


FINANCIAL SECTION

Message From the Chief Financial Officer

Our FY 2014 Agency Financial Report (AFR) demonstrates the
Department of Education’s firm commitment to financial
management excellence. In compiling the AFR this year, we
made a concerted effort to provide information at a high level
while providing web links for many details.

We made the Notes more reader-friendly and tried to build on
our success in telling the financial story of the Department, for
which we were recognized by the Association of Government
Accountants in 2013 as the best in federal government.

FY 2014 was not easy. We overcame a multi-week
government shutdown and tight operating budgets for the
entire year, while still carrying out many complex programs.
Despite these challenges, | am extremely pleased that we have
attained our 13th consecutive unmodified or “clean” opinion. The consistency in our
accounting and reporting is a tribute to the excellent work of our employees and contract
partners.

The Department is the smallest of the 15 cabinet-level agencies in terms of government
staff, with approximately 4,100 employees, yet we have large financial responsibilities
whether the measure is assets, obligations, or outlays.

The balance sheet of the Department now exceeds $1 trillion. Our largest asset is a
portfolio of student loans. Our employees and contractors collect principal and interest on
the loans, provide services to students and schools, and implement ways to make it easier
for borrowers to repay.

The second largest item on the balance sheet is grants to states, most of which go toward
elementary and secondary education and get awarded on a legislated formula basis.

The third biggest item is student aid, which helps students and families pay for college
through Pell Grants, Work Study, and other campus-based programs.

The Department also carries out competitive grant programs to promote innovation,
performs research, collects education statistics, and enforces civil rights statutes.

Our annual spending is another way of looking at the financial picture. We made almost
$200 billion in new obligations in FY 2014. This included approximately $100 billion in new
student loans, $32 billion in Pell Grants for needy college students, $14.5 billion for Title | of
the Elementary and Secondary Education Act, $11.5 billion for the Grants to States under
the Individuals with Disabilities Education Act, and $2.5 billion for Improving Teacher
Quality State Grants. With all those large activities and over 100 smaller programs, we still
spent less than 1 percent of the annual obligations on administrative costs.
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In addition to providing an unmaodified opinion for FY 2014, our auditors reported that there
were no material internal control weaknesses and no material instances of noncompliance
with applicable laws and regulations. They did, however, note one item involving the Debt
Collection Improvement Act as discussed in the Legal Compliance section of the MD&A.

We realize that our administrative processes and internal controls are never perfect. There
are always areas in need of improvement, including those identified by our independent
auditors in their report and by the Office of Inspector General in its assessment of our
management challenges. We are working on these issues and on issues related to our
internal self-assessments in areas such as grant monitoring, IT systems, and management
of student loan repayments. We will use their suggestions and findings as guides as we
strive for continuous improvement.

//Z«W??@Mﬁ?

Thomas P. Skelly
Delegated to perform the functions and duties of the Chief Financial Officer
November 14, 2014
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About the Financial Section

In FY 2014, the Department has expended significant time and energy to make the
Financial Section more reader-friendly for a general audience. Because so many details in
the Section are critical to understanding the report, we placed a high priority on cutting
through jargon and repetitive statements, and used graphic examples to illustrate points of
discussion. While we recognize each year that there is always room for improvement, we
believe that this year’s Financial Section represents our most user-friendly report to date. In
addition, we have put in place a team-based continuous improvement process with reviews
by our readers. As such, we welcome comments from readers to further improve the report
and make it easier to use.

The Financial Section is the AFR’s center core. It begins with a concise statement of the
Department’s financial condition and extends to the Notes to the Financial Statements,
which provide specific detail, including calculations and assumptions in key areas, as
defined in OMB Circular A-136. The section also presents the Report of the Independent
Auditors as well as supplemental information on human capital and program outcomes.

In FY 2014, we revamped the Notes to make them more reader-friendly. We did so using a
peer review process among teams of content experts within the Department, benchmarking
against other agencies, and with a careful eye to plain language to attract a broader
audience to material that is often viewed as the fine print, but is, in reality, the assumptions
under which the Department operates.

Financial Statements

Financial statements included are: Consolidated Balance Sheet As of September 30, 2014
and 2013, Consolidated Statement of Net Cost For the Years Ended September 30, 2014
and 2013, Consolidated Statement of Changes in Net Position For the Years Ended
September 30, 2014 and 2013, and Combined Statement of Budgetary Resources For the
Years Ended September 30, 2014 and 2013.

Notes to the Financial Statements

Note 1. Summary of Significant Accounting Policies

Note 2. Non-Entity Assets

Note 3. Fund Balance with Treasury

Note 4. Accounts Receivable

Note 5. Cash and Other Monetary Assets

Note 6. Credit Programs for Higher Education: Credit Program Receivables, Net and
Liabilities for Loan Guarantees

Note 7. Property and Equipment, Net and Leases

Note 8. Other Assets

Note 9. Accounts Payable

Note 10. Debt

Note 11. Other Liabilities

Note 12. Accrued Grant Liability

Note 13. Net Position

Note 14. Intragovernmental Cost and Exchange Revenue by Program

Note 15. Interest Expense and Interest Revenue

Note 16. Statement of Budgetary Resources
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Note 17. Reconciliation of Net Cost of Operations to Budget
Note 18. Incidental Custodial Collections
Note 19. Contingencies

Required Supplementary Information

This section contains the Combining Statement of Budgetary Resources For the Years
Ended September 30, 2014 and 2013.

Required Supplementary Stewardship Information

Stewardship Expenses summarize spending and stakeholder relationships with state and
local educational agencies. Stewardship resources are substantial investments by the
federal government for the long-term benefit of the nation. Because costs of stewardship
resources are treated as expenses in the financial statements in the year the costs are
incurred, they are reported as RSSI to highlight the benefit nature of the costs and to
demonstrate accountability.

Boosting completion rates for bachelor’'s and associate degrees is essential for Americans
to compete in a global economy. Education is the stepping stone to higher living standards
for American citizens, and is vital to economic growth. Economic outcomes, such as wage
and salary levels, have historically correlated with the educational attainment of individuals
and the skills employers expect of those entering the labor force.

Report of the Independent Auditors

The results of the audit of the Department’s financial statements for FY 2014 and FY 2013
to comply with the Chief Financial Officers Act of 1990, as amended, are presented to be
read in conjunction with the Financial Section in its entirety. The Department’s Office of
Inspector General contracted with the independent certified public accounting firm of
CliftonLarsonAllen, LLP to audit the financial statements of the Department as of
September 30, 2014 and 2013, and for the years then ended.
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United States Department of Education
Consolidated Balance Sheet
As of September 30, 2014 and 2013

(Dollars in Millions)

FY 2014 FY 2013
Assets:
Intragovernmental:
Fund Balance with Treasury (Note 3) $ 98,696 $ 108,732
Accounts Receivable (Note 4) 3 2
Other Intragovernmental Assets (Note 8) 55 22
Total Intragovernmental 98,754 108,756
Cash and Other Monetary Assets (Note 5) 1,471 1,482
Accounts Receivable, Net (Note 4) 136 121
Credit Program Receivables, Net (Note 6) 923,545 826,684
Property and Equipment, Net (Note 7) 7 2
Other Assets (Note 8) 13 13
Total Assets (Note 2) $ 1,023,926 $ 937,058
Liabilities:
Intragovernmental:
Accounts Payable (Note 9) $ 1 $ 2
Debt (Note 10) 966,671 852,432
Guaranty Agency Federal Funds Due to Treasury (Note 5) 1,471 1,482
Other Intragovernmental Liabilities (Note 11) 6,413 8,855
Total Intragovernmental 974,556 862,771
Accounts Payable (Note 9) 4,000 4,127
Accrued Grant Liability (Note 12) 2,487 2,170
Other Liabilities (Note 11) 177 147
Total Liabilities (Note 11) $ 981,220 $ 869,215
Commitments and Contingencies (Note 19)
Net Position:
Unexpended Appropriations (Note 13) $ 66,447 $ 71,371
Cumulative Results of Operations (Note 13) (23,741) (3,528)
Total Net Position (Note 13) $ 42,706 $ 67,843
Total Liabilities and Net Position $ 1,023,926 $ 937,058

The accompanying notes are an integral part of these statements.
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United States Department of Education
Consolidated Statement of Net Cost
For the Years Ended September 30, 2014 and 2013

(Dollars in Millions)

FY 2014 FY 2013
Program Costs:
Increase College Access, Quality, and Completion
Gross Costs $ 69,746 $ 17,606
Earned Revenue (29,031) (26,744)
Net Program Costs 40,715 (9,138)
Improve Preparation for College and Career from Birth
Through 12th Grade, Especially for Children with High Needs
Gross Costs $ 23,402 $ 24,871
Earned Revenue (15) (25)
Net Program Costs 23,387 24,846
Ensure Effective Educational Opportunities for All Students
Gross Costs $ 17,101 $ 16,870
Earned Revenue (15) (26)
Net Program Costs 17,086 16,844
Enhance the Education System’s Ability to Continuously Improve
Gross Costs $ 2,046 $ 2,006
Earned Revenue (64) (86)
Net Program Costs 1,982 1,920
Net Cost of Operations (Notes 14 & 17) $ 83,170 $ 34,472

The accompanying notes are an integral part of these statements.
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United States Department of Education
Consolidated Statement of Changes in Net Position

For the Years Ended September 30, 2014 and 2013

(Dollars in Millions)

FY 2014 FY 2013
Cumulative Cumulative
Results of Unexpended Results of Unexpended
Operations  Appropriations Operations  Appropriations

Beginning Balances:

Beginning Balances $ (3,528) $ 71,371 $ (7,531) $ 72,686
Budgetary Financing Sources:

Appropriations Received $ - % 95,293 $ -8 90,993

Appropriations Transferred — In/Out - 76 - -

Other Adjustments (Rescissions, etc.) - (619) - (2,824)

Appropriations Used 99,674 (99,674) 89,484 (89,484)

Nonexchange Revenue 12 - 10 -

Donations and Forfeitures of Cash and Cash

Equivalents 2 - 1 -
Other Financing Sources:

Imputed Financing from Costs Absorbed by Others $ 36 $ - $ 34 % -

Negative Subsidy Transfers, Downward Subsidy

Re-Estimates, and Other (36,767) - (51,054) -
Total Financing Sources $ 62,957 $ (4924) $ 38475 % (1,315)
Net Cost of Operations: $ (83,170) $ - $ (34,472) $ -
Net Change: $ (20,213) $ (4924 $ 4,003 $ (1,315)

Ending Balances (Note 13) $ (23,741) $ 66,447 $ (3528 % 71,371

The accompanying notes are an integral part of these statements.
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United States Department of Education
Combined Statement of Budgetary Resources
For the Years Ended September 30, 2014 and 2013

(Dollars in Millions)

FY 2014

FY 2013

Non-Budgetary

Credit Reform

Non-Budgetary
Credit Reform

Financing Financing
Budgetary Accounts Budgetary Accounts
Budgetary Resources:
Unobligated Balance, Brought Forward, October 1 $ 16,207 $ 11,315 $ 12,622 $ 18,993
Recoveries of Prior Year Unpaid Obligations 1,131 97,274 1,191 35,425
Other Changes in Unobligated Balance (+ or -) (372) (99,811) (428) (39,189)
Unobligated Balance from Prior Year Budget Authority, Net $ 16966 $ 8,778 $ 13385 % 15,229
Appropriations (Discretionary and Mandatory) 95,004 581 88,380 5
Borrowing Authority (Discretionary and Mandatory) (Note 16) - 182,860 - 195,185
Spending Authority from Offsetting Collections
(Discretionary and Mandatory) 473 51,347 779 46,976
Total Budgetary Resources (Note 16) $ 112,443 $ 243,566 $ 102,544 $ 257,395
Status of Budgetary Resources:
Obligations Incurred (Note 16) $ 97,606 $ 233,457 $ 86337 $ 246,080
Unobligated Balance, End of Year:
Apportioned 12,125 69 13,700 -
Unapportioned 2,712 10,040 2,507 11,315
Total Unobligated Balance, End of Year 14,837 10,109 16,207 11,315
Total Status of Budgetary Resources (Note 16) $ 112,443 $ 243,566 $ 102,544 $ 257,395
Change in Obligated Balance:
Unpaid Obligations
Unpaid Obligations, Brought Forward, October 1 $ 59630 $ 161,747 $ 65,057 $ 172,230
Obligations Incurred 97,606 233,457 86,337 246,080
Outlays (Gross) (-) (99,886) (217,614) (90,573) (221,138)
Recoveries of Prior Year Unpaid Obligations (-) (1,131) (97,274) (1,191) (35,425)
Unpaid Obligations, End of Year $ 56219 3 80,316 $ 59,630 $ 161,747
Uncollected Payments
Uncollected Payments, Federal Sources, Brought Forward,
October 1 (-) $ 3) $ 25 $ 2 $ (26)
Change in Uncollected Payments, Federal Sources (+ or -) 2 (1) (1) 1
Uncollected Payments, Federal Sources, End of Year (-) $ @ % 26) $ 3 % (25)
Memorandum (Non-add) Entries
Obligated Balance, Start of Year (+ or -) $ 59627 3 161,722 $ 65055 $ 172,204
Obligated Balance, End of Year (+ or -) $ 56,218 $ 80,290 $ 59627 $ 161,722
Budget Authority and Outlays, Net:
Budget Authority, Gross (Discretionary and Mandatory) $ 95477 % 234,788 $ 89159 $ 242,166
Actual Offsetting Collections (Discretionary and Mandatory) (-) (624) (97,463) (935) (72,672)
Change in Uncollected Customer Payments from Federal Sources
(Discretionary and Mandatory) (+ or -) 2 1) D) 1
Budget Authority, Net (Discretionary and Mandatory) $ 94855 $ 137,324 $ 88223 % 169,495
Outlays, Gross (Discretionary and Mandatory) $ 99886 $ 217614 $ 90,573 $ 221,138
Actual Offsetting Collections (Discretionary and Mandatory) (-) (624) (97,463) (935) (72,672)
Outlays, Net (Discretionary and Mandatory) 99,262 120,151 89,638 148,466
Distributed Offsetting Receipts (-) (Note 16) (39,652) - (48,725) -
Agency Outlays, Net (Discretionary and Mandatory) (Note 16) $ 59,610 $ 120,151  $ 40913 $ 148,466
The accompanying notes are an integral part of these statements.
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Notes to the Financial Statements
For the Years Ended September 30, 2014 and 2013

Note 1. Summary of Significant Accounting Policies

Reporting Entity and Programs

The United States (U.S.) Department of Education (the Department), a cabinet-level agency of
the Executive Branch of the U.S. Government, was established by Congress under the
Department of Education Organization Act (Public Law 96-88), which became effective on
May 4, 1980. The mission of the Department is to promote student achievement and
preparation for global competitiveness by fostering educational excellence and ensuring equal
access. The Department is responsible for administering federal student loan and grant
programs, as discussed below.

Federal Student Loan Programs. The Department administers direct loan, loan guarantee
and other student aid programs to help students and their families finance the cost of
postsecondary education. These include the William D. Ford Federal Direct Loan Program
(Direct Loan) and the Federal Family Education Loan Program (FFEL).

The Direct Loan Program, added to the Higher Education Act of 1965 (HEA) in 1993 by the
Student Loan Reform Act of 1993, authorizes the Department to make loans through
participating schools for eligible undergraduate and graduate students and their parents. The
FFEL Program, authorized by the HEA, operated through state and private nonprofit guaranty
agencies which provided loan guarantees and interest subsidies on loans made by private
lenders to eligible students. The SAFRA Act, formerly the Student Aid and Fiscal Responsibility
Act that was included in the Health Care and Education Reconciliation Act of 2010 (HCERA),
effective July 1, 2010, stated that no new FFEL loans would be made.

