Improper Payments Information Act of 2002
Reporting Details

Student Financial Assistance Programs

Federal Student Aid (FSA) operates and administers the majority of the Higher Education Act of
1965, as amended (HEA), Title IV Student Assistance (Title IV) programs for the Department of
Education.! In fiscal year 2004, nearly $70 billion was provided to students and families to assist
them in overcoming the financial barriers that make it difficult to attend and complete
postsecondary education. FSA administers a variety of grants, loans, and loan guarantees through
its financial assistance programs. The processes developed to administer the programs are
responsive to changes in statutes, the reauthorization of existing statutes, and the changing needs
of educational institutions and their students.

Title IV student assistance programs are large and complex. FSA relies upon over 6,000 eligible
postsecondary institutions in addition to 3,200 lenders, 35 loan guaranty agencies, and a number
of loan servicers to administer its programs. Except for funds received as an administrative cost
allowance, FSA program funds received by a school are held in trust by the school for the students,
the Department, and, in some cases, for private lenders and guaranty agencies.

The HEA and subsequent Department regulations to implement the law are comprised of a
succession of eligibility definitions, standards, requirements, tests, and other internal controls
designed to minimize the risk that improper payments will be made either to students, or to
postsecondary or financial institutions. The law provides criteria for an institution to be eligible to
participate in student financial assistance programs and mandates the joint responsibility of a
program integrity triad made up of state educational agencies, accrediting agencies, and the
Department. This structure, while empowering educational institutions to operate programs based
on area needs, can increase the risk of improper payments and pose oversight and monitoring
challenges for the federal government.

FSA engages in an ongoing process of actively identifying new risks in the programs it administers.
Noncompliance with statutes, regulations and policies, whether by students, schools, lenders,
guaranty agencies, or loan servicers, not only places Title IV funds at risk, but also erodes public
trust in the programs. To address these concerns, FSA has several initiatives underway to identify
real or potential risks for fraud, waste, abuse, mismanagement, and inadvertent errors in the
delivery of student financial assistance programs and funds.

Controls Over Financial Aid Applications

Over 13 million postsecondary school students apply for federal student aid each year by
completing the required Free Application for Federal Student Aid (FAFSA). Information provided on
the FAFSA is used to (1) calculate the expected family contribution (EFC), an amount applicants
and their families are expected to contribute to the cost of their postsecondary education expenses
for a given award year, and (2) confirm eligibility through computer matches with other agencies.

! Title IV is a part of the Higher Education Act of 1965 that authorized and regulates various student financial aid programs.



Unless the application is rejected due to inconsistencies or inadequate information, the
Department’s central processing system will automatically calculate the EFC. The HEA establishes
the formula for the EFC calculation. The result is a measure of the applicant’s financial strength,
and is significant in the determination of the amount and type of aid a student can receive.

The Department processes the FAFSA data it receives each year, using a sophisticated set of
database matches and computerized editing techniques to confirm student eligibility for the Title IV
programs and to target error-prone applications for a process called verification. All applicants are
subjected to one or more of the student eligibility database matches and approximately 30 percent
(approximately 3.9 million) are selected for verification.

Those applicants selected for verification are required to submit documentation to their school in
order to verify their reported household size, number of family members attending college,
adjusted gross income (AGI), U.S. income taxes paid, and certain untaxed income and benefits
reported on the FAFSA. Schools are required to collect copies of income tax returns from
applicants who file returns (and their parents, if the applicant is dependent) to determine that AGI,
income taxes paid, and certain untaxed income and benefits amounts were correctly reported on
the FAFSA. Any discrepancies detected during the verification process must be corrected.

Risk Assessment

As required by the IPIA, FSA inventoried its programs during fiscal year 2005, and reviewed
program payments made during fiscal year 2004 (the most recent complete fiscal year available),
to assess the risk that a significant amount of improper payments were made. The review
identified and then focused on five key programs, denoting 99.6 percent of FSA'’s fiscal year 2004
outlays. (Outlays in this context represent the amount of money actually spent during a fiscal
year.)

The criteria for determining susceptible risk within the programs were defined as follows:

e For those programs whose annual outlays did not exceed the OMB Memorandum M-03-13
susceptibility threshold of $10 million, a comprehensive program risk assessment was not
prepared and the programs were determined to be unsusceptible to the risk of significant
improper payments.

e For programs whose outlays were greater than $10 million, but less than $200 million,
estimates of improper payments were prepared using the susceptible threshold error rate 2.5
percent. Programs with improper payment estimates of less than $5 million were deemed
unlikely to be susceptible to the risk of significant improper payments.

e Programs were selected for further determination of susceptibility to significant improper
payments if annual outlays exceeded $200 million.

e Finally, programs were automatically deemed susceptible if previously required to report
improper payment information under OMB Circular A-11, Budget Submission, former Section
57.2

2 The four original programs identified in OMB Circular A-11, Section 57 were Student Financial Assistance (now Federal
Student Aid), Title I, Special Education Grants to States, and Vocational Rehabilitation Grants to States. Subsequently,
after further review of the program risk, OMB removed Special Education Grants to States and Vocational Rehabilitation
Grants to States from the list. OMB considers Section 57 programs susceptible to significant improper payments regardless
of the established thresholds.



