purpose
by the state and local entities.

3)  To more effectively produce the data required by the Results Act, the Department should
use an Ol G-developed test to help determine whether ESEA data collections fulfill the need
for valid and reliable data.

4) The Department should establish minimum standards for SEAs in monitoring the LEA
administration of ESEA programs.

5)  The Department should play a more active role in ensuring ESEA program integrity by
developing an oversight systemthat: @) integrates program reviews, audits, technical
assistance, grantee reporting and evaluation studies; b) emphasizes follow-up of corrective
actions; c) takesinto account results of state analyses of LEA single audit findings; and d)
otherwise ensures compliance with program requirements.

The final section of this paper is a summary of major audit results and reviews regarding charter
school accountability, the flow of Title | program dollars to the schools, the use of Title X1V
flexibility provisions and other related matters.

SAFE AND DRUG FREE SCHOOLS:
INCREASING ACCOUNTABILITY AND PRESERVING FLEXIBILITY

ACN 03-80001 December 21, 1998

Our audit found that state and local educational agencies need more guidance and/or technical
assistance to maximize the impact of their programs under the Safe and Drug Free Schools and
Communities Act. The report summarizes our review at the federal program office, four states
and 26 local educational agencies (LEAS).

Our review found that the Department's Safe and Drug Free Schools (SDFS) application process
had improved from the interim program year (1995/96) to the year under review (1996/97). These
improvements resulted in stronger management controls during the application review process and
additional technical assistanceto states. Asaresult, states' applications approved by ED included
outcome-based performance indicators for the SDFS program. In three of the four states
reviewed, however, the performance indicators developed by most LEASs were output-based. The
three states said that ED needed to provide more technical assistance on outcome-based
performance indicators.

The Department has developed the * principles of effectiveness,” which became effective July 1,
1998. These principles provide a framework to help recipients of SDFS state and local grant funds
to design, implement and evaluate programs in order to use the funds as efficiently and effectively
aspossible. In June 1998, the Department held a national conference on the principles and is
planning additional technical assistance.
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AUDIT OF UNEMPLOYMENT AND WORKERS COMPENSATION CHARGESBY THE
DETROIT PuBLIC ScCHOOLS, DETROIT, MICHIGAN

ACN 05-90005 February 2, 1999

Our report found that the Detroit Public Schools (DPS) did not annually calculate the
unemployment and workers compensation portion of its fringe benefit rate because it did not have
aformal policy requiring the annual calculation. 1f DPS does not calculate a new rate annually, it
could overcharge the federal programs for unemployment and workers compensation costs. We
believe sound business practices dictate that reasonable costs should be estimated using historical
experience and reasonable assumptions. When historical data show large fluctuations from year to
year, a sound business practice would dictate annual calculations of the fringe benefit rates.

DPS last calculated new unemployment and workers compensation fringe benefit rates using
1994-1995 award year data. An analysis of the unemployment costs disclosed large fluctuating
costs ranging from a 183 percent increase in 1995-96 and a 9.89 percent increase in 1996-97 to a
58 percent decrease in 1997-98. In addition, an analysis of the workers compensation costs for
1995-96, 1996-97 and 1997-98 disclosed that actual costs were 13 to 16 percent higher than the
1994-95 costs that were used to calculate therate. Asaresult, DPS undercharged the federa
programs for unemployment and workers compensation costs during the three-year period.
During our on-site field work, DPS was recalculating its unemployment and workers
compensation rates using 1997-98 costs. If it does not calculate new rates, DPS could overcharge
the federal programs.

DPS agreed with the finding and acknowledged that the calculation of fringe benefits had not been
performed consistently during the past four years. DPS indicated that it had developed both a
procedure for annually calculating the fringe benefit rate and a policy describing the methodology
used for the calculation.

STATE OF MISSOURI SUSTAINABILITY OF THE SCHOOL-TO-WORK OPPORTUNITIES PROGRAM
ACN 07-80004 November 30, 1998

The audit objective was to determine whether Missouri had institutionalized elementsthat are
indicative of a sustainable School-to-Work (STW) system. Missouri had taken measures that
would contribute to system sustainability, such asits Comprehensive Guidance Program and the
Outstanding Schools Act of 1993, which supports educational reform and workforce development
issues. However, we also found areas in which actions could be taken to increase the likelihood
that Missouri’s STW system will be sustained after federal funding ceases.