The Department also administers loans for the Historically Black Colleges and Universities
(HBCU) Capital Financing Program, the Health Education Assistance Loan Program (HEAL),
the Teacher Education Assistance for College and Higher Education Grant Program (TEACH),
along with low-interest loans to institutions of higher education for the building and renovating
of their facilities through the facilities loan programs.

Grant Programs. The Department administers numerous grant programs, including: grants to
state and local entities for elementary and secondary education; special education and
rehabilitative services grants; grants to support institutions of higher education; educational
research and improvement grants; grants to assist low-income and first-generation college
students to prepare for and transition into college; grants to improve our global awareness and
competitiveness; and fellowships for college and graduate students. Among the largest K-12
discretionary grants are the Federal TRIO Program (TRIO), Race to the Top, and Teacher
Incentive Fund. Among the largest formula grant programs are the Title | grants issued under
the Elementary and Secondary Education Act of 1965, as amended, grants issued under the
Individuals with Disabilities Education Act (IDEA), and grants to local education agencies.

The Department also administers the Federal Pell Grant (Pell Grant) Program to provide need-
based grants that provide access to postsecondary education for low-income undergraduate
and certain post-baccalaureate students.
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Major Program Offices

The Department has three major program offices that administer loan and grant programs.
They are:

o Federal Student Aid (FSA)
o Office of Elementary and Secondary Education (OESE)
o Office of Special Education and Rehabilitative Services (OSERS)

In addition, there are other offices that administer programs, including the Office of Career,
Technical, and Adult Education (OCTAE), Office of Postsecondary Education (OPE),
Institute of Education Sciences (IES), Office of English Language Acquisition (OELA),
Office of Innovation and Improvement (Oll), Office of Management, Office for Civil Rights
(OCR), and Hurricane Education Recovery (HR) activities. (See Notes 12 and 14)

Basis of Accounting and Presentation

These financial statements have been prepared to report the financial position, net cost of
operations, changes in net position, and budgetary resources of the Department, as required
by the Chief Financial Officers Act of 1990 and the Government Management Reform Act of
1994. The financial statements were prepared from the books and records of the Department,
in accordance with Generally Accepted Accounting Principles (GAAP) accepted in the U.S. for
federal entities, issued by the Federal Accounting Standards Advisory Board (FASAB), and the
Office of Management and Budget (OMB) Circular No. A-136, Financial Reporting
Requirements, as revised. These financial statements are different from the financial reports
prepared by the Department pursuant to OMB directives that are used to monitor and control
the use of budgetary resources. FSA also issues audited stand-alone financial statements
which are included in their annual report.

The Department’s financial statements should be read as a component of the U.S.
Government, a sovereign entity. One of the many implications of this is that the liabilities
cannot be liquidated without legislation providing resources and legal authority to do so.

The accounting structure of federal agencies is designed to reflect both accrual and budgetary
accounting transactions. Under the accrual method of accounting, revenues are recognized
when earned and expenses are recognized when a liability is incurred, without regard to receipt
or payment of cash. Budgetary accounting facilitates compliance with legal constraints and
controls over the use of federal funds.

Intradepartmental transactions and balances have been eliminated from the consolidated
financial statements.

Intragovernmental Transactions

The Department’s financial activities are interlinked and dependent upon the financial activities
of the centralized management functions of the federal government. Due to financial regulation
and management control by OMB and the U.S. Department of Treasury (Treasury), operations
may not be conducted and financial positions may not be reported as they would if the
Department were a separate, unrelated entity.

Accounting for Federal Credit Programs

The purpose of the Federal Credit Reform Act of 1990 (FCRA) is to record the lifetime cost of
direct loans and loan guarantees at the time the loan is disbursed. Under the FCRA, subsidy
cost is estimated using the net present value of future cash flows to and from the Department.
In accordance with the FCRA, credit programs either estimate a cost to the government (a
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“positive” subsidy to borrowers), breakeven (zero subsidy cost), or estimate a negative subsidy
cost. Credit programs have negative subsidies when the estimated cost to the government of
providing credit is less than the estimated collections from repayments, interest, and fees, on a
present value basis. The estimates are affected by the cost of borrowing (at Treasury’s rates)
and the estimated risk of default. In practical terms, a negative subsidy occurs when the
interest rate and/or fees charged to the borrower are more than sufficient to cover the costs of
the risk of default.

The cost of direct loan and loan guarantee programs are budgeted and tracked by the fiscal
year in which the loan award is made or the funds committed. Such a grouping of loans or
guarantees are referred to as a “cohort.” A cohort is a grouping of direct loans obligated or loan
guarantees committed by a program in the same year even if disbursements occur in
subsequent years.

In order to account for the change in the net present value of the loan portfolio over time, the
subsidy cost is “amortized” each year. Amortization of subsidy is interest expense on debt with
Treasury minus interest income from borrowers and interest on uninvested fund balance with
Treasury. It is calculated as the difference between interest revenue and interest expense.
Amortized amounts are recognized as an increase or decrease in interest income. Amortization
accounts for the differences in interest rates, accruals, and cash flows over the life of a cohort,
insuring that cost is reflected in subsidy estimates and re-estimates. For direct loans, the
allowance for subsidy is adjusted with the offset to interest revenue. For guaranteed loans, the
liability for loan guarantees is adjusted with the offset to interest expense.

The FCRA establishes the use of Program, Financing, and General Fund Receipt Accounts for
loan guarantees committed and direct loans obligated after September 30, 1991. The Program
Account is a budget account that receives and obligates appropriations to cover the subsidy
cost of a direct loan or loan guarantee and disburses the subsidy cost to the Financing
Account. A Program Account also receives appropriations for administrative expenses.
Appropriations for new subsidy and subsidy re-estimates are received in Program Accounts
and transferred to the Financing Accounts. Financing Accounts borrow funds from Treasury,
make direct loan disbursements, pay claims on guaranteed loans, collect principal and interest
from borrowers, collect fees and other program income, pay interest to Treasury on borrowings,
collect interest from Treasury on uninvested funds, and collect funds for positive subsidy or
transfer negative subsidy to a General Fund Receipt Account. The Financing Account receives
the subsidy cost payment from the Program Account. The General Fund Receipt Account, a
budget account, is used by Treasury for the receipt of amounts paid from the Financing
Account when there are negative subsidies for original cost estimates or downward
re-estimates of prior subsidy costs. The budgetary resources and activities for these accounts
are presented separately in the Combined Statement of Budgetary Resources (SBR) and the
Budget of the United States Government and are excluded from the determination of the
budget deficit or surplus. Program accounts are classified as either budgetary or non-budgetary
in the Combined SBR. The budgetary accounts include the Program and Liquidating Accounts,
while Financing Accounts are non-budgetary. FCRA establishes Liquidating Accounts for
activity relating to any loan guarantees committed or direct loans obligated before October 1,
1991.

Components of subsidy costs for loans and guarantees include defaults (net of recoveries);
contractual payments to third-party private loan collectors who receive a set percentage of
amounts collected; and, as an offset, origination and other fees collected. For direct loans, the
difference between interest rates incurred by the Department on its borrowings from Treasury
and interest rates charged to particular borrowers is also subsidized (or may provide an offset
to subsidy if the Department’s rate is less). The corresponding interest subsidy in loan
guarantee programs is the payment of interest supplements to third-party lenders in order to
pay down the interest rates on loans made by those lenders.
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As of July 1, 2014, consistent with the Consolidated Appropriations Act, 2014 (P.L. 113-76), the
Department of Health and Human Services (HHS) transferred all HEAL program loans to the
Department. This was accomplished through Treasury guidance on obligated and non-
obligated balance transfers. (See Note 6)

Budget Authority

Budget authority is the authorization provided by law for the Department to incur financial
obligations that will result in outlays. The Department’s budgetary resources include
unobligated balances of resources from prior years; recoveries of prior-year obligations; and
new resources, which include appropriations, authority to borrow from Treasury, and spending
authority from collections.

Borrowing authority is an indefinite budgetary resource authorized under the FCRA. This
resource, when realized, finances the unsubsidized portion of the Direct Loan, FFEL, TEACH,
and other loan programs. In addition, borrowing authority is requested in advance of expected
collections to cover negative subsidy cost. Treasury prescribes the terms and conditions of
borrowing authority and lends to the Financing Account amounts as appropriate. Amounts
borrowed, but not yet disbursed, are included in uninvested funds and earn interest. Treasury
uses the same weighted average interest rates for both the interest charged on borrowed funds
and the interest earned on uninvested funds. Treasury calculates a different interest rate to be
used for each loan cohort. The Department may carry forward borrowing authority to future
fiscal years provided that cohorts are disbursing loans. All borrowings from Treasury are
effective on October 1 of the current fiscal year, regardless of when the Department borrowed
the funds, except for amounts borrowed to make annual interest payments.

Authority to borrow from Treasury provides most of the funding for disbursements made under
the Direct Loan Program, FFEL, TEACH, and other loan programs. Subsidy and administrative
costs of the programs are funded by appropriations. Borrowings are repaid using collections
from borrowers, fees, and interest on uninvested funds.

Unobligated balances represent the cumulative amount of budget authority that is not obligated
and that remains available for obligation under law, unless otherwise restricted. Resources
expiring at the end of the fiscal year remain available for five years, but only for upward
adjustments of prior year obligations, after which they are canceled and may not be used.
Resources that have not expired at year-end are available for new obligations, as well as
upward adjustments of prior-year obligations. Funds are appropriated on an annual, multi-year,
or no-year basis. Appropriated funds shall expire on the last day of availability and are no
longer available for new obligations. Amounts in expired funds are unavailable for new
obligations, but may be used to adjust previously established obligations.

Permanent Indefinite Budget Authority. The Direct Loan, FFEL, TEACH, and other loan
programs have permanent indefinite budget authority through legislation. Parts B and D of the
HEA pertain to the existence, purpose, and availability of permanent indefinite budget authority
for these programs.

Reauthorization of Legislation. Funds for most Department programs are authorized, by
statute, to be appropriated for a specified number of years, with an automatic one-year
extension available under Section 422 of the General Education Provisions Act. Congress may
continue to appropriate funds after the expiration of the statutory authorization period,
effectively reauthorizing the program through the appropriations process. The current Budget of
the United States Government presumes all programs continue in accordance with
congressional budgeting rules. (See Note 16)
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Use of Estimates

Department management is required to make certain estimates while preparing consolidated
financial statements in conformity with GAAP. These estimates are reflected in the assets,
liabilities, net cost, and net position of the financial statements and may differ from actual
results. The Department’s estimates are based on management’s best knowledge of current
events, historical experiences, and other assumptions that are believed to be reasonable under
the circumstances. Significant estimates reported on the financial statements include allocation
of Department administrative overhead costs, annual credit program re-estimates and
modifications of subsidy cost (general program administration cost), as well as grant liability
and advance accruals. (See Notes 6, 12, and 14)

Entity and Non-Entity Assets

Assets are classified as either entity or non-entity assets. Entity assets are those that the
Department has authority to use for its operations. Non-entity assets are those held by the
Department but are not available for use in its operations. Non-entity assets are offset by
liabilities to third parties and have no impact on net position. The Department combines its
entity and non-entity assets on the Balance Sheet and discloses its non-entity assets in the
notes. (See Note 2)

Fund Balance with Treasury

Fund Balance with Treasury includes five types of funds in the Department’s accounts with
Treasury available to pay current liabilities and finance authorized purchases, as well as funds
restricted until future appropriations are received: (1) General funds consist of expenditure
accounts used to record financial transactions arising from congressional appropriations, as
well as receipt accounts; (2) Revolving funds, which include Financing Accounts, manage the
activity of self-funding programs whether through fees, sales, or other income; (3) Special
funds are receipts from sources that are authorized by law for a specific purpose—these
receipts are available for expenditure for special programs; (4) Trust funds are used for the
acceptance and administration of funds contributed from public and private sources and
programs and are in cooperation with other federal and state agencies or private donors; and
(5) Other funds include deposit funds, receipt funds, and clearing accounts. Treasury
processes cash receipts and cash disbursements for the Department. The Department’s
records are reconciled with Treasury’s. (See Note 3)

Accounts Receivable

Accounts Receivable are amounts due to the Department from the public and other federal
agencies. Receivables from the public result from overpayments to recipients of grants and
other financial assistance programs, as well as disputed costs resulting from audits of
educational assistance programs. Amounts due from federal agencies result from reimbursable
agreements entered into by the Department with other agencies to provide various goods and
services. Accounts receivable are reduced to net realizable value by an allowance for
uncollectible amounts. The estimate of an allowance for loss on uncollectible accounts is based
on the Department’s experience in the collection of receivables and an analysis of the
outstanding balances.

Accounts Receivable are established as claims to cash or other assets against other entities.
At the Department, accounts receivable originate through legal provisions or program
requirements to return funds due to noncompliant program administration, regulatory
requirements, or individual service obligations. Further, the Department utilizes the opportunity
to reduce the accounts receivable balances through the Treasury referral program.

The Department calculates the allowance for loss from uncollectable accounts receivable by
applying a collection rate based on historical trends against gross accounts receivable. The
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collection rate is determined based on a rolling average of actual collection rates for the prior
seven fiscal years. (See Note 4)

Cash and Other Monetary Assets

Cash and Other Monetary Assets consist of guaranty agency reserves that represent the
federal government’s interest in the net Federal Fund assets of state and nonprofit FFEL
Program guaranty agencies. Guaranty agency Federal Fund reserves are classified as non-
entity assets with the public and are offset by a corresponding liability due to Treasury.
Guaranty agency reserves include initial federal start-up funds, receipts of federal reinsurance
payments, insurance premiums, guaranty agency share of collections on defaulted loans,
investment income, administrative cost allowances, and other assets.

Sections 422A and 422B of the HEA required FFEL guaranty agencies to establish a Federal
Student Loan Reserve Fund (Federal Fund) and an Operating Fund. The Federal Fund and the
non-liquid assets developed or purchased by a guaranty agency, in whole or in part with federal
funds, are the property of the U.S. and are reflected in the Budget of the United States
Government. Ownership by the federal government is independent of the actual control of the
assets.

The Department disburses funds to a guaranty agency. A guaranty agency, through its Federal
Fund, pays lender claims and pays default aversion fees into its own Operating Fund. The
Operating Fund is the property of the guaranty agency and is used to fulfill responsibilities that
include repaying money borrowed from the Federal Fund and performing default aversion and
collection activities. Payments made to the Department from Guaranty Agency Federal Fund
through a statutory recall or agency closures represent capital transfers and are credited to the
Department’s Fund Balance with Treasury account. (See Note 5)

Credit Program Receivables, Net and Liabilities for Loan Guarantees

The financial statements reflect the Department’s estimate of the long-term cost of direct and
guaranteed loans in accordance with the FCRA. Loans and interest receivable are valued at
their gross amounts less an allowance for the present value of amounts not expected to be
recovered and thus having to be subsidized—called an “allowance for subsidy.” The difference
between the gross amount and the allowance for subsidy is the present value of the cash flows
to, and from, the Department that are expected from receivables over their projected lives.
Similarly, liabilities for loan guarantees are valued at the present value of the cash outflows
from the Department less the present value of related inflows. The estimated present value of
net long-term cash outflows of the Department for subsidized costs is net of recoveries, interest
supplements, and offsetting fees. The Department also values all pre-1992 loans, loan
guarantees, and direct loans at their net present values. If the Liability for Loan Guarantees is
positive, the amount is reported as a component of Credit Program Receivables, Net.