Risk Susceptible Programs

The following Title IV programs were deemed to be potentially susceptible to the risk of significant
improper payments based on OMB’s threshold of potential annual improper payment amounts
exceeding both 2.5 percent of program payments and $10 million.

Federal Family Education Loan Program

The Federal Family Education Loan (FFEL) program is a guaranteed loan program established by
the HEA. Under the FFEL program, eligible students apply to lenders such as banks, credit unions,
and savings and loan associations for loans to vocational, undergraduate, and graduate schools to
help pay for educational expenses. If the lender agrees to make the loan, a state or private
nonprofit loan guaranty agency insures the loan against default. The federal government
subsequently reinsures this loan. FFEL programs offer various repayment options and provide four
types of loans to qualified applicants.

e Subsidized Stafford Loans—Need-based loans in which the government pays interest when
the student is in school and during qualified periods of grace and deferment.

e Unsubsidized Stafford Loans—Loans in which the government does NOT pay interest.

e PLUS Loans—Loans to parents of dependent undergraduate students in which the
government does NOT pay interest.

e Consolidated Loans—Loans that allow borrowers to combine multiple outstanding federal
student assistance loans.

During fiscal year 2004, net loans of $39 billion were provided to 5.4 million FFEL recipients. The
average subsidized FFEL loan was $3,450, while the average unsubsidized loan was $4,868. In
addition, FSA paid an estimated $3.0 billion to lenders for interest and special allowance subsidies,
and an estimated $3.9 billion to guaranty agencies to reimburse them for defaulted FFEL loans,
loan processing fees, issuance fees, and account maintenance fees required by the HEA. The
interest payments and special allowance subsidies, combined with the default, loan processing,
issuance, and account maintenance fees comprise the program outlays at risk.

Federal Pell Grant Program

The Federal Pell Grant (Pell Grant) program provides need-based grants to low-income
undergraduate and certain post baccalaureate students to promote access to postsecondary
education. Students may use their grants at any one of approximately 6,000 eligible
postsecondary institutions. Grant amounts are dependent on the student’s EFC, the cost of
attending the institution, whether the student attends full-time or part-time, and whether the
student attends the institution throughout the entire academic year. The statutory maximum
award in fiscal year 2004 was $4,050, and the average award was $2,441.

Under the terms of the HEA, eligibility for Pell Grant awards is determined exclusively through
applicant self-reported income, family size, number of dependents in college, and assets. These
data are key drivers in the determination of program eligibility and eligible amounts. However,
FSA historical analysis indicates that the accuracy of self-reported data is prone to error, and that
these errors subsequently increase the risk of improper payments within the Pell Grant program.
While limited matching of some self-reported income data is currently conducted with data from
the Department of the Treasury’s (Treasury) Internal Revenue Service (IRS) annual income tax



filings, FSA is pursing additional authority to allow greater access to the IRS data. Specifically, FSA
has requested authorization to verify 100 percent of the annual student financial aid applications
with the financial data reported to the IRS in annual income tax returns. The ability to verify self-
reported financial data could result in a significant reduction of the risk of improper payments in
the Pell Grant program. Legislation to amend the Internal Revenue Code to permit a 100 percent
data match has not yet been enacted, and at this time we are uncertain as to whether, or when
such legislation may be enacted. In the interim, FSA is working with OMB to develop alternative
methods.

Federal Supplemental Educational Opportunity Grant

and Federal Work-Study Programs

The Federal Supplemental Educational Opportunity Grant (FSEOG) program is one of three
campus-based? formula grant programs allocated to eligible institutions for the purpose of
providing grants to needy undergraduate students attending the institution. During fiscal year
2004, the Department allocated $770 million through the FSEOG program to institutions who
awarded grants to about 1.2 million low-income students. The awards ranged from $100 to
$4,000, with the average award about $778.

The Federal Work-Study (FWS) program is another of the three campus-based formula grant
programs allocated to more than 3,300 participating institutions of higher education for the
purpose of providing part-time employment to needy undergraduate and graduate students. In
fiscal year 2004, the Department allocated $999 million to schools, which provided funds for part-
time employment assisting about 858,000 students with financing the costs of postsecondary
education. The average award was $1,394.

The FSEOG and FWS programs were surveyed and determined not to be at risk of significant
improper payments. Combined, the two programs constituted $1.8 billion, or just 2.6 percent of
the Department’s total payments in fiscal year 2004. Each year, participating institutions complete
the Fiscal Operations Report and Application to Participate (FISAP). The FISAP serves as a
mechanism to report prior year funds usage and current year need. Each year, the aggregated
amount of need (for all participating institutions) far exceeds the appropriated amounts for both
FSEOG and FWS programs. Therefore, by design, the risk of over-awarding funds is inherently
minimized since award distribution is prioritized by order of need, and not all students with
demonstrated need actually receive awards. Moreover, ongoing oversight activities, including
audits and program reviews have not revealed significant risk in either of these programs.