We recommended that the National School-To-Work Office work with Missouri STW officials to
help them implement the recommendations to improve sustainability. Although the Missouri
Department of Elementary and Secondary Education did not fully concur with the findings, they
generally concurred with our recommendations.
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Student Financial Assistance

StuDY OF COST | SSUES:
FEDERAL FAMILY EDUCATION LOAN PROGRAM AND FEDERAL DIRECT L OAN PROGRAM

CN S13-70001 March 18, 1999

OIG conducted a study of cost issues to assess their impact on the Federal Family Education Loan
Program and Federal Direct Loan Program (FDLP) for fiscal years 1996 and 1997. Our study
drew adistinction between “subsidy” costs—which are largely uncontrollable but constitute the
majority of the costs of the programs—and “administrative” costs—which are lesser but more
controllable. We concluded that in any given year, either program’ s total costs (subsidy and
administrative) might be greater given the impact of prevailing economic conditions on subsidy
costs. Second, we concluded that inefficiencies likely affect the Department’ s administration of
the two programs.

To approximate the effect of these inefficiencies, we compared our estimate of the Department’s
cost to manage the FDLP— $17 per loan— to the average cost which we estimated (based on U.S.
Treasury research) that large private lenders would have incurred to manage the FDLP program—
$13 per loan.

To improve its administration of the loan programs, we suggested that the Department:
1) institute an activity-based costing system;
2) track employees time to the program and the activity they work on;

3) develop modelsto predict borrowers behavior, loan volume projections, and cost effects of
management decisions; and

4) consider and take appropriate actions to address possible reasons for cost efficiencies.

ACADEMY PACIFIC BUSINESS& TRAVEL COLLEGE ELIGIBILITY TO
PARTICIPATEINTITLE IV PROGRAMS

ACN 09-80023 December 21, 1998

The objective of our audit wasto determine whether Academy Pacific Business & Travel College
(Academy Pacific), Los Angeles, California, derived at least 15 percent of its revenues from non-
Title 1V sources and properly reported its 85 Percent Rule percentage in its financial statements
and, if applicable, to ED. Our review identified the following weaknesses in its calculation of the
85 Percent Rule.

Academy Pacific received only 12.41 percent of its revenues from non-Title IV sources during the
fiscal year ended December 31, 1995. Asaresult, the ingtitution was ineligible to participate in
the Title 1V programs as of January 1, 1996. Academy Pacific also failed to meet the 85 Percent
Rulein itsfiscal years ended December 31, 1996 and 1997.

In the notes to its financial statements, Academy Pacific reported to ED that the institution met
the 85 Percent Rule. However, we found that Academy Pacific improperly included amounts for
institutional scholarships, institutional matching contributions and institutional loans when
calculating its percentages. These amounts did not represent non-Title IV cash revenue received
by the institution. We also concluded that the validity of the institutional scholarships was
guestionable.

We recommended that the Chief Operating Officer, Office of Student Financial Assistance

Programs take emergency action to terminate participation of Academy Pacific in the Title IV
programs. The Chief Operating Officer should also require that Academy Pacific return federal
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grants received and ensure that the Department is made whole for federally guaranteed and federal
direct loans disbursed since January 1, 1996. Asof May 31, 1998, Academy Pacific had received
$1,935,364 in grants and disbursed $4,714,324 in loans after the institution became ineligible.
Academy Pacific did not agree with our findings and recommendations.

REVIEW OF THE EFFECTIVENESS OF PROVISIONAL CERTIFICATION ADMINISTERED BY
THE U.S. DEPARTMENT OF EDUCATION

ACN 07-70008 January 15, 1999

Our review of ajudgmental sample of institutional files disclosed that considering the available
information, the Institutional Participation and Oversight Service (1POS) decision to provisionally
certify the schools was appropriate. However, because the Department has not revoked the
eligibility of any provisionally certified schools to participate in the student financial assistance
programs, we were unable to determine the overall effectiveness of provisional certification asa
tool to manage those at-risk schools that may fail to take corrective action or whose compliance
with federal regulations deteriorated.

We believe that the Department could take other action to improve its use of provisional
certification, and to ascertain whether provisional certifica