The Liability for Loan Guarantees presents the net present value of all future cash flows from
currently insured FFEL loans including claim payments, interest assistance, allowance
payments, and recoveries from assigned loans. Guaranteed loans that default are initially
turned over to guaranty agencies for collection. Defaulted FFEL loans are accounted for and
reported in the financial statements under credit reform rules, similar to direct loans, although
they are legally not direct student loans. Negative balances are reported as a component of
Credit Program Receivables, Net. Credit Program Receivables, Net includes default FFEL
loans owned by the Department and held by the Department or guaranty agencies. In most
cases, after approximately four years, defaulted guaranteed loans not in repayment are turned
over to the Department for collection.

Credit program receivables for activities under the temporary loan purchase authority include
the present value of future cash flows related to purchased loans. Subsidy was transferred,
which may have been prior to loan purchase, and is recognized as subsidy expense on the
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Balance Sheet and Statement of Net Cost. The cash flows of these authorities also include
inflows and outflows associated with the underlying or purchased loans and other related
activities, including any positive or negative subsidy transfers. (See Note 6)

Property and Equipment, Net and Leases

The Department capitalizes single items of property and equipment with a cost of $50,000 or
more that have an estimated useful life of two years or more. Additionally, the Department
capitalizes bulk purchases of property and equipment with an aggregate cost of $500,000 or
more. A bulk purchase is defined as the purchase of like items related to a specific project, or
the purchase of like items occurring within the same fiscal year that have an estimated useful
life of at least two years. Property and equipment are depreciated over their estimated useful
lives using the straight-line method of depreciation. Internal Use Software meeting the above
cost and useful life criteria is also capitalized. Internal Use Software is either purchased off the
shelf, internally developed, or contractor developed solely to meet the Department’s needs.

The Department adopted the following useful lives for its major classes of depreciable property
and equipment:

Depreciable Property and Equipment

(In Years)

Major Class Useful Life
Information Technology, Internal Use Software, and Telecommunications Equipment 3
Furniture and Fixtures 5

The Department leases buildings, along with information technology and telecommunications
equipment, as part of a contractor-owned, contractor-operated services contract. Lease
payments associated with the equipment have been determined to be operating leases and, as
such, are expensed as incurred. The non-cancellable lease term is one year, with the
Department holding the right to extend the lease term by exercising additional one-year
options. (See Note 7)

Liabilities

Liabilities represent actual and estimated amounts to be paid as a result of transactions or
events that have already occurred. However, no liabilities can be paid by the Department
without budget authority. Liabilities for which an appropriation has not been enacted are
classified as liabilities not covered by budgetary resources, and there is no certainty that an
appropriation will be enacted. The government, acting in its sovereign capacity, can abrogate
liabilities that arise from activities other than contracts. FFEL Program and Direct Loan

Program liabilities are entitlements covered by permanent indefinite budget authority. (See
Note 11)

Accounts Payable

Accounts Payable include amounts owed by the Department for goods and services received
from other entities, as well as payments not yet processed. (See Note 9)

Debt

The Department borrows from Treasury to provide funding for the Direct Loan, FFEL, TEACH,
and other loan programs. The liability to Treasury from borrowings represents unpaid principal
at year-end. The Department repays the principal based on available fund balances. Interest on
the debt is calculated and paid at fiscal year-end using rates set by Treasury. These are rates
generally fixed based on the rate for 10-year Treasury securities. In addition, the Federal
Financing Bank (FFB) holds bonds issued by a designated bonding authority, on behalf of the
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Department, for the HBCU Capital Financing Program. The Department reports the
corresponding liability for full payment of principal and accrued interest on bonds as a payable
to the FFB. (See Note 10)

Accrued Grant Liability

Disbursements of grant funds are recognized as expenses at the time of disbursement. Some
grant recipients incur allowable expenditures as of the end of an accounting period but have
not yet been reimbursed by the program. The Department will accrue a liability for these
allowable expenditures incurred that have not yet been reimbursed. The amount is estimated
using statistical sampling, as well as information on recent grant expenditures and unliquidated
balances. (See Note 12)

Other Liabilities

Other Liabilities include liabilities in miscellaneous receipts and capital transfers. Liabilities in
miscellaneous receipt accounts are recorded for downward subsidy re-estimates that are
accrued at year end and for amounts of future capital transfers from Liquidating Accounts.
Miscellaneous receipt accounts are a mechanism used by Treasury to facilitate the elimination
of receivables and payables within the government, and the Department follows the guidance
for using miscellaneous receipt accounts in recording specific events. Upon execution of a
downward re-estimate or an actual capital transfer, the liabilities in the miscellaneous receipt
accounts are satisfied and removed from the general ledger. Liabilities in miscellaneous receipt
accounts are unfunded liabilities. (See Note 11)

Net Cost

Net cost consists of gross costs and earned revenue. Gross costs and earned revenue are
classified as intragovernmental (exchange transactions between the Department and other
entities within the federal government) or with the public (exchange transactions between the
Department and non-federal entities).

Net program costs are gross costs less revenue earned from activities. The Department
determines gross cost and earned revenue by tracing amounts back to the specific program
office. Administrative overhead costs of funds unassigned are allocated based on full-time
employee equivalents of each program. (See Note 14)

Interest Expense and Interest Revenue

The Department accrues interest receivable and records interest revenue on performing Direct
Loans and FFEL loans purchased by the Department. The Department recognizes interest
income when interest is accrued on loans to the public for the Direct Loan, FFEL, and TEACH
Programs. FFEL Financing and Liquidating Accounts accrue interest as part of allowance for
subsidy. Interest due from borrowers is accrued at least monthly and is satisfied upon collection
or capitalization into the loan principal.

Interest expense and interest revenue are equal for all credit programs due to subsidy
amortization. If interest revenue is greater than expense or interest expense is greater than
revenue, the difference is recorded to revenue with the offset to allowance for subsidy. Subsidy
amortization is required by the FCRA and accounts for the difference between interest accruals
and interest cash flows. (See Note 15)

Net Position

Net position consists of unexpended appropriations and cumulative results of operations.
Unexpended appropriations include undelivered orders and unobligated balances, except for
amounts in Financing Accounts, Liquidating Accounts, and trust funds. Cumulative results of
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operations represent the net difference since inception between (1) expenses and (2) revenues
and financing sources. (See Note 13)

Personnel Compensation and Other Employee Benefits

Annual, Sick, and Other Leave. The liability for annual leave, compensatory time off, and
other vested leave is accrued when earned and reduced when taken. Each year, the accrued
annual leave account balance is adjusted to reflect current pay rates. Sick leave and other
types of non-vested leave are expensed as taken. Annual leave earned but not taken, within
established limits, is funded from future financing sources.

Retirement Plans and Other Retirement Benefits. Employees participate in either the Civil
Service Retirement System (CSRS), a defined benefit plan, or the Federal Employees
Retirement System (FERS), a defined benefit and contribution plan. For CSRS employees, the
Department contributes a fixed percentage of pay.

FERS consists of Social Security, a basic annuity plan, and the Thrift Savings Plan. The
Department and the employee contribute to Social Security and the basic annuity plan at rates
prescribed by law. In addition, the Department is required to contribute to the Thrift Savings
Plan a minimum of 1 percent per year of the basic pay of employees covered by this system,
match voluntary employee contributions up to 3 percent of the employee’s basic pay, and
match one-half of contributions between 3 percent and 5 percent of the employee’s basic pay.
For FERS employees, the Department also contributes the employer’s share of Medicare.

Contributions for CSRS, FERS, and other retirement benefits are insufficient to fund the
programs fully and are subsidized by the Office of Personnel Management (OPM). The
Department imputes its share of the OPM subsidy, using cost factors provided by OPM, and
reports the full cost of the programs related to its employees.

Federal Employees’ Compensation Act. The Federal Employees’ Compensation Act (FECA)
provides income and medical cost protection to covered federal civilian employees injured on
the job, employees who have incurred work-related occupational diseases, and beneficiaries of
employees whose deaths are attributable to job-related injuries or occupational diseases. The
FECA Program is administered by the U.S. Department of Labor (DOL), which pays valid
claims and subsequently seeks reimbursement from the Department for these paid claims.

The FECA liability consists of two components. The first component is based on actual claims
paid and recognized by the Department as a liability. Generally, the Department reimburses
DOL within two to three years once funds are appropriated. The second component is the
estimated liability for future benefit payments based on unforeseen events, such as death,
disability, medical, and miscellaneous costs as determined by DOL annually. (See Note 11)

Reclassifications

Certain reclassifications were made to the Fiscal Year (FY) 2013 financial statements and
notes to conform to the current year presentation. These changes had no effect on total assets,
liabilities, net position, net cost of operations, or budgetary resources. The American Recovery
and Reinvestment Act of 2009 (ARRA) funding is winding down, thereby diminishing the
materiality of the program. Therefore, the separate ARRA presentation on the financial
statements and note disclosures has been removed. The Consolidated Statement of Net Cost
and related note disclosures for FY 2013 have been reclassified to present ARRA funding
under the specific program offices distributing the funding. (See Notes 12 and 14)
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Note 2. Non-Entity Assets
As of September 30, 2014 and 2013, non-entity assets consisted of the following:

Non-Entity Assets

(Dollars in Millions)

2014 2013
Non-Entity Assets
Intragovernmental:
Fund Balance with Treasury $ 44 $ 40
Total Intragovernmental 44 40
With the Public:
Cash and Other Monetary Assets 1,471 1,482
Credit Program Receivables, Net 387 369
Accounts Receivable, Net 63 61
Total With the Public 1,921 1,912
Total Non-Entity Assets 1,965 1,952
Entity Assets 1,021,961 935,106
Total Assets $ 1,023,926 $ 937,058

The Department’s FY 2014 assets are predominantly entity assets (99.8 percent), leaving the
small portion of assets remaining as non-entity assets. Non-entity intragovernmental assets
primarily consist of deposit fund and clearing account balances. Non-entity assets with the
public primarily consist of guaranty agency reserves (76.6 percent), reported as Cash and
Other Monetary Assets, and related Federal Perkins Loan Program loan receivables

(20.1 percent), reported as Credit Program Receivables, Net. Federal Perkins Loan Program is
a non-entity asset because the assets are held by the Department but are not available to the
Department. The corresponding liabilities for these non-entity assets are reflected in various
accounts, including Intragovernmental Accounts Payable, Guaranty Agency Federal Fund Due
to Treasury, and Other Liabilities. (See Notes 5, 9, and 11)

Note 3. Fund Balance with Treasury

Fund Balance with Treasury by status of funds and fund type, as of September 30, 2014 and
2013, consisted of the following:

Fund Balance with Treasury

(Dollars in Millions)

2014
All
General Revolving Special Trust Other
Funds Funds Funds Funds Funds Total
Status of Funds
Unobligated Balance:
Available $ 12,125 $ 69 $ - $ - 8 - $12,194
Unavailable 1,230 10,040 11 - - 11,281
Obligated Balance, Not Yet Disbursed 56,208 18,964 4 1 - 75,177
Other - - - - 44 44
Fund Balance with Treasury $ 69,563 $29,073 $ 15 $ 1 $ 44 $98,696
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2013
All
General  Revolving Special Trust Other
Funds Funds Funds Funds Funds Total

Status of Funds
Unobligated Balance:

Available $13,700 $ - $ - $ - $ - $13,700

Unavailable 1,010 11,315 15 - - 12,340
Obligated Balance, Not Yet Disbursed 59,619 23,028 2 3 - 82,652
Other - - - - 40 40
Fund Balance with Treasury $ 74,329 $ 34,343 $ 17 $ 3 $ 40 $108,732

Composition of Funds

A portion of the general funds is provided in advance by multiyear appropriations for obligations
anticipated during the current and future fiscal years. Revolving funds are derived from
borrowings, as well as collections from the public and other federal agencies. Special funds
include fees collected on delinquent or defaulted Perkins loans that have reverted back to the
Department from the initial lenders. Trust funds generally consist of remaining undisbursed
donations for the hurricane relief activities.

Status of Funds

Available unobligated balances represent amounts that are apportioned for obligation in the
current fiscal year. Unavailable unobligated balances represent amounts that are not
apportioned for obligation during the current fiscal year and expired appropriations no longer
available to incur new obligations. Total unavailable unobligated balances ($11,281 million)
differs from unapportioned amounts on the SBR ($12,752 million) due to the Cash and Other
Monetary Assets ($1,471 million). Obligated balances not yet disbursed include undelivered
orders and unpaid expended authority. (See Note 5)

Note 4. Accounts Receivable
Accounts Receivable, as of September 30, 2014 and 2013, consisted of the following:

Accounts Receivable

(Dollars in Millions)

2014
Gross
Receivables Allowance Net Receivables
Intragovernmental $ 3 $ - $ 3
With the Public 324 (188) 136
Total $ 327 $ (188) $ 139
2013
Gross
Receivables Allowance Net Receivables
Intragovernmental $ 2 $ - $ 2
With the Public 306 (185) 121
Total $ 308 $ (185) $ 123
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Gross Receivables by type, as of September 30, 2014 and 2013, are presented below.

Gross Receivables

(Dollars in Millions)

2014 2013
Category
Institutional $ 209 $ 194
Individual 72 72
State and Local 43 40
Intragovernmental 3 2
Total $ 327 $ 308

Accounts receivable consist of institutional debt resulting from external audit or program review;
program scholarship grant repayments; employee debt; and intragovernmental debts due from
other federal agencies through interagency agreements.

Note 5. Cash and Other Monetary Assets

Cash and Other Monetary Assets consist of reserves held in the FFEL guaranty agency
Federal Fund. Changes in the valuation of the Federal Fund increase or decrease the
Department’s Cash and Other Monetary Assets with a corresponding change in Guaranty
Agency Federal Fund Due to Treasury. The table below presents Cash and Other Monetary
Assets for the years ended September 30, 2014 and 2013.

Cash and Other Monetary Assets

(Dollars in Millions)

2014 2013
Beginning Balance, Cash and Other Monetary Assets $ 1,482 $ 1,307
Increase/(Decrease) in Guaranty Agency Federal Fund, net (11) 175
Ending Balance, Cash and Other Monetary Assets $ 1,471 $ 1,482

The $11 million net decrease in the Federal Fund in FY 2014 represents the change in the
estimated value of net assets held in the FFEL guaranty agency Federal Fund. This decrease
reflects the impact of guaranty agencies’ operations.

Note 6. Credit Programs for Higher Education: Credit Program
Receivables, Net and Liabilities for Loan Guarantees

The Department currently operates two major student loan programs, Direct Loan and FFEL.
The Direct Loan Program offers four types of loans: Stafford, Unsubsidized Stafford, PLUS,
and Consolidation. Evidence of financial need is required for an undergraduate student to
receive a subsidized Stafford loan. The other three loan programs are available to borrowers at
all income levels. Loans can be used only to meet qualified educational expenses.

The Department holds $924 billion in outstanding student loan net receivables. This
outstanding balance is comprised primarily of Direct Loan, FFEL, and loans purchased using
authority provided in Ensuring Continued Access to Student Loans Act of 2008 (ECASLA), but
there are several other loan programs that the Department administers—including the Federal
Perkins Loan Program, the TEACH Grant Program, HEAL Program, and the Facilities Loan
Programs.
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Credit Program Receivables, as of September 30, 2014 and 2013, consisted of the following:

Credit Program Receivables, Net

(Dollars in Millions)

2014 2013
Direct Loan Program Loan Receivables, Net $ 778,516 $ 679,107
FFEL Program Loan Receivables:
FFEL Guaranteed Loan Program, Net (Pre-1992) 1,904 2,231
FFEL Program (Post-1991):
FFEL Guaranteed Loan Program, Net 37,969 35,144
Temporary Loan Purchase Authority:
Loan Purchase Commitment, Net 36,556 38,946
Loan Participation Purchase, Net 64,513 67,546
ABCP Conduit, Net 1,922 1,864
Federal Perkins and Other Loan Program Loan Receivables, Net 387 369
TEACH Program Loan Receivables, Net 536 453
HEAL Program Loan Receivables, Net 115
Facilities Loan Programs Loan Receivables, Net 1,127 1,024
Total $ 923,545 $ 826,684

Due to Congressional legislation, HHS will report all prior year HEAL Program information on
their financial statements. Thus, the Department will not report FY 2013 HEAL Program
information on the comparable financial statements in FY 2014.