William D. Ford Federal Direct Loan Program

Like loans made under the FFEL program, the William D. Ford Federal Direct Loan (Direct Loan)
program provides the following four types of loans to qualified individuals to assist with the cost of
postsecondary education: (1) Stafford Subsidized; (2) Stafford Unsubsidized; (3) PLUS; and

(4) Consolidation.

Under the Direct Loan program, the Department uses U.S. Department of the Treasury (Treasury)
funds to provide loan capital directly to schools, which then disburse loan funds to students.
During fiscal year 2004, the Department loaned $12.8 billion in Direct Loans through participating

3 Campus-based financial aid programs are administered to students by the postsecondary institutions they attend and not
by the Department of Education.



institutions to 1.8 million applicants with financial need who met the program criteria. The average
subsidized loan amount was $3,675 while the average unsubsidized loan amount was $4,991.

Similar to the Pell Grant program, improper payments in the Direct Loan program are generally the
result of errors in the self-reported eligibility data provided on the FAFSA. However, since the aid
is provided as a loan rather than a gift, and is subject to full repayment (some loans including
interest), eligibility errors alone do not necessarily result in a significant loss to the government.
Moreover, the authority of the Department to successfully pursue the collection of defaulted loans
(properly or improperly made) through tax refund offsets, wage garnishment offsets, and other
legal actions, further reduces the government’s risk. The principal risk to the government lies in
the cost of administering the loans and the subsidy—the net present value of cash flows to and
from the government that result from providing these loans to borrowers.

FSA contracts with multiple educational and financial institutions to originate, disburse, service, and
collect Direct Loans, while the HEA and subsequent reauthorization actions determine the allowable
interest rates and fees. Eligibility requirements are determined through the analysis of factors
such as income and assets, and the schools make the final award decisions. Because of this
multifaceted structure that encompasses multiple entity involvement and variable annual eligibility
requirements, a full and rigorous assessment of the rate of improper payments in the Direct Loan
program is extremely complex. Despite this challenge, FSA is analyzing the eligibility data used to
determine the Pell Grant improper payment rate as part of its comprehensive effort to lower the
risk of improper payments in all FSA financial aid programs that are reliant on applicant’s self-
reported eligibility information.

FSA Administrative Payments

As part of our annual assessment of risk for the susceptibility of significant improper payments, we
reviewed other types of payments made by FSA. An initial review of the administrative payments
such as payroll disbursements, vendor payments, and travel expenses, determined that those
payments were not susceptible to the risk of significant improper payments, as defined by the IPIA
and the related OMB implementation guidance. Further information on vendor payments is
reported in the Recovery Auditing section of this report.

Statistical Sampling

The size and complexity of the student aid programs make it difficult to consistently define
“improper” payments. The legislation and OMB guidance use the broad definition, "Any payment
that should not have been made or that was made in an incorrect amount under statutory,
contractual, administrative, or other legally applicable requirement.” FSA has a wide array of
programs, each with unique objectives, eligibility requirements, and payment methods.
Consequently, each program has its own universe (or multiple universes) of payments that must
be identified, assessed for risk, and, if appropriate, statistically sampled to determine the extent of
improper payments.

Federal Family Education Loan Program

FSA has been working with OMB and the Department of Education’s Office of the Chief Financial
Officer (OCFO) on the implementation of the PMA initiative, Eliminating Improper Payments. The
initiative involves a range of quarterly activities designed to ensure that the Department is
prepared to meet the annual reporting requirements of the IPIA. Through meetings and
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discussions with OMB and OCFO, FSA is finalizing its sampling methodology for estimating improper
FFEL program payments in compliance with the requirements of the IPIA and implementation
guidance established in OMB Memorandum M-03-13.

In fiscal year 2005, FSA developed a baseline of estimated improper payments in the FFEL program
by evaluating the following information:

e Overpayments identified during FSA Financial Partners Service (FP) program reviews of
guaranty agencies, lenders and loan servicers during fiscal year 2004.

e Overpayments identified by independent public accountants (IPA) and third-party audit firms
in Single Audit* reports for guaranty agencies and lenders.

e Overpayments reported by the Department of Education’s OIG in audits and reviews of
guaranty agencies, lenders, and loan servicers during fiscal year 2004.

¢ Outstanding loan balance amounts at guaranty agencies, lenders, and servicers selected for
review by the OIG, IPAs and FSA's FP.

The information was compiled by entity and compared to the total payments made to those entities
in fiscal year 2004 to determine if there exists a susceptibility to significant improper payments.
The focus of this analysis was to (1) determine a baseline error rate for FFEL payments, (2)
establish an action plan for improving the accuracy of future measurements, and (3) ensure that
the planned methodology and approach for measuring improper payments meets the requirements
of the IPIA.

