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Mr. Richard J. Dowd

Regional Inspector General for Audit
U.S. Department of Education
Region V

111 North Canal, Suite 940

Chicago, IL. 60606

Dear Mr. Dowd:

This letter is in response to your November 19, 2002 transmittal of a Draft Audit
Report (ED-OIG/A05-C0014). ECMC appreciates the Regional Inspector
General for Audit’s overall comment that “ECMC generally complied with the
Higher Education Act of 1965 (HEA), as amended, while establishing and
maintaining its Guarantor Federal and Operating Funds during the period of
April 1, 2000 through March 31, 2001.”

However, before turning to our response to the specific findings and
recommendations within the draft report, let me first note that we believe that the
findings therein, as currently drafted, do not appropriately give effect to the
unique nature of Educational Credit Management Corporation (ECMC) and its
differentiated role in the FFELP, as that role has evolved in close collaboration
with the U.S. Department of Education (Department) in order to meet the
Department’s needs. The financial structure and practices of ECMC are designed
to not only fully comply with the provisions of law and regulation which apply to
all guaranty agencies, but to also provide for the special “standby” services
ECMC was founded to maintain, as required by the Department.

The January 3, 2001 Agreement between the United States Department of
Education and Educational Credit Management Corporation (the Agreement) and
subsequent clarifications and interpretations of the Agreement reflect practices
that evolved since ECMC’s founding in April 1994. All of those practices fully
comply with applicable law and Department regulations. All are designed to
ensure that the operations of ECMC provide taxpayers with a cost-effective
resource to address any major access issues that may arise as a result of guarantor
insolvency, operational failure or other contingency. While we admit that
ECMC’s configuration as both a Guarantor and a Federal Services Bureau (FSB)
(ECMC’s bankruptcy servicing operation) is differentiated from other guarantors,
we believe that this difference yields a significant benefit to the Department, as
well as taxpayers.
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Response to Finding #1

Finding #1 concludes that ECMC improperly transferred $14.6 million in federal funds to its Guarantor
Operating Fund. ECMC respectfully disagrees with this finding for the following reasons.

1. ECMC’s practice of retaining as Operating Fund revenue post-claim payment interest accrued on
loans subsequently repurchased by lenders is completely consistent with the Department regulations,
as well as long established practice by all guaranty agencies. In fact, Finding #1 is not based on

alleged violation of any specific provision of law or regulation but on an incorrect interpretation by
the Office of Inspector General (OIG) of the Agreement.

2. The finding states that ECMC’s practice with regard to repurchase interest is improper, inconsistent
with the Agreement and not explicitly authorized by the Agreement. The finding quotes portions of
five separate paragraphs of the Agreement in an attempt to support this finding.

This attempt fails due to both the express language of the Agreement, as well as how the parties to
the Agreement have agreed to interpret it. Paragraph #6 of the Agreement is quite clear in stating:

“As provided in prior agreements with the Department, ECMC shall remain responsible for
collecting and administering loans on which the borrower has filed a petition for relief under
Chapter 13 of the U.S. Bankruptcy Code. ECMC/the Federal Services Bureau shall be
responsible for all aspects of servicing these loans. This responsibility includes, but is not
limited to, arranging for a lender to repurchase a loan on which the borrower is completing
the repayment plan and the loan is subject to repurchase. In this situation, ECMC/the Federal
Service Bureau shall retain the amount that would otherwise be due the Department under the
Department’s regulations. A new guarantee shall be issued by ECMC/the Guarantor.”

It is clear that “the amount that would otherwise be due the Department under the Department’s
regulations” refers to the principal and capitalized interest accrued as of the claim paid date (i.e., the
claim amount reinsured at that time by the Department). That is the amount explicitly determined in
properly filing ED Form 2000 pertaining to what a guaranty agency must return to the Department
upon repurchase of a loan. In accordance with established industry practice, any additional interest
that has accrued from the time the original lender claim was paid to the lender’s repurchase date is
retained by a guaranty agency as Operating Fund revenue. The Department has not issued any
specific regulations prohibiting this industry practice, nor has the 1998 Reauthorization Act
(Reauthorization) prohibited such practice. We believe that, in the absence of any legal or
regulatory prohibitions to the contrary, ECMC, acting as the Guarantor, should be authorized to
follow a clear industry practice on the treatment of these funds

3. Finding #1 appears to be based on the OIG’s interpretation of the intent of the Agreement. We
believe that the most effective manner to determine the intent of the parties in this case is to inquire
what the actual parties to that contract have agreed the contract means.