The federal student loan programs provide students and their families with the funds to help
meet postsecondary education costs. Funding for these programs is provided through
permanent indefinite budget authority. What follows is a comprehensive description of the
student loan programs at the Department, including summary financial data and subsidy rates.

William D. Ford Federal Direct Loan Program. The federal government makes loans directly
to students and parents through participating institutions of higher education under the Direct
Loan Program. Direct Loans are originated and serviced through contracts with private
vendors. As of September 30, 2014 and 2013, total principal balances outstanding of Direct
Loans were approximately $694 billion and $585 billion, respectively.

The Department disbursed approximately $134 billion in Direct Loans to eligible borrowers in
FY 2014 and approximately $130 billion in FY 2013. Of the $134 billion disbursed in Direct
Loans, new loans were $99 billion and consolidation loans were $35 billion. Loans are typically
disbursed in multiple installments over an academic period; as a result, loan disbursements for
an origination cohort year often cross fiscal years. Half of all loan volume is obligated in the
fourth quarter of a fiscal year. Regardless of the fiscal year in which they occur, disbursements
are tracked by cohort as determined by the date of obligation rather than disbursement.

Approximately 8.5 percent of Direct Loan obligations made in a fiscal year are never disbursed.
Loan obligations are established at a summary level based on estimates of schools’ receipt of
aid applications. The loan obligation may occur before a student has been accepted by a
school or before the student begins classes. For Direct Loans obligated in the 2014 cohort, an
estimated $12.6 billion will never be disbursed. Eligible schools may obtain advances from the
Department to fund Direct Loans awards or request subsequent reimbursement from the
Department.
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Direct Loan Program loan receivables are defaulted and non-defaulted loans owned and held
by the Department. The following schedule summarizes the principal and related interest
receivables, net of the allowance for subsidy:

Direct Loan Program Loan Receivables, Net

(Dollars in Millions)

2014 2013
Principal Receivable $ 694,006 $ 584,528
Interest Receivable 37,152 29,332
Total 731,158 613,860
Allowance for Subsidy 47,358 65,247
Direct Loan Program Loan Receivables, Net $ 778,516 $ 679,107

Of the $731.2 billion in receivables, as of September 30, 2014, $33.9 billion (4.6 percent) in
loan principal was in default and had been transferred to the Department’s defaulted loan
servicer, compared to $28.9 billion (4.7 percent) as of September 30, 2013. As of

September 30, 2014 and 2013, an additional $0.5 billion and $1.1 billion, respectively in
defaulted loans held by servicers had not yet been transferred to the Department’s defaulted
loan servicer; this amount includes defaulted Direct Loans and defaulted loans from other loan
programs.

Negative allowance for subsidy is a factor of interest rates, default rates, fees, and other costs.
Negative subsidy is an estimate of future cash inflows exceeding future cash outflows. Subsidy,
either positive or negative, provides resources for the Department to carry on its loan
origination and loan servicing activities under the Direct Loan Program.

The following schedule provides a reconciliation between the beginning and ending balances of
the allowance for subsidy for the Direct Loan Program:

Direct Loan Program Reconciliation of Allowance for Subsidy

(Dollars in Millions)

2014 2013
Beginning Balance, Allowance for Subsidy $ 65,247 $ 32,076
Activity
Fee Collections (1,623) (1,557)
Loan Cancellations 2,068 1,890
Subsidy Allowance Amortization (11,319) (7,719)
Other 1,111 1,000
Total Activity (9,763) (6,386)
Components of Negative Subsidy Transfers
Interest Rate Differential 33,161 37,063
Defaults, Net of Recoveries (1,409) (1,887)
Fees 1,756 1,801
Other (11,418) (9,967)
Current Year Negative Subsidy Transfers 22,090 27,010
Components of Subsidy Re-estimates
Interest Rate Re-estimates (8,344) 11,754
Technical and Default Re-estimates (21,872) 793
(Upward)/Downward Subsidy Re-estimates (30,216) 12,547
Ending Balance, Allowance for Subsidy $ 47,358 $ 65,247
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Loan cancellations include write-offs of loans because the primary borrower died, became
disabled, or declared bankruptcy. The Other components of current year negative subsidy
transfers consist of contract collection costs, program review collections, fees, and other
accruals. The interest rate re-estimate relates to subsidy associated with establishing a fixed
rate for the Department’s borrowing from Treasury.

The following schedule summarizes the Direct Loan Financing Account interest expense and
interest revenue for the years ended September 30, 2014 and 2013:

Direct Loan Program Interest Expense and Revenue

(Dollars in Millions)

2014 2013
Interest Expense on Treasury Borrowing $ 25,152 $ 22,661
Total Interest Expense $ 25,152 $ 22,661
Interest Revenue from the Public $ 32,801 $ 26,972
Amortization of Subsidy (11,319) (7,720)
Interest Revenue on Uninvested Funds 3,670 3,409
Total Interest Revenue $ 25,152 $ 22,661

The following schedule summarizes the Direct Loan Financing Account subsidy expense for
the years ended September 30, 2014 and 2013:

Direct Loan Program Subsidy Expense

(Dollars in Millions)

2014 2013

Components of Negative Subsidy Transfers

Interest Rate Differential $ 33,161 $ 37,063
Defaults, Net of Recoveries (1,409) (1,887)
Fees 1,756 1,801
Other (11,418) (9,967)
Negative Subsidy Transfers 22,090 27,010
(Upward)/Downward Subsidy Re-estimates (30,216) 12,547
Direct Loan Subsidy Expense $ (8,126) $ 39,557

The change in Direct Loan Subsidy Expense of $47.7 billion from FY 2013 to FY 2014 is
primarily due to the change in subsidy re-estimates. Direct Loan re-estimated subsidy cost was
adjusted upward by $30.2 billion in FY 2014. Updated discount rates for the 2013 and 2012
cohorts decreased cost by $4.4 billion. Changes in the availability of repayment plans
increased cost by $18.6 billion. Costs increased $2.9 billion due to increases in default rates.
Changes in prepayment rates reflect slower than expected prepayment activity, leading to
increased interest earnings resulting in $3.2 billion in downward subsidy cost. Other
assumption updates produced offsetting costs, with the remainder attributable to interest on the
re-estimate. In June 2014, President Obama announced a new initiative to expand the Pay As
You Earn repayment plan to all borrowers. The modified cost for subsidy of this plan for cohort
years 1994-2013 is $8.3 billion. This planned initiative will be negotiated with interested parties
in 2015. The subsidy rate is sensitive to interest rate fluctuations; for example, a 1 percent
increase in projected borrower base rates would reduce projected Direct Loan subsidy cost by
$3.5 billion. Re-estimated costs only include those cohorts that are 90 percent disbursed;
cohort years 1994-2013.
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Direct Loan re-estimated subsidy cost was adjusted downward by $12.5 billion in FY 2013.
Updated discount rates for the 2012 and 2011 cohorts decreased cost by $11.8 billion.
Deferment and forbearance rate changes decreased cost by $1.5 billion. Costs increased

$1.5 billion due to increases in default and disability rates. Changes in prepayment rates reflect
slower than expected prepayment activity, leading to increased interest earnings resulting in
$1.1 billion in downward subsidy cost. Other assumption updates produced offsetting costs,
with the remainder attributable to interest on the re-estimate. The subsidy rate is sensitive to
interest rate fluctuations; for example, a 1 percent increase in projected borrower base rates
would reduce projected Direct Loan subsidy cost by $1.8 billion. Re-estimated costs only
include those cohorts that were 90 percent disbursed; cohort years 1994-2012.

The subsidy rates applicable to the 2014 loan cohort year follow:
Direct Loan Subsidy Rates—Cohort 2014

Interest

Differential Defaults Fees Other Total
Stafford (4.86)% 0.15% (1.07)% 6.37% 0.59%
Unsubsidized Stafford (25.51)% 0.27% (1.07)% 7.77% (18.54)%
PLUS (34.89)% 0.51% (4.29)% 6.99% (31.68)%
Consolidation (6.59)% 1.58% 0.00% 11.14% 6.13%
Total (18.08)% 0.59% (1.25)% 8.20%  (10.54)%

The subsidy rate represents the subsidy expense of the program in relation to the obligations or
commitments made during the fiscal year and are weighted on gross volume. The subsidy
expense for new direct loans reported in the current year relates to disbursements of loans
from both current and prior years’ cohorts. Subsidy expense is recognized when the
Department disburses direct loans. The subsidy expense reported in the current year may
include re-estimates. The subsidy rates shown above, which reflect aggregate negative subsidy
in the FY 2014 cohort, cannot be applied to direct loans disbursed during the current reporting
year to yield the subsidy expense, nor are these rates applicable to the portfolio as a whole.
The Department does not re-estimate student loan cohorts until they are at least 90 percent
disbursed. As a result, the financial statement re-estimate does not include a re-estimate of the
current year cohort. The first re-estimate of this cohort will take place upon execution of the
2016 President's Budget.

The costs of the Department’s student loan programs, especially the Direct Loan Program, are
highly sensitive to changes in actual and forecasted interest rates. The formulas for
determining program interest rates are established by statute; the existing loan portfolio has a
mixture of borrower and lender rate formulas. Interest rate projections are based on
probabilistic interest rate scenario inputs developed and provided by OMB.

The following schedule summarizes the Direct Loan Program loan disbursements by loan type
for the years ended September 30, 2014 and 2013:
Direct Loan Program Expenditures by Loan Type

(Dollars in Millions)

2014 2013
Stafford $ (25,877) $ (26,530)
Unsubsidized Stafford (54,740) (56,122)
PLUS (18,910) (19,388)
Consolidation (34,525) (27,472)
Total Expenditures $ (134,052) $ (129,512)
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The allocation of disbursements for the first three loan types is estimated based on historical
trend information.

Student and parent borrowers may prepay existing loans without penalty through a new
consolidation loan. Under the FCRA and requirements provided by OMB regulations, the
retirement of Direct Loans being consolidated is considered a collection of principal and
interest. This receipt is offset by the disbursement related to the newly created consolidation
loan. Underlying direct or guaranteed loans, performing or nonperforming, are paid off in their
original cohort; new consolidation loans are originated in the cohort in which the new
consolidation loan was obligated. Consolidation activity is taken into consideration in
establishing subsidy rates for defaults and other cash flows. The cost of new consolidations is
included in subsidy expense for the current-year cohort; the effect of prepayments on existing
loans could contribute to re-estimates of prior cohort costs. The net receivables include
estimates of future prepayments of existing loans through consolidations; they do not reflect
costs associated with anticipated future consolidation loans.

Direct Loan consolidations increased from $28 billion during FY 2013 to $35 billion during

FY 2014. Under the FCRA, the subsidy costs of new consolidation loans are not reflected until
the future fiscal year in which they are disbursed. The effect of the early payoff of the existing

loans—those being consolidated—is recognized in the future projected cash flows of the past
cohort year in which the loans were originated.

Federal Family Education Loan Program. As a result of the SAFRA Act, the Department and
private lenders did not originate or guarantee any new loans in FY 2014 or FY 2013. Federal
guarantees on FFEL Program loans and commitments remain in effect for loans made before
July 1, 2010, that were sold to the Department through an ECASLA program, consolidated into
a direct loan, or otherwise satisfied, discharged, or cancelled. As of September 30, 2014 and
2013, total principal balances outstanding of guaranteed loans held by lenders were
approximately $242 billion and $264 billion, respectively. As of September 30, 2014 and 2013,
the estimated maximum government exposure on outstanding guaranteed loans held by
lenders was approximately $236 billion and $258 billion, respectively. Of the insured amount,
the Department would pay a smaller amount to the guaranty agencies, based on the
appropriate reinsurance rates, which range from 100 to 95 percent.
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FFEL Program Loan Receivables, Net

(Dollars in Millions)

FEEL Program (Pre-1992)
Principal Receivable
Interest Receivable
Total
Allowance for Subsidy
Liabilities for Loan Guarantees

FFEL Guaranteed Loan Program, Net (Pre-1992)

FFEL Program (Post-1991)
FFEL Guaranteed Loan Program:
Principal Receivable
Interest Receivable
Total
Allowance for Subsidy
Liabilities for Loan Guarantees

FFEL Guaranteed Loan Program, Net (Post-1991)

Temporary Loan Purchase Authority:
Loan Purchase Commitment:
Principal Receivable
Interest Receivable
Total
Allowance for Subsidy
Loan Purchase Commitment, Net
Loan Participation Purchase:
Principal Receivable
Interest Receivable
Total
Allowance for Subsidy
Loan Participation Purchase, Net
ABCP Conduit:
Principal Receivable
Interest Receivable
Total
Allowance for Subsidy
ABCP Conduit, Net

FFEL Program Loan Receivables, Net

ECASLA gave the Department temporary authority to purchase FFEL loans and participation

2014 2013
$ 4,707 $ 5,040
5,810 5,563

10,517 10,603

(8,586) (8,356)

(27) (16)

1,904 2,231

34,251 32,649

5,273 4,849

39,524 37,498
(5,773) (6,614)

4,218 4,260

37,969 35,144

29,401 31,899

1,927 1,859

31,328 33,758

5,228 5,188

36,556 38,946

52,782 56,041

3,358 3,297

56,140 59,338

8,373 8,208

64,513 67,546

2,036 2,208

218 193

2,254 2,401

(332) (537)

1,922 1,864

$ 142,864 $ 145731

interests in those loans. The Department implemented three activities under this authority: loan
purchase commitments; purchases of loan participation interests; and a put, or forward
purchase commitment, with an Asset-Backed Commercial Paper (ABCP) Conduit. This
authority expired after September 30, 2010; as a result, loan purchase commitments and
purchases of loan participation interests concluded. However, under the terms of the Put
Agreement with the conduit, ABCP Conduit activity ceased operations in January 2014.

The asset-backed commercial paper vehicle, the Conduit, closed in early FY 2014, resulting in
a $71 billion recovery of prior year obligations and the cancellation of unused borrowing

authority.
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The FFEL Guaranteed Student Loan Financing Account has a hegative estimated Liability for
Loan Guarantees of $4.2 billion and $4.3 billion as of September 30, 2014 and 2013,
respectively. This indicates that expected collections on anticipated future defaulted loans will
be in excess of default disbursements, calculated on a net present value basis. Under GAAP,
the negative estimated liability has been classified as a component of Credit Program
Receivables on the Consolidated Balance Sheet. The following schedule provides a
reconciliation between the beginning and ending balances of the liability for loan guarantees for

the insurance portion of the FFEL Program:

FFEL Program Reconciliation of Liabilities for Loan Guarantees

(Dollars in Millions)

Beginning Balance, FFEL Financing Account Liability for
Loan Guarantees

Activity

Interest Supplement Payments
Claim Payments

Fee Collections

Interest on Liability Balance

Other

Total Activity

Components of Loan Modifications
Loan Modification Costs
Modification Adjustment Transfers
Loan Modifications

(Upward)/Downward Subsidy Re-estimates

Ending Balance, FFEL Financing Account Liability for Loan
Guarantees
FFEL Liquidating Account Liability for Loan Guarantees

Liabilities for Loan Guarantees

2014 2013

$ 4,260 $ (1,013)
1,094 1,336

8,914 9,125

(2,156) (2,239)

1,843 1,783

(13,785) (12,564)
(4,090) (2,559)

4,020 -

(581) -

3,439 -

609 7,832

4,218 4,260

(27) (16)

$ 4,191 $ 4,244

Other activity includes negative special allowance collections, collections on defaulted FFEL
loans, expenditures, and loan cancellations due to death, disability, or bankruptcy.
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The following schedules provide reconciliations between the beginning and ending balances of
the allowance for subsidy for the Loan Purchase Commitment component and the Loan
Participation Purchase component of the FFEL Program. Loans in these programs are loans
acquired by the Department. Acquired loans are reported at their net present value of future

cash flows.