In March 2005, the OIG raised concerns with FSA's estimates of improper payments. Specifically,
FSA did not attempt to include any estimate of improper payments within the student loan
programs, did not extrapolate liabilities from compliance problems identified through OIG audits,
and did not include restitutions and penalties resulting from OIG investigations. FSA relied on the
actual sustained liabilities from audits and program reviews, and estimated the effect of
misreporting of income in the Pell Grant program, which was not reflective of the actual magnitude
of improper payments in the student loan programs.

Federal Pell Grant Program

Section 484(q) of the HEA authorized the Department to confirm directly with the IRS, the AGI,
taxes paid, filing status, and number of exemptions reported by students and parents on the
FAFSA. Under IRS Code, FSA is not authorized to view the complete data, but is provided with
summary data by the IRS.

The Department began routinely conducting studies with the IRS using FAFSA data for the 2000-
2001 award year. Data provided by the IRS study were used to estimate improper payments for
the Pell Grant program for the 2003-2004 award year. It is currently working with the IRS on the
fifth annual study, using FAFSA data collected for the 2004-2005 award year, which will be
matched with IRS data for 2003 income tax year. (Applicants for the 2004-2005 award year
reported income information based on their actual or estimated 2003 income tax year.)

4 “Single audit” means an audit, which includes both the entity's financial statements and the Federal awards pursuant to
the Single Audit Act of 1984, P.L. 98-502, and the Single Audit Act Amendments of 1996, P.L. 104-156. The provisions of
the statute are set forth in OMB Circular No. A-133, Audits of States, Local Governments, and Non-Profit Organizations.
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In the latest completed study, which compared 2003- Pell Grant Improper Payment Estimates
2004 FAFSA data with 2002 IRS data, a sample file of ($ in millions)

155,000 FAFSA applicant records was provided to the A
IRS along with a sampling program designed to allow g £t °g’-
IRS to select the desired analysis sample from the . g g % g
larger file. This was done to preserve IRS 2 [ 5 = s _

. T . . o c o ° S ®
confidentiality requirements. The final sample, 5 £ g, 2 e 5 6o S %
generated by the IRS, contained 50,000 independent > £ s E E £ £ E g
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undergraduates and 50,000 dependent % 2 2 8 £ 5§ 553
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undergraduates (for whom parental data was
2001 | $9,851 $ 64 $272 $336 .8% 3.4% 4.2%

matched).

The IRS matched the final sample to its main 2002 |$11,619 |$ 49 |$328 | $378 | 5% |3.3% | 3.8%

database, and when a match occurred, it extracted the 2003 $12,680 $205 $365 $569 1.8% 3.1% 4.9%
fields for AGI, taxes paid, type of return filed and
earned income tax credit information for the tax filer
and compared this information to similar information *amounts are rounded

reported to the Department on the FAFSA. Using a

computer program supplied by FSA, the IRS calculated revised EFC and Pell Grant awards for
matching records by substituting the IRS income information for the FAFSA income information.
The IRS provided aggregated statistical tables to the Department that presented the results of
these comparisons. The results allowed the Department to estimate the following Pell Grant
improper payment information:

2004  $13,042 $221 $349 $571 1.8% 2.8% 4.5%

e Improper Payment Rate and Amount—The average amount of over- and under-reporting of
FAFSA income data—as compared to the IRS income data—and the potential dollar amount of
improper Pell Grant awards,

e Assessment of Measurement Accuracy—The volume of applicants for whom a mismatch
between FAFSA and IRS data may be legitimate,

o Identification of Further Potential Risks—Types of applicants who are more likely to misreport
income on the FAFSA,

e Analysis of Existing Edits—Validity of the current verification selection edits, and information
to further refine them.

The previous table presents a historical analysis of the results of the IRS Statistical Study of Pell
Grants.

William D. Ford Federal Direct Loan Program

The analysis and corrective actions developed for the Pell Grant program, relative to application
accuracy, will also improve the accuracy of Direct Loan program applications, because (1) the same
application is used for both programs, and (2) eligibility for subsidized Direct Loans are founded on
the same needs-based analysis formula and institutional cost of attendance. FSA, in coordination
with OMB, plans to continue analyzing the interactive effects of the targets and strategies
developed for the Pell Grant program before determining an appropriate sampling methodology for
the Direct Loan program. Should the program be determined to be susceptible to the risk of



significant improper payments, a statistically valid sample will be developed and reported in the
FY 2006 Performance and Accountability Report.

Corrective Actions

Federal Family Education Loan Program

FSA is working closely with OMB and OCFO in the development of an action plan designed to (1)
improve the accuracy of the FFEL improper payment estimate, and (2) reduce the level of risk and
the amount of known improper payments in the FFEL program. Understanding and developing
systems of internal controls over program payments is crucial to these goals. FSA has a number of
existing internal controls integrated into its systems and activities. Program reviews, IPA and OIG
audits of guaranty agencies, lenders, and servicers are some of its key management oversight
controls. Other control mechanisms in place are described below. These controls, among others
throughout FSA, greatly reduce the potential risk of significant improper payments.

e System Edits—The systems used by the guaranty agencies, lenders, and servicers to submit
fee bills for payment include “hard” and “soft” edits to prevent erroneous information from
being entered into the system and translated into erroneous payments. The hard edits
prevent fee bills with certain errors from being approved, and these errors must be corrected
before proceeding with payment processing. The soft edits alert the user and FSA to
potential errors. These warnings are reviewed by FSA prior to approval of payment.