One of the pillars of ECMC’s working relationship with the Department has been a concerted effort
to avoid unnecessary misunderstandings by sharing information and confirming the Department’s
views relative to any issues not explicitly covered by law or regulation. In that spirit ECMC sought
the Department’s concurrence that Paragraph (6) of the Agreement could be applied as follows.
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“When repurchase amounts are received, the amounts that would otherwise be due the
Department are deposited into the Federal Services Bureau Reserve Fund and, as we
discussed, the remaining amounts are deposited into a segregated account within the

Guarantor and will be used to issue private label loans, a use of funds as allowed under 34
CFR part 682.423(c)(2).”

This paragraph is an excerpt from a letter dated January 4, 2001 to Mr. Brian Siegel, Office of the
General Counsel of the Department (Mr. Siegel was the primary representative of the Department in
fashioning the Agreement). Later in 2001, ECMC’s external auditors verbally confirmed with Mr.
Siegel that his office had received the above letter and concurred with its contents.

Finding #1 attempts to dismiss all of the above considerations by stating that:

“Although ECMC stated its intended course of action, the Agreement itself was never

amended. The Agreement does not have a provision for any funds to be transferred to the
Guarantor Operating Fund.”

We have two objections to the final conclusion.

e First, there is simply no need to formally amend a contract where the parties have reached a clear
understanding of what they meant by a particular provision. After seeking clarification from the
Department on this issue on several occasions, which were confirmed in written correspondence
to the Department, ECMC saw no need for further clarification through a formal amendment of
the Agreement. We believed, and still believe, in good faith that the Department agrees with
how we are interpreting the proper handling and accounting of these funds. In addition to our
discussions and clarifying correspondence with the Department, we believe if we were also to
have requested an amendment to the Agreement this would have been both unnecessary and
arguably “overkill”.

e The finding generally refers to a “transfer” of funds. In fact, in transactions of the type in

question (loan repurchases) no actual “transfer” of funds occurs at ECMC or any other guarantor.

It is clear that any loan on which reinsurance has been paid is federal property and thus when
such a loan is repurchased by a lender while the loan is assigned to a guarantor, the issue is one
of how to allocate the repurchase amount received. The provisions of properly filing ED Form
2000 provide a clear basis of such allocation and no “transfer” authority is required. Thus, the
finding’s concern that no explicit “transfer” authority exists in the Agreement is irrelevant--no
guarantor has such “transfer’ authority, yet all other guarantors allocate repurchase monies in the
same way as ECMC. -

We would be willing, if agreed to by the Department, to execute an amended Agreement with the
Department.that incorporates therein the terms of this matter, as we have described it above, as a
means of bringing the current understanding of the parties within the formal agreement.

Given all of the foregoing, ECMC respectfully declines to implement the audit recommendations
that stem from Finding #1 and requests that this Finding be removed from the final audit report.
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Response to Finding #2

Findir.lg #2 concludes that ECMC used the FSB Federal Reserve Fund to sub
benefited other ECMC Group entities such as ECMC’
profit affiliates.

sidize expenses that
s Guarantor Operating Fund and ECMC’s for-

r

ECMC respectfully disagrees with this finding for the reasons explained below.
This finding involves three related issues:

¢ ECMC’s maintenance of a core infrastructure (an expense of the FSB Federal Reserve Fund )

designed to provide standby capacity to assume guarantor responsibilities at short notice, in any
state, at the Department’s request.

. The. basis on which costs are to be allocated among ECMC Group entities--and how that allocation
basis accommodates the above infrastructure concept.

e The accurate application of that allocation basis during a specific time interval.

Our response to this finding has three components.

1. We believe that ECMC maintenance of a core infrastructure provides the Department with a
valuable resource that has demonstrated its worth when called upon to resolve a failed guarantor

situation in Virginia in 1996. Moreover, that concept is explicitly contemplated by Section 8(b) of
the Agreement. '

2. The cost allocation policies established by ECMC have been intensively reviewed by ECMC’s

external auditors, with particular emphasis on ensuring that federal funds are not improperly used to
subsidize for-profit entities.

3. Fiscal year 2001, April 1, 2000 — March 31, 2001, was a transition period for ECMC. During this
period ECMC, in response to the Reauthorization, created the FSB and the Guarantor reporting
entities. ECMC diligently restated 18 months of financial data (October 1998 — March 2000) in
order to retroactively comply with Reauthorization. Over one million transactions were resorted for
this period into over 500 possible line of business/entity/cost center account matrices. On January 1,
2001, the ECMC Group of affiliated companies began operations. 2001 was the initial year ECMC
implemented its new multiple companies cost allocation policies. These transitions resulted in a
period of adjustment for employees as they became accustomed to the revised time distribution
reporting requirements. ECMC’s auditors have certified that the financial statements for the twelve
month period ended March 31, 2001 and the.nine month period ended December 31, 2001 present
fairly, in all material respects, the financial position of ECMC, including the Guarantor Federal
Reserve Fund, Guarantor Operating Fund, and FSB Federal Reserve Fund, and the results of its
activities and its cash flows for the respective periods in conformity with accounting principles
generally accepted in the United States.