Loan Purchase Commitment Reconciliation of Allowance for Subsidy

(Dollars in Millions)

Beginning Balance, Allowance for Subsidy

Activity

Subsidy Allowance Amortization
Loan Cancellations

Contract Collection Cost and Other

Total Activity

(Upward)/Downward Subsidy Re-estimates

Ending Balance, Allowance for Subsidy

2014 2013
5,188 $ 5,258
(749) (771)

116 106
72 51
(561) (614)
601 544
5,228 $ 5,188

Loan Participation Purchase Reconciliation of Allowance for Subsidy

(Dollars in Millions)

Beginning Balance, Allowance for Subsidy

Activity

Subsidy Allowance Amortization
Loan Cancellation

Contract Collection Cost and Other

Total Activity

(Upward)/Downward Subsidy Re-estimates

Ending Balance, Allowance for Subsidy

2014 2013
8,208 $ 8,910
(1,304) (1,319)
224 197

93 43

(987) (1,079)
1,152 377
8,373 $ 8,208

The following schedule provides FFEL Program subsidy expense for the years ended

September 30, 2014 and 2013, respectively:

FFEL Program Subsidy Expense

(Dollars in Millions)

FFEL Guaranteed Loan Program Subsidy Re-estimates

Loan Purchase Commitment Subsidy Re-estimates

Loan Participation Purchase Subsidy Re-estimates

ABCP Conduit Subsidy Re-estimates

FFEL Program (Upward)/Downward Subsidy Re-estimates

FFEL Guaranteed Loan Program Modification Costs

FFEL Program Subsidy Expense

2014 2013
$ 609 $ 7,832
601 544
1,152 377
203 -
2,565 8,753
4,020 -
$ 6,585 $ 8,753
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FFEL Guaranteed re-estimated subsidy cost was adjusted downward by $0.6 billion in

FY 2014. Costs decreased $411 million due to updated economic assumptions, including
probabilistic deterministic rates, which reflected historically low commercial paper rates,
resulting in substantially higher negative special allowance payments than were previously
projected. Costs decreased $111 million due to maturity and debt distribution assumption
updates. Other assumption updates produced offsetting costs, with the remainder attributable
to interest on the re-estimate. The subsidy rate is sensitive to interest rate fluctuations; for
example, a 1 percent increase in borrower interest rates and the guaranteed yield for lenders
would increase projected FFEL costs by $18 billion.

FFEL Guaranteed re-estimated subsidy cost was adjusted downward by $7.8 billion in

FY 2013. Costs decreased $5.2 billion due to updated economic assumptions, including
probabilistic deterministic rates, which reflected historically low commercial paper rates,
resulting in substantially higher negative special allowance payments than were previously
projected. Costs increased $1 billion due to increases in bankruptcy and disability rates. Other
assumption updates produced offsetting costs, with the remainder attributable to interest on the
re-estimate. The subsidy rate is sensitive to interest rate fluctuations; for example, a 1 percent
increase in borrower interest rates and the guaranteed yield for lenders would increase
projected FFEL costs by $12.3 billion.

Modification of Subsidy Cost. Recorded subsidy cost of a loan is based on a set of assumed
future cash flows. Government actions that change these assumed future cash flows change
subsidy cost and are recorded as loan modifications. Loan modifications are recognized under
the same accounting principle as subsidy re-estimates. Modification adjustment transfers are
required to adjust for the difference between current discount rates used to calculate
modification costs and the discount rates used to calculate cohort interest expense and
revenue. Separate amounts are recorded for modification costs and modification adjustment
transfers. The Department modified loans in FY 2014, but not in FY 2013.

FY 2014 Modification. The Bipartisan Budget Act of 2013 eliminated guaranty agencies'
retention share of original defaulted student loan amounts, and reduced the maximum fee they
can charge a borrower on the borrower's outstanding balance from 18.5 to 16 percent. The Act
required these agencies to send rehabilitated loans to the Department if they cannot find a
private lender buyer. These technical changes resulted in a $4 billion downward subsidy cost
modification and a $581 million modification adjustment transfer loss for the FFEL Financing
Account.

Other Credit Programs for Higher Education

Federal Perkins Loan Program. The Federal Perkins Loan Program provides low-interest
loans to eligible postsecondary school students. In some statutorily defined cases, funds are
provided to reimburse schools for loan cancellations. For defaulted loans assigned to the
Department, collections of principal, interest, and fees, net of amounts paid by the Department
to cover contract collection costs, are transferred to Treasury annually.

As of September 30, 2014 and 2013, loan and interest receivables, net of allowance for losses,
were $387 million and $358 million, respectively. These receivables are valued at net realizable
value with estimated allowance for losses of $161 million and $154 million as of September 30,
2014 and 2013, respectively.

TEACH Grant Program. The Department awards annual grants of up to $4,000 to eligible
undergraduate and graduate students who agree to serve as full-time mathematics, science,
foreign language, bilingual education, special education, or reading teachers at high-need
schools for four years within eight years of graduation. The maximum lifetime grant for students
is $16,000 for undergraduate programs and $8,000 for graduate programs. For students failing
to fulfill the service requirement, the grants are converted to Direct Unsubsidized Stafford
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Loans. Since grants can be converted to direct loans, for budget and accounting purposes, the
program is operated as a loan program under the FCRA.

As of September 30, 2014 and 2013, loan receivables were $536 million and $453 million,
respectively. The receivable balance is net of allowance for subsidy of $120 million and
$106 million as of September 30, 2014 and 2013, respectively.

The subsidy rates applicable to the 2014 loan cohort year follow:
TEACH Subsidy Rates—Cohort 2014

Interest
Differential Defaults Fees Other Total

Total Subsidy Rates 6.96% 0.24% 0.00% 6.55% 13.75%

HEAL Program. The Department assumed responsibility for the HEAL program and the
authority to administer, service, collect, and enforce the program. The HEAL Program is
structured as required by the FCRA. A Liquidating Account is used to record all cash flows to
and from the government resulting from guaranteed HEAL loans committed prior to 1992.
Credit program receivables, net of allowance for subsidy and liabilities for loan guarantees,
were $115 million for FY 2014. All loan activity for 1992 and beyond is recorded in
corresponding Financing Accounts.

Facilities Loan Programs. The Department also administers the HBCU Capital Financing
Program. Since 1992, this program has given HBCUs access to financing for the repair,
renovation, and, in exceptional circumstances, the construction or acquisition of facilities,
equipment, and infrastructure through federally insured bonds. The Department has authorized
a designated bonding authority to make loans to eligible institutions, charge interest, and collect
principal and interest payments. In compliance with HEA, as amended, the bonding authority
maintains an escrow account to pay the principal and interest on bonds for loans in default.

The total amount of support for HBCU programs, along with any accrued interest and unpaid
servicing fees, will be capitalized to principal and be reamortized through the original maturity
date of June 1, 2037. The Department has approximately $1.3 billion in outstanding borrowing
from the FFB to support loans made to HBCU institutions and approximately $213 million
obligated to support near term lending as of September 30, 2014.

The Department administers the College Housing and Academic Facilities Loan Program
(CHAFL), the College Housing Loan Program, and the Higher Education Facilities Loan
Program. From 1952 to 1993, these programs provided low-interest financing to institutions of
higher education for the construction, reconstruction, and renovation of housing, academic, and
other educational facilities.
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The following schedule summarizes the principal and related interest receivables, net of the
allowance for subsidy:

Facilities Loan Programs Loan Receivables, Net

(Dollars in Millions)

2014 2013
Principal Receivable $ 1,324 $ 1,211
Interest Receivable 12 10
Total 1,336 1,221
Allowance for Subsidy/Loss (209) (197)
Facilities Loan Programs Loan Receivables, Net $ 1,127 $ 1,024

Administrative Expenses

Administrative expenses, for the periods ended September 30, 2014 and 2013, consisted of the
following:

Administrative Expenses

(Dollars in Millions)

2014 2013
Direct Loan FFEL Direct Loan FFEL
Program Program Program Program
Operating Expense $ 604 $ 390 $ 639 $ 413
Other Expense 22 14 25 16
Total $ 626 $ 404 $ 664 $ 429

Note 7. Property and Equipment, Net and Leases
Property and Equipment, as of September 30, 2014 and 2013, consisted of the following:

Property and Equipment, Net

(Dollars in Millions)

2014
Asset Accumulated Net Asset
Cost Depreciation Value
Information Technology, Internal Use Software,
and Telecommunications Equipment $ 181 $ 174) $ 7
Furniture and Fixtures 3 3 -
Property and Equipment, Net $ 184 $ a77) $ 7
2013
Asset Accumulated Net Asset
Cost Depreciation Value
Information Technology, Internal Use Software,
and Telecommunications Equipment $ 177 $ (175) $ 2
Furniture and Fixtures 3 3) -
Property and Equipment, Net $ 180 $ (178) $ 2

The Depreciation expense for the years ended September 30, 2014 and 2013 was $1 million
and $6 million, respectively.
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The major drivers of fixed assets at the Department are improvements to information
technology, including financial management and program management systems. Specifically,
recent enhancements have been made to the Department’s automated grant management and
financial reporting systems for the Department and FSA. The Department has acquired more
robust information technology to augment its significant capabilities to manage student loan
and grant operations. In addition, the Department has very limited or no acquisition cost
associated with furniture and fixtures. The Department owns and maintains a few school
buildings on various military bases.

All Department and contractor staff are housed in leased buildings. The Department does not
own real property for the use of its staff. The Department leases office space from the General
Services Administration (GSA). The lease contracts with GSA for privately and publicly owned
buildings are operating leases. Future lease payments are not accrued as liabilities, and are
expensed as incurred. The Department leases 22 privately owned and 8 publicly owned
buildings in 19 cities. Building lease expense, as of September 30, 2014 and 2013, was $70
million and $80 million, respectively. The majority of leases is for information technology,
telecommunications equipment, and leased buildings.

Estimated future minimum lease payments for the privately and publicly owned buildings are
presented below.

Future Minimum Lease Payments

(Dollars in Millions)

2014 2013
FY Amount FY Amount
2015 78 2014 80
2016 83 2015 90
2017 88 2016 93
2018 91 2017 96
2019 97 2018 100
After 2019 100 After 2018 103
Total $ 537 Total $ 562

Note 8. Other Assets

Other Intragovernmental Assets primarily consist of advance payments to the U.S. Department
of Interior's (DOI) Bureau of Indian Education under terms of an interagency agreement. Under
this agreement, funds are transferred from DOI to fund initiatives that include, but are not
limited to: (1) Improving Basic Programs Operated by Local Education Agencies;

(2) Comprehensive School Reform; (3) Teacher Quality Improvement Formula Grants;

(4) Enhancing Education through Technology; and (5) 21 Century Community Learning
Centers. Other Intragovernmental Assets were $55 million and $22 million as of September 30,
2014 and 2013, respectively.

Other Assets with the public consist of payments made to grant recipients in advance of their
expenditures and in-process invoices for interest benefits and special allowances for the FFEL
Program. Other Assets with the public were $13 million as of September 30, 2014 and 2013.
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Note 9. Accounts Payable
Accounts Payable, as of September 30, 2014 and 2013, consisted of the following:

Accounts Payable

(Dollars in Millions)

2014 2013

Accrual for Unreimbursed Loan Disbursements $ 3,027 $ 2,923
In Process Disbursements:

Direct Loans 312 573

Grants 264 366

FFEL Claim Payments 311 52
Contractual Services 212 228
Other (126) (15)
Accounts Payable to the public 4,000 4,127
Intragovernmental Accounts Payable 1 2
Total Accounts Payable $ 4,001 $ 4,129

Accounts Payable to the public primarily consists of in-process grant and loan disbursements,
including an accrued liability for schools that have disbursed loans prior to requesting funds.
The Department pays vendor invoices according to the Prompt Payment Act rules that are built
into the financial system as a control mechanism, generally within 25-30 days of receipt of
goods and proper invoicing. The Department also monitors and leverages vendor discount
opportunities by processing payments to coincide with discount terms when possible.

FY 2014 Accounts Payable Other abnormal balance of $(126) million is primarily due to a
temporary adjustment related to FFEL Guaranteed Loan Program collections of fees, principal,
and interest on defaulted loans.

Note 10. Debt
Debt, as of September 30, 2014 and 2013, consisted of the following:

Debt

(Dollars in Millions)

2014
Beginning Ending
Balance Borrowing Repayments Balance
Treasury Debt
Direct Loan Program $ 698,361 $ 171,227 $ (50,581) $ 819,007
FFEL Program
Guaranteed Loan Program 43,254 - - 43,254
Loan Purchase Commitment 38,598 976 (3,303) 36,271
Loan Participation Purchase 68,017 790 (4,505) 64,302
ABCP Conduit 2,543 203 (773) 1,973
TEACH Program 485 99 (29) 555
Facilities Loan Programs 37 - - 37
Total Treasury Debt 851,295 173,295 (59,191) 965,399
Debt to the FFB
HBCU 1,137 156 (21) 1,272
Total Debt to the FFB 1,137 156 (21) 1,272
Total $ 852,432 $ 173,451 $ (59,212) $966,671
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Beginning Ending
Balance Borrowing Repayments Balance
Treasury Debt
Direct Loan Program $ 549,332 $ 177,682 $ (28,653) $ 698,361
FFEL Program
Guaranteed Loan Program 43,254 - - 43,254
Loan Purchase Commitment 42,341 602 (4,345) 38,598
Loan Participation Purchase 77,292 519 (9,794) 68,017
ABCP Conduit 1,735 1,000 (192) 2,543
TEACH Program 370 128 (13) 485
Facilities Loan Programs 45 - (8) 37
Total Treasury Debt 714,369 179,931 (43,005) 851,295
Debt to the FFB
HBCU 934 225 (22) 1,137
Total Debt to the FFB 934 225 (22) 1,137
Total $ 715,303 $ 180,156 $ (43,027) $ 852,432

The Department borrows from Treasury to fund the disbursement of new loans and the
payment of credit program outlays and related costs. During FY 2014, debt increased

13 percent from $852 billion in the prior year to $967 billion. The Department makes periodic
principal payments after considering the cash position and liability for future outflows in each
cohort of loans, as mandated by the FCRA.

Over 84 percent of the Department’s debt, as of September 30, 2014, is attributable to the
Direct Loan Program. The majority of the net borrowing activity (borrowing less repayments) for
the year was designated for funding new Direct Loan disbursements. Net borrowing in the
Direct Loan Program for FY 2014 totaled $121 billion. The new financing was used to disburse
new loans and make negative subsidy transfers. The Department also borrowed funding to
execute the downward subsidy re-estimate on the entire portfolio and to pay its interest to
Treasury at year-end. Principal payments were made during the year. FFEL and some
Facilities Loan Programs are no longer offering new financing to public borrowers or entering
into guaranty agreements with lending authorities.