¢ Reasonability Analysis—Data stored in the National Student Loan Data System (NSLDS) are
used as a tool to assess the reasonability of fee billing, and to determine payment amounts
for account maintenance and loan issuance processing fees paid to guaranty agencies. FSA
also performs trending analysis of previous payments to guaranty agencies and
lenders/servicers, as a means of evaluating reasonableness of changes in payment activity
and payment levels.

e Focused Monitoring and Analysis—FSA targets specific areas of FFEL payment processing that
are at an increased risk for improper payments as areas of focus for increased monitoring
and oversight.

These existing controls are re-evaluated on a regular basis to determine their effectiveness and to
allow FSA to make necessary corrections. Further, FSA’s action plan incorporates the development
of additional internal controls designed to improve the accuracy of future FFEL payments to
lenders, servicers, and guaranty agencies.

e Special Allowance Payments—Increased focus and review of payments of fees to lenders and
servicers associated with loans eligible for tax- exempt special allowance payments.

e Guaranty Agencies—Enhanced review of the Guaranty Agency Financial Report (Form 2000)
to report collection activities, claims reimbursement, and loan portfolio status; and under-
and over-billings for account maintenance, loan issuance, and processing fees associated with
incorrect NSLDS reporting.

Additional controls are being considered for both cost efficiency and effectiveness in reducing FFEL
payment errors. Updates to the corrective action plan will be reported to OMB in the quarterly PMA
scorecard for Eliminating Improper Payments.
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Federal Pell Grant Program

FSA has several initiatives underway designed to improve its ability to detect and reduce improper
payments made in the Pell Grant program. Working with OMB on quarterly action plan objectives
designed to facilitate full implementation of the IPIA, it has identified additional methods to
determine the error rate and to estimate the annual amount of improper payments.

Preliminary Analysis. Eligibility for Title IV student aid is determined exclusively through
applicant self-reported income, family size, number of dependents in college, and assets. These
data are reported through the FAFSA, which applicants typically complete prior to the April 15 IRS
tax filing deadline. The FAFSA data are key drivers in the determination of student aid program
eligibility and eligible amounts. FSA performs regular analysis on the accuracy of income and other
financial data submitted via the FAFSA. These routines include a variety of methods and
techniques designed to ensure payment accuracy.

e Annual Analysis of System Data—Analysis of central processing system data for anomalies.

e Focus Groups—Meetings with educational institutions to discuss improving the integrity of
FSA programs.

e Quality Assurance—Enhanced program integrity processes.

e Verification—A process by which institutions compare applicant data to IRS data for the same
period.

FSA is also using the IRS statistical study in which financial data from a random sample of FAFSA
submissions is compared to financial data reported to the IRS in annual income tax filings to
identify new solutions for preventing improper payments.

The analysis of the IRS statistical study indicates that failure to accurately report income, family
size, number of dependents in college, and assets may be the primary cause of improper payments
within the Pell Grant program. It is expected that a decrease in financial reporting errors would
have the greatest impact on the reduction of estimated improper payments. In an effort to
achieve this reduction, FSA has requested authorization to perform a 100 percent match of the
financial data reported on the FAFSA to the financial data reported to the IRS on applicant income
tax returns. However, current law does not permit FSA to verify income data with the IRS.
Although FSA plans to pursue this option, it must continue to meet the reporting requirements of
the IPIA. FSA is pursuing alternatives that will accomplish the same result: reduced improper
payments in the Pell Grant program.

Alternatives to Verifying Self Reported AGI. FSA, working with officials from OMB and OCFO
has been exploring alternatives to the 100 percent IRS match for verifying self-reported financial
information reported on the FAFSA, and assessing the strengths and weaknesses of those
alternatives. Listed below are some of the alternatives that are being considered:

e Private database matches (data aggregators).
e Require actual tax returns for FAFSA filing.
¢ Require update to income data at tax filing deadline.

e Expand verification beyond 30 percent.
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The ongoing action plan details the steps necessary to (1) perform statistical analysis, (2) complete
the review of the alternative, (3) incorporate current IRS statistical analysis, and (4) submit the
recommended alternative or combination of alternatives. Progress in completing actions will
continue to be reported to OMB in the quarterly PMA scorecard initiative, Eliminating Improper
Payments.

FSA’s ability to project improper payment reductions is wholly dependent upon the completion of
the corrective action plan and the selection of an alternative approach to a 100 percent IRS income
match for every application. This will not be a quick or easy process. It is important to note that
the system development life cycle for the pertinent FSA systems requires significant lead time for
requirements, testing, coding and implementation of changes required to deploy the changes
necessary to reduce improper payments.