The core issue involved in this finding is the definition of the “infrastructure” ECMC is required to
maintain on behalf of the Department. Section 8(b) of the Agreement reads as follows.

4
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“Maintenance of Standby Capacity - ECMC is directed to maintain standby capacity
sufficient to ensure that it can assume responsibility for maintaining access to FFEL program

loans in any state where the current guarantor ceases to provide such access. Such standby
capacity includes, but is not limited to:

(i) Immediate availability of a fully capable, industry standard compliant guarantee system;

"
(ii) the ability to convert the current guarantor’s data base to ECMC’s system in a timely and
accurate manner;

(iii) the capacity to process large volumes of additional guarantor transactions on short
notice;

(iv) the ability to absorb and maintain access to guarantor records in multiple media; and

(V) the capacity to assume responsibility for a guarantor’s post-default collections portfolio
without disruption of its payment stream.”

In practical terms, the “capacity” to meet the above requirements is a function of two variables: systems
and experienced key personnel capable of effectively utilizing those systems (as well as doing the other
things necessary to effectively accomplish a complex transition).

ECMC has continually maintained the “capacity” to achieve these requirements via its “infrastructure”
that has existed--and been reported to the Department and the OIG--throughout the years of ECMC’s
existence since 1994. The logic of the concept is quite straightforward:

* Key individuals and costs are designated as “infrastructure” and considered FSB expense, (i.e., if no
other use was found for such individuals or costs, ECMC would still need to retain them to maintain
its Standby Capacity, and would appropriately charge such infrastructure costs to the FSB).

¢ Time spent by infrastructure individuals that does not ultimately benefit ECMC is charged to the
appropriate affiliated entity.

We believe that ECMC has consistently and correctly applied the infrastructure concept contemplated
by Section 8(b) of the Agreement and we do not agree that the $64,643 noted in the Draft Audit Report
represents an improper cost allocation. We do, however, agree that $1,189 was inadvertently
overcharged to the FSB during this complex period of change and will transfer that amount to the FSB
from the appropriate affiliated company.

Given all of the foregoing ECMC respectfully declines to implement the recommendations associated
with Finding #2 except as follows:

e ECMC will reallocate $1,189 expenses inadvertently charged to the FSB to the appropriate affiliated
company.

e ECMC will cooperate with the COO of FSA in reviewing the “infrastructure” concept and how it is
to be applied in future years if the COO so desires. '
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Response to Finding #3

Finding #3 concludes that ECMC incorrectly deposited $390,324 in Supplemental Preclaims Assistance

(SPA) payments received after October 7, 1998 into its Guarantor Operating Fund instead of its
Guarantor Federal Reserve Fund.

While we believe that ECMC acted in good faith in interpreting available information and Department
directives at the time this transaction was recorded, and while we still do not fully agree with the OIG’s
interpretation of the relevant Regulation, ECMC will comply with the recommendation that results from
this finding. No later than December 31, 2002, ECMC will transfer $390,324, plus imputed interest
through August 31, 2002 of $40,000, plus imputed interest from September 2002 through December
2002 of $6,500 from its Guarantor Operating Fund to its Guarantor Federal Reserve Fund.

In addition to the above findings the draft audit report notes two additional issues as “other matters”
which warrant FSA’s attention. We believe these issues also warrant ECMC comment.

1. ECMC’s Procedures for Calculating Usage Fees

ECMC believes that its procedures for calculating usage fees are consistent with the Agreement and
generally accepted accounting practices. In the event that the Department issues new guidance with
regard to such fees ECMC will, of course, fully comply with whatever procedures are promulgated
or cease use of specific federal resources in instances where we find that such guidance results in
costs which exceed market rates.

2. NSLDS Needs Timely Updates

Since ECMC has not been provided any detailed information that supports the OIG’s audit
comments, we simply cannot respond to those comments except to state our conviction that ECMC’s
procedures fully confirm the accuracy of data we submit to NSLDS. We are prepared to review any
specific data that the OIG believes contradicts the above conviction. The OIG Draft Audit report
states that ECMC may have received overstated account maintenance fees as a result of NSLDS
allegedly not reflecting true current outstanding balances. Current loan balances have absolutely no
impact on the amount of account maintenance fees paid to ECMC. Account maintenance fees are
paid on the sum of net guarantees and not the outstanding principal balance.

In conclusion, let me note our appreciation for the professional manner in which the Inspector General’s
staff conducted this review and interacted with our people. While we obviously disagree with some of
the conclusions they reached, we believe such areas of disagreement can be resolved through further
review of the facts and open discussion between ECMC and the OIG.

Sincerely,

@uﬂ &éfcb/"

Richard J. Boyle
President and CEO