The Department also borrows from Treasury for activity in the TEACH and HBCU Programs.
During FY 2014, TEACH net borrowing of $70 million was used for the advance of new grants
and repayments of principal made to Treasury. In FY 2014, debt in HBCU increased by

$135 million, or 12 percent. This total represents the aggregate of new bonds administered and
repayments made on previously issued bonds.
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Note 11. Other Liabilities
Other Liabilities, as of September 30, 2014 and 2013, consisted of the following:

Other Liabilities

(Dollars in Millions)

2014 2013
Intragovern- With the Intragovern- With the
mental Public mental Public
Liabilities Covered by Budgetary Resources
Current
Advances From Others $ 26 $ - $ 29 % -
Employer Contributions and Payroll Taxes 3 - 6 -
Liability for Deposit Funds and Clearing
Accounts (22) 74 7 37
Accrued Payroll and Benefits - 13 - 28
Deferred Revenue - 50 - 31
Liabilities in Miscellaneous Receipt Accounts 3,783 - 6,074 -
Total Other Liabilities Covered by
Budgetary Resources 3,790 137 6,116 96
Liabilities Not Covered by Budgetary Resources
Current
Accrued Unfunded Annual Leave - 38 - 36
Non-Current
Accrued Unfunded FECA Liability 3 - 4 -
Custodial Liability 2 - 2 -
Liabilities in Miscellaneous Receipt Accounts 376 - 358 -
Capital Transfers 2,242 - 2,375 -
Accrued FECA Actuarial Liability - 2 - 15
Total Other Liabilities Not Covered by
Budgetary Resources 2,623 40 2,739 51
Other Liabilities $ 6,413 $ 177 $ 8,855 $ 147

Other liabilities include current and non-current liabilities. The current liabilities covered by
budgetary resources primarily consist of $3.7 billion for downward subsidy re-estimates, which,
when executed, will be paid to the General Fund of the Treasury.

The non-current liabilities not covered by budgetary resources primarily relate to capital
transfers, excess unanticipated collections on defaulted loans in liquidating accounts in the
amount of $2.2 billion, and the student loan receivables of the Federal Perkins Loan Program in
the amount of $376 million.

Liabilities Not Covered by Budgetary Resources

Liabilities not covered by budgetary resources include liabilities for which congressional action
is needed before budgetary resources can be provided. Although future appropriations to fund
these liabilities are likely, it is not certain that appropriations will be enacted to fund these
liabilities. Liabilities not covered by budgetary resources totaled $2.6 billion and $2.7 billion as
of September 30, 2014 and 2013, respectively.

As of September 30, 2014 and 2013, liabilities totaled $981.2 billion and $869.2 billion,
respectively. Of this amount, liabilities covered by budgetary resources totaled $978.6 billion
and $866.4 billion as of September 30, 2014 and 2013, respectively.
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Note 12. Accrued Grant Liability

The Accrued Grant Liability by major program office, as of September 30, 2014 and 2013,
consisted of the following:

Accrued Grant Liability

(Dollars in Millions)

2014 2013
FSA $ 1,719 $ 1,727
OESE 386 145
OSERS 182 120
Other 200 178
Accrued Grant Liability $ 2,487 $ 2,170

The majority of Accrued Grant Liability is composed of Pell Grants. The remaining Accrued
Grant Liability also includes Discretionary, Formula, and Campus-Based Student Aid Grants.

Note 13. Net Position
Unexpended appropriations, as of September 30, 2014 and 2013, consisted of the following:

Unexpended Appropriations

(Dollars in Millions)

2014 2013
Unobligated Balances:
Available $ 12,078 $ 13,700
Not Available 1,169 909
Undelivered Orders 53,200 56,762
Unexpended Appropriations $ 66,447 $ 71,371

Cumulative Results of Operations. The Cumulative Results of Operations of $(23,741)
million and $(3,528) million as of September 30, 2014 and 2013, respectively, consists mostly
of unfunded upward subsidy re-estimates for Direct and FFEL Loan Programs, other unfunded
expenses, and net investments of capitalized assets.

Other Financing Sources. Negative Subsidy Transfers, Downward Subsidy Re-estimates,
and Other in the Other Financing Sources section of the Statement of Changes in Net Position
was $(36,767) million and $(51,054) million as of September 30, 2014 and 2013, respectively.
The amount was primarily comprised of Direct Loan and FFEL Program activity.

Appropriations Received. Appropriations Received was $95,293 million and $90,993 million
as of September 30, 2014 and 2013, respectively, and comprised primarily of Pell Grant, Direct
Loan, Special Education, and Education for the Disadvantaged Programs.
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Note 14. Intragovernmental Cost and Exchange Revenue by
Program

As required by the GPRA Modernization Act of 2010, each of the Department’s major program
offices have been aligned with the goals presented in the Department’s Strategic Plan 2014—
2018. Strategic Plan Goals 1-5 guide the Department’s program offices to carry out the vision
and programmatic mission, and the net cost programs can be specifically associated with these
five strategic goals. The Department also has a cross-cutting Strategic Plan Goal 6, U.S.
Department of Education Capacity, focusing primarily upon improving the organizational
capacities of the Department to implement the Strategic Plan Goals 1-5. The costs associated
with Strategic Plan Goal 6 are allocated to Goals 1-5 based on the number of full-time
employee equivalents of each program. Some principal offices support more than one
Departmental Strategic Goal, but have been assigned to a single net cost program for the
purposes of this table based on their primary area of support. The change of $50 billion in
Increase College Access, Quality, and Completion Gross Cost from FY 2013 to FY 2014 is
primarily due to an upward subsidy re-estimate for the Direct Loan Program of $30 billion.

Net Cost Program Program Office Strategic Goal

Goal 1: Postsecondary Education, Career and
Technical Education, and Adult Education.
Increase college access, affordability, quality, and
completion by improving postsecondary education
and lifelong learning opportunities for youths and
adults.

FSA
OPE
OCTAE

Increase College Access,
Quality, and Completion

Goal 2: Elementary and Secondary Education.
Improve the elementary and secondary education
system’s ability to consistently deliver excellent
instruction aligned with rigorous academic standards
while providing effective support services to close
Improve Preparation for achievement and opportunity gaps, and ensure all
College and Career from OESE students graduate high school college- and career-
Birth Through 12th Grade, HR ready.

Especially for Children with
High Needs Goal 3: Early Learning. Improve the health, social-
emotional, and cognitive outcomes for all children
from birth through 3rd grade, so that all children,
particularly those with high needs, are on track for
graduating from high school college- and career-

ready.
Ensure Effective Educational OELA Goal 4: Equity. Increase educational o_ppo_rtl_Jnltl_es
Opportunities for All Students OCR for underserved students and re_d_uce discrimination
OSERS so that all students are well-positioned to succeed.

Goal 5: Continuous Improvement of the U.S.
Education System. Enhance the education

IES system’s ability to continuously improve through

Oll better and more widespread use of data, research
and evaluation, evidence, transparency, innovation,
and technology.

Enhance the Education
System’s Ability to
Continuously Improve
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FINANCIAL SECTION

Gross Cost and Exchange Revenue by Program
(Dollars in Millions)

NOTES TO THE FINANCIAL STATEMENTS

2014
FSA OESE OSERS Other Total

Increase College Access, Quality, and Completion
Gross Cost

Intragovernmental $ 31,267 $ - $ - $ 87 $31,354

With the Public 34,203 - - 4,189 38,392

Total Gross Program Costs 65,470 - - 4,276 69,746
Earned Revenue

Intragovernmental (4,293) - - (12) (4,305)

With the Public (24,686) - - (40) (24,726)

Total Program Earned Revenue (28,979) - - (52) (29,031)
Total Program Cost 36,491 - - 4,224 40,715

Improve Preparation for College and Career from Birth Through 12th Grade, Especially for Children with

High Needs
Gross Cost
Intragovernmental - 202 - - 202
With the Public - 23,196 - 4 23,200
Total Gross Program Costs - 23,398 - 4 23,402
Earned Revenue
Intragovernmental - 4) - - 4)
With the Public - (11) - - (11)
Total Program Earned Revenue - (15) - - (15)
Total Program Cost - 23,383 - 4 23,387
Ensure Effective Educational Opportunities for All Students
Gross Cost
Intragovernmental - - 115 30 145
With the Public - - 16,146 810 16,956
Total Gross Program Costs - - 16,261 840 17,101
Earned Revenue
Intragovernmental - - (2) - 2
With the Public - - (12) €] (13)
Total Program Earned Revenue - - (14) (1) (15)
Total Program Cost - - 16,247 839 17,086
Enhance the Education System’s Ability to Continuously Improve
Gross Cost
Intragovernmental - - - 114 114
With the Public - - - 1,932 1,932
Total Gross Program Costs - - - 2,046 2,046
Earned Revenue
Intragovernmental - - - 3) 3
With the Public - - - (61) (61)
Total Program Earned Revenue - - - (64) (64)
Total Program Cost - - - 1,982 1,982
Net Cost of Operations $36,491 $23,383 $16,247 $7,049 $83,170
87
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NOTES TO THE FINANCIAL STATEMENTS

Gross Cost and Exchange Revenue by Program

(Dollars in Millions)
2013
ESA OESE OSERS Other Total
Increase College Access, Quality, and Completion
Gross Cost
Intragovernmental $ 28,513 $ - $ - $ 85 $28,598
With the Public (15,247) - - 4,255 (10,992)
Total Gross Program Costs 13,266 - - 4,340 17,606
Earned Revenue
Intragovernmental (3,685) - - (12) (3,697)
With the Public (23,003) - - (44) (23,047)
Total Program Earned Revenue (26,688) - - (56) (26,744)
Total Program Cost (13,422) - - 4,284 (9,138)
Improve Preparation for College and Career from Birth Through 12th Grade, Especially for Children with
High Needs
Gross Cost
Intragovernmental - 188 - - 188
With the Public - 24,676 - 7 24,683
Total Gross Program Costs - 24,864 - 24,871
Earned Revenue
Intragovernmental - 2 - - 2
With the Public - (23) - - (23)
Total Program Earned Revenue - (25) - - (25)
Total Program Cost - 24,839 - 7 24,846
Ensure Effective Educational Opportunities for All Students
Gross Cost
Intragovernmental - - 48 30 78
With the Public - - 16,022 770 16,792
Total Gross Program Costs - - 16,070 800 16,870
Earned Revenue
Intragovernmental - - (1) - 1)
With the Public - - (24) (1) (25)
Total Program Earned Revenue - - (25) (1) (26)
Total Program Cost - - 16,045 799 16,844
Enhance the Education System’s Ability to Continuously Improve
Gross Cost
Intragovernmental - - - 62 62
With the Public - - - 1,944 1,944
Total Gross Program Costs - - - 2,006 2,006
Earned Revenue
Intragovernmental - - - 2 2
With the Public - - - (84) (84)
Total Program Earned Revenue - - - (86) (86)
Total Program Cost - - - 1,920 1,920
Net Cost of Operations $(13,422) $24,839 $16,045 $7,010 $34,472
88
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NOTES TO THE FINANCIAL STATEMENTS

Note 15. Interest Expense and Interest Revenue
For FY 2014 and FY 2013, interest expense and interest revenue by program consisted of the
following:

Interest Expense and Interest Revenue

(Dollars in Millions)

2014
Expenses Revenue
Federal Non- Total Federal Non- Total

federal federal

Direct Loan Program $ 25152 % - $25,152 $ 3,670 $21,482 $25,152
FFEL Program :
Guaranteed Loan Program 2,083 (1,843) 240 240 - 240
Loan Purchase Commitment 1,163 - 1,163 64 1,099 1,163
Loan Participation Purchase 2,102 - 2,102 119 1,983 2,102
ABCP Conduit 75 - 75 14 61 75
TEACH Program 18 - 18 2 16 18
Other Programs 35 - 35 11 40 51
Total $ 30,628 $(1,843) $28,785 $ 4,120 $24,681 $28,801
2013
Expenses Revenue
Non- Non-
Federal federal Total Federal federal Total
Direct Loan Program $ 22,661 $ - $22,661 $ 3,409 $19,252 $22,661
FFEL Program :

Guaranteed Loan Program 2,083 (1,783) 300 300 - 300
Loan Purchase Commitment 1,244 - 1,244 79 1,165 1,244
Loan Participation Purchase 2,293 - 2,293 203 2,090 2,293
ABCP Conduit 124 - 124 44 80 124
TEACH Program 16 - 16 2 14 16
Other Programs 31 - 31 12 31 43
Total $ 28,452 $(1,783) $26,669 $ 4049 $22632 $26,681

Federal interest expense is recognized on the Department’s outstanding borrowing from
Treasury (debt). The Direct Loan and FFEL Programs have $819 billion and $146 billion in
debt, respectively, as of September 30, 2014. Federal Interest Revenue is earned on Fund
Balance with Treasury for the Direct Loan and FFEL Programs. The interest rate set by OMB is
the same for interest expense and interest revenue.

Non-federal interest expense results from the amortization of loan subsidy. Non-federal interest
revenue is interest earned from the public on Credit Program Receivables held by the
Department. The Credit Program Receivable net balances for the Direct Loan and FFEL
Programs are $779 billion and $143 billion, respectively, as of September 30, 2014.
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NOTES TO THE FINANCIAL STATEMENTS

Note 16. Statement of Budgetary Resources

The SBR compares budgetary resources with the status of those resources. As of

September 30, 2014, budgetary resources were $356 billion and net agency outlays were
$180 billion. As of September 30, 2013, budgetary resources were $360 billion and net agency
outlays were $189 billion.

Obligations Incurred by Apportionment Type and Category

Obligations incurred by apportionment type and category, as of September 30, 2014 and 2013,
consisted of the following:

Obligations Incurred by Apportionment Type and Category

(Dollars in Millions)

2014 2013

Direct:

Category A $ 1,755 $ 1,607

Category B 329,043 330,477

Exempt from Apportionment 194 280

Total Direct Apportionment 330,992 332,364
Reimbursable:

Category A 3 4

Category B 68 49
Obligations Incurred $ 331,063 $ 332,417

Obligations incurred can be either direct or reimbursable. Reimbursable obligations are those
financed by offsetting collections received in return for goods and services provided, while all
other obligations are direct. The apportionment categories are determined in accordance with
the guidance provided in OMB regulations. Category A apportionments are those resources
that can be obligated without restriction on the purpose of the obligation, other than to be in
compliance with legislation underlying programs for which the resources were made available.
Category B apportionments are restricted by purpose for which obligations can be incurred. In
addition, some resources are available without apportionment by OMB.