William D. Ford Federal Direct Loan Program

While the risk of significant improper payments in the Direct Loan program has been considered
minimal—based on the nature of the program (fully repayable loans)—FSA will develop a separate
action plan to achieve IPIA reporting elements for this program during fiscal year 2006. Should the
program be determined to be susceptible to the risk of significant improper payments, a
statistically valid sample will be developed and reported in the FY 2006 Performance and
Accountability Report.

Summary
The following table presents the improper payments outlook for Federal Student Aid Programs.

Federal Student Aid Improper Payment Reduction Outlook Fiscal Years 2004 — 2008
($ in millions)

Program | 2004 Net | 2004 | 2004 2005 2005 | 2005 | 2006 Est. | 2006 | 2006 | 2007 Est. | 2007 | 2007 | 2008 Est. | 2008 | 2008
Outlays ™| IP% | IP$ |Outlays| IP% | IP$ | Outlays | IP% | IP$ | Outlays | IP% | IP$ | Outlays | IP% | IP$

Direct Loan

Program $16,453 | N/A® | N/A | $18,831|N/A | N/A | N/A N/A  |[N/A  |[N/A NA  |NA | NA N/A | N/A

Federal
Family
Education $6,481 16% | $10 | $10,085| .16% | $16 $6,543 16% | $10 | $5,345 16% | $9 $5,468 16% | $9
Loan

Program®

Pell Grant

Program $12,866 |4.5%| $571 |$12,602|4.5% |$617 |$12,990 |4.5% |$637 |$13,171 |4.5% |$645 |$13,179 |4.5% |$646

(1) Outlays reported in the table have been adjusted to reflect actual disbursements of funds, net of internal and intra-governmental adjustments or transfers.

(2) FSA is working with OMB and OCFO to determine whether a statistically valid estimate of improper payments is necessary for the Direct Loan program. Should the

estimate be deemed necessary, FSA will report details in the FY 2006 Performance and Accountability Report.
(3) Combined over- and under-payment error rate is 4.5 percent. A separate analysis of the overpayments and underpayments was previously presented in the Pell Grant table.

(4) FSA is working to update future year improper payment estimates as the methodology is further developed.

Manager Accountability

FSA program managers are responsible for making recommended improvements and achieving
quantifiable savings. The FSA Executive Management Team monitors these efforts. The
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Management Team is composed of approximately twelve key managers and is the executive
decision-making body within FSA. Further, the Office of Inspector General conducts periodic
audits of student aid programs and makes appropriate recommendations to management and the
Congress. Reducing improper payments in the Pell Grant program has been a performance
measure in the Department’s Strategic Plan since 2002. The IRS statistical study has also been
included in FSA’s Annual Plans. In addition, projects have also been included in the FSA Annual
Plan to improve the verification process results. Beginning in 2005, a control group of FAFSA
applicants who had estimated their 2004 income when completing the application, were advised
after April 15, to revise the application with the correct and known information filed on their 2004
income tax return.

Information Systems and Infrastructure

In fiscal year 2005, FSA introduced ADvance, its front-end business integration solution. ADvance
will integrate FSA’s student aid awareness; FAFSA application processing; Pell Grant and Direct
Loan origination and disbursement; customer service support; and publication development
services. A phased-in approach will be used for the ADvance solution, which is scheduled for
completion in fiscal year 2007. The system will enhance the overall integrity of the payment
process by predicting the risk based on applicant responses at the time of entry, and prompting the
applicant to correct inaccurate, incomplete, or possible conflicting information for a particular field.
If fatal errors are not corrected, a disbursement will not be made.

Statutory or Regulatory Barriers

As stated previously, a database match with the IRS would likely improve the accuracy of Pell
Grant awards. In addition, it would eliminate the need for schools to rely on paper copies of tax
returns submitted by the applicant (and the applicant’s parent, if the applicant is dependent) to
verify AGI and taxes paid amounts. However, legislation to amend the Internal Revenue Code to
permit a 100 pecent database match has not yet been enacted and at this time we are uncertain as
to whether, or when such legislation may be enacted.

Title I

The Department performed a risk assessment of the Elementary and Secondary Education Act
Title I Program, parts A, B, and D, during fiscal year 2005. The chart on p. 301 documents the
assessment that the risk of improper payments under the current statutory requirements is very
low. In order to refine the process for assessing risk in the program the Department implemented
a monitoring plan to review all states and territories receiving Title I funds within a three-year
review cycle. The first three-year monitoring cycle began in fiscal year 2005 and will be completed
in fiscal year 2007. The Office of the Chief Financial Officer is participating with OESE in the
monitoring process to provide technical support in the fiduciary area of the reviews.

A key element of the monitoring process is to monitor the wide use by local educational agencies of
the number of children who qualify for free and reduced-price meals to determine an individual
school’s Title I eligibility and allocation. The Title I statute authorizes a local educational agency to
use these data, provided under USDA’s National School Lunch Program, for this purpose. In many
districts, these data are the only indicator of poverty available at the individual school level.
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USDA has raised concerns about the reliability of these data. USDA is working with states and
localities to improve program integrity, within the existing statutory and regulatory framework,
through enhanced monitoring and auditing. USDA is also working with the Department and other
federal agencies that have programs that make use of these data to explore longer-term policy
options.

Remaining Grant Programs

During fiscal year 2005, the Department expanded and strengthened its approach to evaluating the
risk of improper payments associated with its remaining grant programs. The Department put in
place a vehicle to complete a much more detailed risk assessment for these grants. We
established a memorandum of understanding with the Department of Energy’s Oak Ridge National
Laboratory (ORNL) to perform data mining on information available in the Federal Audit
Clearinghouse’s Single Audit Database (SAD), the Department’s Grant Administration and Payment
System (GAPS), and the Department’s Audit Accountability and Resolution Tracking System
(AARTS).

Our approach to establishing the initial improper payment estimates for non-FSA grant programs
was to develop a methodology to produce statistically valid measures that could be applied
uniformly across the Department’s programs. We wanted to use the same methodology across all
non-FSA grant programs to establish a level of quality control for all programs and at the same
time produce a cost effective measure. Since resource availability is always an issue, we decided
to utilize the results of the thousands of single audits already being performed by independent
auditors on grant recipients.

The ORNL project team sought input from various offices within the Department to define the
elements of risk in the context of the Department’s programs and activities. This process, termed
“issues identification,” was the focus of an ORNL/Department of Education workshop on August 26
and 27, 2004 in Washington, D.C. Subsequently, the ORNL explored data sources, particularly
GAPS and AARTS, and refined the estimation procedure based on preliminary understanding of
data available in AARTS. As part of this process, ORNL held a second workshop in Washington on
November 9, 2004. Participation in this data-oriented workshop was more interactive and focused.

The second workshop revealed several concerns that needed to be addressed in order to utilize the
single audit data. Questioned costs identified initially in the “Single Audit” process are sustained at
a rate far less than 100 percent when the Department resolves the audits through its post-audit
resolution process. Consequently, using the initial questioned costs would overestimate the
erroneous payments. Other issues raised in the second workshop and reviewed by the ORNL team
related to small grantees and pass though funds to local educational agencies. ORNL concluded
that there was sufficient information in the SAD, AARTS and GAPS to proceed.
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Risk Assessment

To conduct the risk screening, ORNL augmented the
AARTS database with imputed values for the “likely
questioned costs” for grants that were not audited. The
imputed and real questioned costs could then be
tabulated to provide a reasonable upper bound estimate
of the rate of erroneous payments for each of the
functional programs of interest. If the computed upper
bound percentage is below 2.5 percent, then the actual
value will be lower than 2.5 percent. If the computed
upper bound percentage is greater than 2.5 percent,
then the actual value may be greater or less than

2.5 percent but will need additional information to
determine the appropriate estimate.

The key results of the analysis are presented in the
chart. It contains the estimates of the average
functional program rates of questioned costs for recent
years. The most striking point about the table is the
generally low rate of questioned costs. With only two
exceptions, the rates are below 2.5 percent. The key
finding of this analysis is that for the most recent year
for which data is available (fiscal year 2003), none of the
functional programs exceeds the threshold value of

2.5 percent. Consequently, none of the programs should
be labeled as a high-risk program.

13

Improper Payment Estimates

Functional 2000 | 2001 | 2002 | 2003
Program (%) (%) | (%) | (%)
Education

Research,

Statistics

& Assessment 0.12 | 0.00 | 0.02 | 0.36
Elementary &

Secondary

Education 0.35 | 0.13 | 0.12 | 0.13
English

Language

Acquisition 3.55 | 0.00 | 0.02 | 0.10
Higher Education 0.13 | 2.72 | 0.29 | 0.21
Impact Aid 0.01 | 0.00 | 0.55 | 0.04
Innovation and

Improvement 0.06 | 0.28 | 0.21 | 0.23
Rehabilitation

Services &

Disability

Research 0.12 | 0.07 | 0.12 | 0.32
Safe & Drug-Free

Schools 0.88 | 0.37 | 0.33 | 0.13
Special Education 0.09 | 0.09 | 0.06 | 0.83
Title | 0.42 | 0.04 | 0.16 | 1.19
Vocational &

Adult Education 0.20 | 0.20 | 0.25 | 0.12
Total 0.10 | 0.06 | 0.04 | 0.16




Changes Being Considered for the Next Review

One of the concerns that have been discussed since the ORNL study results have been available is
the definition of what constitutes a “program.” Our original definition was at a high level in order
to effectively match anticipated outlays as defined in our budget submissions. The concern that
has been uncovered is that calculating estimated improper error rates at that high of a level can
effectively mask the potentially higher rates that might exist if “program” is defined to mean the
Catalogue of Federal Domestic Assistance (CFDA) level.

In fact, individual audits conducted by the OIG have indicated the potential for higher improper
payment estimates if they are measured at the lower CFDA level.