Unused Borrowing Authority

Unused borrowing authority and related changes in available borrowing authority, as of
September 30, 2014 and 2013, consisted of the following:

Unused Borrowing Authority

(Dollars in Millions)

2014 2013
Beginning Balance, Unused Borrowing Authority $ 138,695 $ 145,532
Current Year Borrowing Authority 182,860 195,185
Funds Drawn From Treasury (173,451) (180,156)
Borrowing Authority Withdrawn (86,777) (21,866)
Ending Balance, Unused Borrowing Authority $ 61,327 $ 138,695

The Department is given authority to draw funds from Treasury to finance the Direct Loan,
FFEL, TEACH, and other loan programs. Unused Borrowing Authority is a budgetary resource
and is available to support obligations for these programs. The Department periodically reviews
its borrowing authority balances in relation to its obligations and may cancel unused amounts.
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NOTES TO THE FINANCIAL STATEMENTS

Undelivered Orders at the End of the Period
Undelivered orders, as of September 30, 2014 and 2013, consisted of the following:

Undelivered Orders

(Dollars in Millions)

2014 2013
Budgetary $ 53,332 $ 56,901
Non-Budgetary 76,889 158,703
Undelivered Orders (Unpaid) $ 130,221 $ 215,604

Undelivered orders at the end of the period, as presented above, will differ from the undelivered
orders included in Unexpended Appropriations. Undelivered orders represent the amount of
goods and/or services ordered which have not been actually or constructively received. This
amount includes any orders which may have been prepaid or advanced but for which delivery
or performance has not yet occurred. Undelivered orders for trust funds, reimbursable
agreements, and federal financing and liquidating funds are not funded through appropriations
and are not included in Unexpended Appropriations. (See Note 13)

Distributed Offsetting Receipts

The majority of the Distributed Offsetting Receipts line item on the SBR represents amounts
paid from the Direct Loan Program and FFEL Program Financing Accounts to general fund
receipt accounts for downward current fiscal year executed subsidy re-estimates and negative
subsidies. Distributed Offsetting Receipts, for the years ended September 30, 2014 and 2013,
consisted of the following:

Distributed Offsetting Receipts

(Dollars in Millions)

2014 2013

Negative Subsidies and Downward Re-estimates:

FFEL Program $ 7,945 $ 9,946

Direct Loan Program 31,551 38,436

Facilities Loan Programs 24 198

TEACH Program 13 17

Total Negative Subsidies and Downward Re-estimates 39,533 48,597
Other 119 128
Distributed Offsetting Receipts $ 39,652 $ 48,725

Explanation of Differences Between the Statement of Budgetary
Resources and the Budget of the United States Government

The FY 2016 Budget of the United States Government (President’s Budget), which presents
the actual amounts for the year ended September 30, 2014, has not been published as of the
issue date of these financial statements. The FY 2016 President’s Budget is scheduled for
release in February 2015.
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NOTES TO THE FINANCIAL STATEMENTS

A reconciliation of the FY 2013 SBR to the FY 2015 President’s Budget (FY 2013 actual
amounts) for budgetary resources, obligations incurred, distributed offsetting receipts, and net
agency outlays is presented below.

SBR to Budget of the United States Government

(Dollars in Millions)

Distributed
Budgetary Obligations Offsetting
Resources Incurred Receipts Net Outlays
Combined Statement of Budgetary
Resources $ 359,939 $ 332,417 $ 48,725 $ 189,379
Expired Funds (1,473) (575)
Amounts Included in the President’s
Budget 14,097 14,091
Amounts Excluded from President’s
Budget and Rounding 4) 1) 9
Distributed Offsetting Receipts - - - 48,725
Budget of the United States
Government? $ 372,559 $ 345,932 $ 48,716 $ 238,104

tAmounts obtained from the Appendix, Budget of the United States Government, FY 2015.

The President’s Budget includes a public enterprise fund that reflects the gross obligations by
the FFEL Program for the estimated activity of the consolidated Federal Fund of the guaranty
agencies. Reconciling differences are caused by the presentation style of the President’s
Budget, which excludes Budgetary Resources, Obligations Incurred and Unobligated Balances
in expired annual funds, as well as offsetting collections, which are required for reporting on the
SBR. Ownership by the federal government is independent of the actual control of the assets.
Since the actual operation of the Federal Fund is independent from the Department’s direct
control, budgetary resources and obligations are estimated and disclosed in the President’s
Budget to approximate the gross activities of the combined Federal Fund. Amounts reported on
the FY 2013 SBR for the Federal Fund are compiled through combining all guaranty agencies’
annual reports to determine a net valuation amount for the Federal Fund.

Note 17. Reconciliation of Net Cost of Operations to Budget

The Reconciliation of Net Cost of Operations to Budget reconciles the resources used to
finance activities, both those received through budgetary resources and those received through
other means, with the Net Cost of Operations on the Statement of Net Cost. This reconciliation
provides an explanation of the differences between budgetary and financial (proprietary)
accounting, as required by FASAB Standard No. 7, Accounting for Revenue and Other
Financing Sources and Concepts for Reconciling Budgetary and Financial Accounting.

Resources Used to Finance Activities (section one) are reconciled with the net cost of
operations by: (a) excluding Resources Used or Generated for Items Not Part of the Net Cost
of Operations (section two); and (b) including Components of the Net Cost of Operations That
Will Not Require or Generate Resources in the Current Period (section three). The primary
resources used to finance activities that do not fund the net cost of operations include the
acquisition of net credit program assets, the liquidation of liabilities for loan guarantees, and
subsidy re-estimates accrued in the prior period. Significant components of the net cost of
operations that will not generate or use resources in the current period include subsidy
amortization, interest on the liability for loan guarantees, and increases in exchange revenue
receivable from the public.
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The Reconciliation of Net Cost of Operations to Budget, as of September 30, 2014 and 2013,
are presented below:

Reconciliation of Net Cost of Operations to Budget

(Dollars in Millions)

2014 2013
Resources Used to Finance Activities:
Obligations Incurred $ 331,063 $ 332,417
Spending Authority from Offsetting Collections and Recoveries (196,485) (110,224)
Offsetting Receipts (39,652) (48,725)
Net Budgetary Resources Obligated 94,926 173,468
Imputed Financing from Costs Absorbed by Others 36 34
Other Financing Sources (36,767) (51,054)
Net Other Resources (36,731) (51,020)
Net Resources Used to Finance Activities 58,195 122,448
Resources Used or Generated for Items Not Part of the Net Cost of Operations:
(Increase)/Decrease in Budgetary Resources Obligated but Not Yet Provided 85,345 14,721
Resources that Fund Subsidy Re-estimates Accrued in Prior Period 2,383 (3,922)
Credit Program Collections 80,365 58,352
Acquisition of Fixed Assets 4) Q)
Acquisition of Net Credit Program Assets or Liquidation of Liabilities for Loan
Guarantees (186,999) (191,789)
Resources from Non-Entity Activity 36,787 51,229
Net Resources That Do Not Finance the Net Cost of Operations 17,877 (71,410)
Net Resources Used to Finance the Net Cost of Operations 76,072 51,038

Components of the Net Cost of Operations That Will Not Require or Generate Resources in the Current Period:

Change in Depreciation (1) 6
Subsidy Amortization and Interest on the Liability for Loan Guarantees 11,615 8,109
Other 581 27
Total Components Not Requiring or Generating Resources 12,195 8,142
Increase/(Decrease) in Annual Leave Liability 2 Q)
Accrued Re-estimates of Credit Subsidy Expense 20,130 (2,382)
Increase in Exchange Revenue Receivable from the Public (25,233) (22,288)
Change in Accrued Interest with Treasury 2 2
Other 2 (39)
Total Components Requiring or Generating Resources in Future
Periods (5,097) (24,708)
Total Components That Will Not Require or Generate Resources in the
Current Period 7,098 (16,566)
Net Cost of Operations $ 83,170 $ 34,472
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Note 18. Incidental Custodial Collections

The Department administers certain activities associated with the collection of non-exchange
revenues. The Department collects these amounts in a custodial capacity and transfers the
amounts collected to the General Fund of the Treasury at the end of each fiscal year. These
collections primarily consist of penalties on accounts receivable and are considered incidental
to the primary mission of the Department. During FY 2014 and FY 2013, the Department
collected $2.0 million and $0.1 million, respectively, in custodial revenues.

Note 19. Contingencies

The Department discloses contingencies where any of the conditions for liability recognition are
not met and there is at least a reasonable possibility that a loss or an additional loss may have
been incurred in accordance with FASAB Standard No. 5, Accounting for Liabilities of the
Federal Government. The following commitments are amounts for contractual arrangements
that may require future financial obligations.

Guaranty Agencies

The Department may assist guaranty agencies experiencing financial difficulties. No provision
has been made in the financial statements for potential liabilities. The Department has not done
so in fiscal years 2014 or 2013 and does not expect to in future years.

Federal Perkins Loan Program

The Federal Perkins Loan Program provides financial assistance to eligible postsecondary
school students. In FY 2014, the Department provided funding of 82.8 percent of the capital
used to make loans to eligible students through participating schools at 5 percent interest. The
schools provided the remaining 17.2 percent of program funding. For the latest academic year
that ended June 30, 2014, approximately 538 thousand loans were made totaling $1.2 billion at
1,486 institutions, making an average of $2,170 per loan. The Department’s equity interest was
approximately $6.7 billion as of September 30, 2014.

Federal Perkins Loan Program borrowers who meet statutory eligibility requirements—such as
those who provide service as teachers in low-income areas or as Peace Corps or AmeriCorps
VISTA volunteers, as well as those who serve in the military, law enforcement, nursing, or
family services—may receive partial loan forgiveness for each year of qualifying service.

Litigation and Other Claims

The Department is involved in various lawsuits incidental to its operations. In the opinion of
management, the ultimate resolution of pending litigation will not have a material effect on the
Department’s financial position.

Other Matters

Some portion of the current-year financial assistance expenses (grants) may include funded
recipient expenditures that are subsequently disallowed through program review or audit
processes. In the opinion of management, the ultimate disposition of these matters will not
have a material effect on the Department’s financial position.
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Budgetary Resources:

Unobligated Balance, Brought Forward, October 1

Recoveries of Prior Year Unpaid Obligations

Other Changes in Unobligated Balance (+ or -)

Unobligated Balance from Prior Year Budget Authority, Net

Appropriations (Discretionary and Mandatory)

Borrowing Authority (Discretionary and Mandatory) (Note 16)

Spending Authority from Offsetting Collections (Discretionary and Mandatory)
Total Budgetary Resources (Note 16)

Status of Budgetary Resources:
Obligations Incurred (Note 16)
Unobligated Balance, End of Year:
Apportioned
Unapportioned
Total Unobligated Balance, End of Year
Total Status of Budgetary Resources (Note 16)

Change in Obligated Balance:
Unpaid Obligations
Unpaid Obligations, Brought Forward, October 1
Obligations Incurred
Outlays (Gross) (-)
Recoveries of Prior Year Unpaid Obligations (-)
Unpaid Obligations, End of Year
Uncollected Payments
Uncollected Payments, Federal Sources, Brought Forward, October 1 (-)
Change in Uncollected Payments, Federal Sources (+ or -)
Uncollected Payments, Federal Sources, End of Year (-)
Memorandum (Non-add) Entries
Obligated Balance, Start of Year (+ or -)
Obligated Balance, End of Year (+ or -)
Budget Authority and Outlays, Net:
Budget Authority, Gross (Discretionary and Mandatory)
Actual Offsetting Collections (Discretionary and Mandatory) (-)
Change in Uncollected Customer Payments from Federal Sources
(Discretionary and Mandatory) (+ or -)
Budget Authority, Net (Discretionary and Mandatory)
Outlays, Gross (Discretionary and Mandatory)
Actual Offsetting Collections (Discretionary and Mandatory) (-)
Outlays, Net (Discretionary and Mandatory)
Distributed Offsetting Receipts (-) (Note 16)
Agency Outlays, Net (Discretionary and Mandatory) (Note 16)

United States Department of Education
Combining Statement of Budgetary Resources
For the Year Ended September 30, 2014

(Dollars in Millions)

Office of Office of Special

Elementary and Education and

Secondary Rehabilitative

Combined Federal Student Aid Education Services Other
Non-Budgetary Non-Budgetary Non-Budgetary
Credit Reform Credit Reform Credit Reform
Financing Financing Financing
Budgetary Accounts Budgetary Accounts Budgetary Budgetary Budgetary Accounts

16,207 $ 11,315 $ 13950 $ 11,072 $ 793 335 1129 $ 243
1,131 97,274 464 97,274 433 138 96 -
(372) (99,811) (148) (99,806) (99) (43) (82) (5)
16,966 $ 8,778 $ 14,266 $ 8,540 $ 1,127 430 1,143 $ 238
95,004 581 49,854 581 21,634 16,150 7,366 -
- 182,860 - 182,749 - - - 111
473 51,347 411 51,281 - 2 60 66
112,443 $ 243,566 $ 64,531 $ 243,151 $ 22,761 16,582 8,569 $ 415
97,606 $ 233,457 $ 51,889 $ 233,294 $ 21,925 $ 16,273 7519 $ 163
12,125 69 10,617 69 686 49 773 -
2,712 10,040 2,025 9,788 150 260 277 252
14,837 $ 10,109 $ 12,642 $ 9,857 $ 836 309 1,050 $ 252
112,443 $ 243,566 $ 64,531 $ 243,151 $ 22,761 16,582 8,569 $ 415
59,630 $ 161,747 $ 23,380 $ 161,488 $ 17,857 8,858 9,835 $ 259
97,606 233,457 51,889 233,294 21,925 16,273 7,519 163
(99,886) (217,614) (53,339) (217,404) (23,101) (16,072) (7,374) (210)
(1,131) (97,274) (464) (97,274) (433) (138) (96) -
56,219 $ 80,316 $ 21,466 $ 80,104 $ 15,948 8,921 9,884 $ 212
3 % (25) $ - $ 3 $ - $ - 3) 3% (22)
2 @) - 1) - - 2 -
1 s (26) $ - $ 4 $ - $ - 1) $ (22)
59,627 $ 161,722 $ 23,380 $ 161,485 $ 17,557 8,858 9,832 % 237
56,218 $ 80,290 $ 21,466 $ 80,100 $ 15,948 8,921 9,883 % 190
95,477 $ 234,788 $ 50,265 $ 234,611 $ 21,634 16,152 7,426 $ 177
(624) (97,463) (542) (97,375) - (2) (80) (88)
2 1) - @) - - 2 -
94,855 $ 137,324 $ 49,723 $ 137,235 $ 21,634 16,150 7,348 $ 89
99,886 $ 217,614 $ 53,339 $ 217,404 $ 23,101 16,072 73714 $ 210
(624) (97,463) (542) (97.375) - ) (80) (88)
99,262 120,151 52,797 120,029 23,101 16,070 7,294 122
(39,652) - (39,559) - - - (93) -
59,610 $ 120,151 $ 13,238 $ 120,029 $ 23,101 $ 16,070 7,201 $ 122
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Budgetary Resources:
Unobligated Balance, Brought Forward, October 1
Recoveries of Prior Year Unpaid Obligations
Other Changes in Unobligated Balance (+ or -)
Unobligated Balance from Prior Year Budget Authority, Net
Appropriations (Discretionary and Mandatory)
Borrowing Authority (Discretionary and Mandatory) (Note 16)
Spending Authority from Offsetting Collections
(Discretionary and Mandatory)

Total Budgetary Resources (Note 16)

Status of Budgetary Resources:
Obligations Incurred (Note 16)
Unobligated Balance, End of Year:

Apportioned
Unapportioned
Total Unobligated Balance, End of Year

Total Status of Budgetary Resources (Note 16)

Change in Obligated Balance:
Unpaid Obligations
Unpaid Obligations, Brought Forward, October 1
Obligation Incurred
Outlays (Gross) (-)
Recoveries of Prior Year Unpaid Obligations (-)
Unpaid Obligations, End of Year

Uncollected Payments

Uncollected Payments, Federal Sources, Brought Forward, October 1 (-)

Change in Uncollected Payments, Federal Sources (+ or -)
Uncollected Payments, Federal Sources, End of Year (-)

Memorandum (Non-add) Entries
Obligated Balance, Start of Year (+ or -)
Obligated Balance, End of Year (+ or -)

Budget Authority and Outlays, Net:
Budget Authority, Gross (Discretionary and Mandatory)
Actual Offsetting Collections (Discretionary and Mandatory) (-)

Change in Uncollected Customer Payments from Federal Sources
(Discretionary and Mandatory) (+ or -)

Budget Authority, Net (Discretionary and Mandatory)
Outlays, Gross (Discretionary and Mandatory)
Actual Offsetting Collections (Discretionary and Mandatory) (-)
Outlays, Net (Discretionary and Mandatory)
Distributed Offsetting Receipts (-) (Note 16)
Agency Outlays, Net (Discretionary and Mandatory) (Note 16)

United States Department of Education
Combining Statement of Budgetary Resources
For the Year Ended September 30, 2013