For instance, an OIG audit in the Hispanic-Serving Institutions (HSI) program identified grantees
that were unable to provide documentation to substantiate their assurances relating to the
institutions’ eligibility as eligible Hispanic-Serving institutions. Based on the audit and additional
analyses, the Department estimates that the amount of potential improper payments awarded for
fiscal years 2001 through 2004 could total as much as $25.6 million. The Department is working
with those grantees identified as receiving potentially improper payments to determine if any
additional information exists that can substantiate their eligibility. If additional information is not
identified to substantiate the grantees’ eligibility, the Department will discontinue the grantees’
funding for the remainder of the grant performance period.

To reduce the potential for improper payments in this program, the Department has implemented a
number of changes that include improved guidance to grantees and requiring grantees to submit
documentation supporting their institutional eligibility assurances prior to receiving an award under
the HSI Program.

To avoid overlooking improper payments such as these, the Department is considering performing
the next risk assessment at a lower “program” level than the fiscal year 2005 assessment.

The OIG has also expressed other concerns regarding the ORNL study. Specifically the need to
extrapolate questioned costs in the sample audited to the universe of payments made by the
auditees, the possibility of missing questioned costs in grant funds passed through states to sub-
grantees, and the fact that some questioned costs are not sustained for reasons other than
determining that the costs were allowable. These situations will be discussed further with the OIG
and considered for the next review.

Managing Risk in Discretionary Grants

In fiscal year 2005, the Department managed more than 10,000 discretionary grant awards. Due
to the vast legislative differentiation and the complexity of the Department's grant award
programs, ensuring that our program staff are fully aware of potentially detrimental issues relating
to individual grantees is a significant challenge. Program offices must occasionally designate
specific grants as high-risk, following collaboration with the respective program legal counsel and
the Department's Grants Policy and Oversight staff. Unfortunately, other program offices across
the Department have heretofore been unaware of such determinations.

In an effort to ensure efficiency and reduce risk, the Department has established the Grants High-
Risk Module. This module is housed within the Department's Grant Administration and Payment
System, such that program office staff are required to review and certify their awareness of the
high-risk status of applicable grantees before making awards.
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Policies and procedures are being developed to support implementation of the high-risk module.
System input to the module's database will be limited to specific grants policy staff who are fully
trained in policy and system use. In addition to the module's certification requirement, various

reports will be provided such that continual monitoring of grantee risk is made available

to Department program administrators.

Implementation of the module provides greater accountability and significantly reduces risk within
the Department's grant award process by ensuring program office awareness of potentially
detrimental grantee issues prior to award determination. We anticipate that increased accessibility
and communication across our program offices will promote further monitoring of high-risk
grantees, such that the number of grantees so designated will decline.

Manager Accountability

As part of the Department’s agreement with Oak Ridge National Laboratory to assess and measure
the risk of improper payments in the Department’s grant programs, a two-day improper payment
workshop was held for Department managers. The goal was to increase the overall awareness of
the requirements of the Improper Payments Information Act and gather manager feedback
regarding the available methods and data available to effectively and efficiently measure the risk
and amount of improper payments.

The Department also plans to develop manager’s internal control training that will focus on controls
to eliminate improper payments. Managers will be required to attend a one-day seminar that will
provide a framework for managing the Department’s improper payment controls program utilizing
applicable regulations, guidelines, and best practices. Part of this one-day training will focus on the
utilization of the risk assessment criteria to properly assess the risk of improper payments in the
Department’s programs.

Planned Corrective Actions

In addition to the actions previously outlined under the Federal Student Aid Programs and Title I
sections, the Department will configure our corrective action plans based on the results of the
initiatives outlined above. The Department will record and maintain corrective action plans as
required. These will include due dates, process owners, and task completion dates.

Information Systems and Infrastructure

The Department has requested $450,000 for fiscal year 2006 and $450,000 for fiscal year 2007 in
our budget submission. A portion of the funds will be used to continue the refinement of the ORNL
data mining effort. It is also anticipated that the Department will incur costs related to mitigation

activities.

Recovery Auditing Progress

To effectively address the risk of improper administrative payments, the Department executed a
formal agreement for recovery auditing work on contract payments. All vendor payment
transactions made from fiscal year 1998 through fiscal year 2004 were reviewed. Potential
recoveries are minimal. Fiscal year 2005 payments will be reviewed during fiscal year 2006. Our
purchase and travel card programs remain subject to monthly data-mining to identify potential
misuse or abuse.

15



U.S. Department of Education
FY 2005 | Performance and Accountability Report
Summary

The Department of Education is continuing its efforts to comply with the Improper Payments
Information Act of 2002. While there are still challenges to overcome, the Department has
demonstrated in fiscal year 2005 that it is committed to ensuring the integrity of its programs.
OMB recognized our progress in managing improper payments when they raised the Department’s
implementation progress to green on the PMA initiative for Eliminating Improper Payments.

The Department is focused on identifying and managing the risk of improper payment problems
and mitigating the risk with adequate control activities. In fiscal year 2006, we will continue to

work with OMB and the OIG to explore additional methods for identifying and reducing improper
payment activity in our programs, and to ensure compliance with the IPIA.
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