(Dollars in Millions)

Office of Office of Special American Recovery

Elementary and Education and and Reinvestment

Secondary Rehabilitative Act and Education

Combined Federal Student Aid Education Services Jobs Fund Other
Non-Budgetary Non-Budgetary Non-Budgetary
Credit Reform Credit Reform Credit Reform
Financing Financing Financing
Budgetary Accounts Budgetary Accounts Budgetary Budgetary Budgetary Budgetary Accounts

12,622 $ 18,993 $ 10,366 $ 18,579 $ 802 $ 314 $ 30 $ 1,110 414
1,191 35,425 358 35,425 556 110 56 111 -
(428) (39,189) (266) (39,189) (72) (33) - (57) -
13,385 $ 15,229 $ 10,458 $ 14,815 $ 1,286 $ 391 $ 86 $ 1,164 414
88,380 5 44,578 - 20,819 15,622 - 7,361 5
- 195,185 - 194,970 - - - - 215
779 46,976 711 46,926 - 2 - 66 50
102,544 $ 257,395 $ 55,747 $ 256,711 $ 22,105 $ 16,015 $ 86 $ 8,591 684
86,337 $ 246,080 $ 41,797 $ 245,639 $ 21,314 $ 15,730 $ 23 7,494 441
13,700 - 11,952 - 665 154 - 929 -
2,507 11,315 1,998 11,072 126 131 84 168 243
16,207 $ 11,315 $ 13,950 $ 11,072 $ 791 $ 285 $ 84 $ 1,097 243
102,544 $ 257,395 $ 55,747 $ 256,711 $ 22,105 $ 16,015 $ 86 $ 8,591 684
65,057 $ 172,230 $ 24,093 $ 171,959 $ 15,902 $ 9,248 $ 6,115 $ 9,699 271
86,337 246,080 41,797 245,639 21,314 15,730 2 7,494 441
(90,573) (221,138) (42,153) (220,685) (22,389) (16,032) (2,612) (7,387) (453)
(1,191) (35,425) (358) (35,425) (556) (110 (56) (111) -
59,630 $ 161,747 $ 23,379 $ 161,488 $ 14271 % 8,836 $ 3,449 $ 9,695 259
2 3% (26) $ -3 4) s -$ -3 -$ ) (22)
(1) 1 - 1 - - - 1) -
3% (25) $ -3 () 3% -$ - $ -$ 3) (22)
65,055 $ 172,204 $ 24,093 $ 171,955 $ 15,902 $ 9,248 $ 6,115 $ 9,697 249
59,627 $ 161,722 $ 23,379 $ 161,485 $ 14271 $ 8,836 $ 3,449 $ 9,692 237
89,159 $ 242,166 $ 45289 $ 241,896 $ 20,819 $ 15,624 $ - $ 7,427 270
(935) (72,672) (844) (72,601) - ) - (89) (71)
1) 1 - 1 - - - 1) -
88,223 $ 169,495 $ 44,445 $ 169,296 $ 20,819 $ 15,622 $ -$ 7,337 199
90,573 $ 221,138 $ 42,153 $ 220,685 $ 22,389 $ 16,032 $ 2,612 $ 7,387 453
(935) (72,672) (844) (72,601) - 2 - (89) (71)
89,638 148,466 41,309 148,084 22,389 16,030 2,612 7,298 382
(48,725) - (48,445) - - - - (280) -
40,913 $ 148,466 $ (7,136) $ 148,084 $ 22,389 $ 16,030 $ 2,612 $ 7,018 382
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Required Supplementary Stewardship Information

Required Supplementary Stewardship Information (RSSI), per OMB Circular A-136
guidance, requires disclosure of investments in human capital and the related program
outcomes resulting from stewardship expense outlays.

Stewardship Expenses

Stewardship expenses are substantial investments by the federal government for the long-
term benefit of the nation. Because costs of stewardship resources are treated as expenses
in the financial statements in the year the costs are incurred, they are reported as RSSI to
highlight the benefit nature of the costs and to demonstrate accountability.

Within the United States, state, local, and private sources are responsible for the majority of
the estimated $1 trillion spent nationwide on all levels of education. Funding from non-
federal sources provides a large portion of K-12 education, according to the National Center
for Education Statistics. Public and private organizations of all kinds establish schools and
colleges, develop curricula, and determine requirements for enrollment and graduation. The
Department’s elementary and secondary programs annually serve approximately 50 million
students in 16,900 school districts.

Within federal funding, the Department provides grant, loan, loan forgiveness, and work-
study assistance to more than 13 million postsecondary students. Today, the Department
operates programs that encompass every area and level of education, with discretionary
spending constituting the majority of the Department’s budget and programs. Loan
disbursements represented the bulk of the Department’s $317.5 billion in gross outlays for
FY 2014. However, grant making overall represented 24.7 percent of those outlays,
consisting of discretionary (total $78.4 billion), formula, and needs-based grants. For a
detailed breakdown of these components and of the Budget as a whole, please refer to the
FY 2015 Budget Summary, as well as the Summary of Human Capital Expenses table in
the next section below.

Discretionary grants, such as TRIO, Race to the Top, and the Teacher Incentive Fund, are
awarded on a competitive basis. When funds for these grants are exhausted, they will
cease to be funded. The Department reviews discretionary grant applications using:

e aformal review process for selection,
o both legislative and regulatory requirements,
e published selection criteria established for individual programs, and

e discretion to determine which applications best address the program requirements and
selection criteria and are, therefore, most worthy of funding.

Alternatively, formula grants, such as Title | and Title Il of the Elementary and Secondary
Education Act (ESEA), are not competitive. The majority go to school districts on a formula
basis and:

e provide funds as dictated by a law,
o allocate to districts on a per-student basis, and
e schools may apply for and receive formula grants annually.
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Lastly, need-based grants, including the Federal Pell grant, Federal Work Study, and the
Federal Supplemental Educational Opportunity Grant (FSEOG), are based on family
income and economic eligibility. While there are many state, institution (college or school),
and privately sourced need-based grants, most need-based grants are funded by the
federal government where the financial aid formula is determined by a combination of
factors, including:

e family income,

e expected contribution of a family,

e number of dependent family members, and
e student status.

Investment in Human Capital

Human capital investments are defined similarly by the OMB Circular A-136 and the
Statement of Federal Financial Accounting Standards (SFFAS) No. 8, Supplementary
Stewardship Reporting, as expenses for education and training programs intended to:

e increase or maintain national economic productive capacity, and

e produce effective outputs and outcomes that provide evidence of increasing or
maintaining national productive capacity.

The amounts reported as investments in the Summary of Human Capital Expenses table
below represent the majority of costs on the Statement of Net Cost. These are the costs of
the Department representing human investments by their nature.

The 2015 Budget request for the Department focuses on six priorities:

(1) increasing equity and opportunity for all students,

(2) strengthening support for teachers and school leaders,

(3) expanding high-quality preschool programs,

(4) augmenting affordability and quality in postsecondary education,
(5) promoting educational innovation and improvement, and

(6) improving school safety and climate.
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Summary of Human Capital Expenses
(Dollars in Millions)

2014 2013 2012 2011 2010
Federal Student Aid Expense
Direct Loan Subsidy $ 8126 $ (39557) $ (10,720) $ (28,630) $ (1,567)
Federal Family Education Loan (6,585) (8,753) (14,381) (16,126) (14,344)
Program Subsidy
Perkins Loans, Pell and Other Grants 33,098 33,542 34,310 39,008 26,799
Salaries and Administrative 206 222 192 193 208
Subtotal 34,845 (14,546) 9,401 (5,555) 11,096
Other Departmental
Elementary and Secondary Education 22,832 22,221 22,137 21,195 21,608
Spec_lal Education and Rehabilitative 15,948 15,919 16,139 15,357 15,227
Services
American Recovery and Reinvestment - 2,623 7,651 27,945 44,019
Act and Education Jobs Fund
6,938 6,175 6,211 7,341 7,067
Other Departmental Programs
Salaries and Administrative 667 /03 481 504 502
Subtotal 46,385 47,641 52,619 72,342 88,423
Grand Total $ 81230 $ 33095 $ 62020 $ 66,787 $ 99,519

The Department’s annual appropriations and outlays supplement state and local
government funding and help build human capital in the nation by supporting cradle-to-
career education programs. The Department invests in human capital through its grant and
loan programs, research, leadership, and technical assistance. These activities are
supported across the Department, primarily through expenditures to assist students who
attend institutions of higher education and receive grants and support for state and local
educational agencies.

Primary support is offered by the Office of Federal Student Aid, which administers need-
based financial assistance programs for students pursuing postsecondary education and
makes available federal grants, direct loans, guaranteed loans, and work-study funding to
eligible undergraduate and graduate students.

The offices of Elementary and Secondary Education; Special Education and Rehabilitative
Services; Innovation and Improvement; English Language Acquisition; Career, Technical,
and Adult Education; and Postsecondary Education provide leadership, technical
assistance, and financial support to state and local educational agencies, institutions of
higher education, and not-for-profit organizations for reform, strategic investment, and
innovation.

FY 2014 Agency Financial Report—U.S. Department of Education 99




FINANCIAL SECTION
REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

Institute of Education Sciences is the internal research arm of the Department. Its goal is
the transformation of education into an evidence-based field where decision makers
routinely seek out the best available research and data before adopting programs or
practices that will affect significant numbers of students. The Department’s organizational
listing of offices is available on the Department’s website.

Program Outcomes

Dramatically boosting completion rates for bachelor’'s and associate degrees is essential for
Americans to compete in a global economy. Education is the stepping stone to higher living
standards for American citizens and is vital to national economic growth and security.
Economic outcomes, such as wage and salary levels, have historically correlated with
individuals’ educational attainments and the high level skills employers expect of those
entering the labor force. Like all investments, developing higher-level skills involves costs
and benefits. Other potential returns may include: increased job opportunities; jobs that are
less sensitive to general economic conditions; improved employability of a person over
one’s lifetime; and economic well-being of the nation through increased national
productivity.

Improving education increases the equity of opportunity for every child to succeed. As a
nation, we are making progress: High school graduation rates are at their highest ever

(80 percent), dropout rates have gone down sharply, NAEP is at its highest ever for

4th/8th grade reading/math, and college enrollment has gone up. Our greatest progress has
been in places with the boldest and most sustained commitment to reform.

The Department administers federal investments, including Titles I, Il, and Il of the
Elementary and Secondary Education Act (ESEA), as well as the Individuals with
Disabilities Education Act (IDEA), and provides guidance and technical assistance to states
to ensure that teachers and principals are well prepared and students have the resources
and support needed to graduate from high school ready for college and careers.

Unemployment Rate. As depicted in the graph below, individuals with lower levels of
educational attainment are more likely to be unemployed than those individuals with higher
levels of educational attainment. The September 2014 Department of Labor unemployment
rate for adults (25 years old and over) who had not completed high school was 9.1 percent,
compared with 6.2 percent for those with four years of high school and 3.2 percent for those
with a bachelor’s degree or higher. Younger people with only high school diplomas tended
to have higher unemployment rates than adults 25 and over with similar levels of education.
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Unemployment Rate by Educational Level
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http://www.bls.gov/news.release/empsit.t04.htm

of Labor) Economic News Release, Table A-4:

Annual Income. As depicted in the two graphs below, according to the September 2014
Department of Labor data, annualized median income for adults (25 years old and over)
varied considerably by education level as follows:

L
college degree.

with a college degree.
with high school diplomas.

American economy as a whole.

Annualized Median Income for Men

(25 Years Old and Over), 2010-2014*
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* The 2011-2014 data are annualized as of September of each year; the
2010 data are annualized as of July of that year.

Men with a high school diploma earned $38,324, compared with $71,604 for men with a
Women with a high school diploma earned $30,368, compared with $54,548 for women
Men and women with college degrees earned 80 percent more than men and women

These returns on investment in education directly translate into the advancement of the

Annualized Median Income for Women

(25 Years Old and Over), 2010-2014*
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* The 2011-2014 data are annualized as of September of each year; the
2010 data are annualized as of July of that year.

Source: Bureau of Labor Statistics (Department of Labor) Economic News Release, Table A-4:

http://www.bls.gov/news.release/empsit.t04.htm
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UNITED STATES DEPARTMENT OF EDUCATION
OFFICE OF INSPECTOR GENERAL

THE INSPECTOR GENERAL

November 14, 2014

The Honorable Arne Duncan
Secretary of Education
Washington, D.C. 20202

Dear Secretary Duncan:

The enclosed reports present the results of the audit of the U.S. Department of Education’s
(Department) financial statements for fiscal years 2014 and 2013 to comply with the Chief
Financial Officers Act of 1990, as amended. The reports should be read in conjunction with the
Department’s financial statements and notes to fully understand the context of the information
contained therein.

We contracted with the independent certified public accounting firm of CliftonLarsonAllen, LLP
(CliftonLarsonAllen) to audit the financial statements of the Department as of September 30,
2014 and 2013, and for the years then ended. The contract requires that the audit be
performed in accordance with U.S. generally accepted government auditing standards and
Office of Management and Budget bulletin, Audit Requirements for Federal Financial
Statements.

Results of the Independent Audit
CliftonLarsonAllen found:

e The fiscal years 2014 and 2013 financial statements are presented fairly, in all material
respects, in accordance with accounting principles generally accepted in the United
States of America;

e One significant deficiency in internal control over financial reporting; and

e One instance of reportable noncompliance with certain provisions of the Debt Collection
Improvement Act of 1996, as amended.

Evaluation and Monitoring of Audit Performance

The Inspector General Act of 1978 requires that the Inspector General take appropriate steps to
assure that any work performed by non-Federal auditors complies with the audit standards
established by the Comptroller General. In that regard, we evaluated the independence,
objectivity, and qualifications of the auditors and specialists; reviewed the plan and approach of
the audit; monitored the performance of the audit; reviewed CliftonLarsonAllen's reports and
related audit documentation; and inquired of its representatives.

400 MARYLAND AVENUE, SW., WASHINGTON, DC 20202-1510

Promoting the efficiency, effectiveness, and integrity of the Department’s programs and operations.
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Page 2 — The Honorable Arne Duncan

Our review was not intended to enable us to express, and we do not express, an opinion on the
Department’s financial statements, or conclusions about the effectiveness of internal control,
whether the Department’s financial management systems substantially complied with the
Federal Financial Management Improvement Act of 1996, or on compliance with laws and
regulations.

CliftonLarsonAllen is responsible for the enclosed auditors’ report and the conclusions
expressed in the related reports on internal control and compliance with laws and regulations.
Our review disclosed no instances where CliftonLarsonAllen did not comply, in all material
respects, with U.S. generally accepted government auditing standards.

We appreciate the cooperation given CliftonLarsonAllen and my office during the audit. If you
have any questions or would like to discuss the reports, please contact me at (202) 245-6900.

Sincerely,

. %

A4 QLo 5 X t\\\_&.
Kathleen S. Tighe

Inspector General

Enclosure
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ClitonLarsonAllen LLP

v cliftonlarsonallen.com

CliftonLarsonAllen
INDEPENDENT AUDITORS’ REPORT

Inspector General
United States Department of Education

Secretary
United States Department of Education

Report on the Financial Statements

We have audited the accompanying financial statements of the United States Department of
Education (Department), which comprise the consolidated balance sheets as of September 30,
2014 and 2013, and the related consolidated statements of net cost and changes in net
position, and the combined statements of budgetary resources for the years then ended, and
the related notes to the financial statements (financial statements).

Management’s Responsibility for the Financial Statements

The Department’s management is responsible for the preparation and fair presentation of these
financial statements in accordance with accounting principles generally accepted in the United
States of America (U.S.) and the design, implementation, and maintenance of internal control
relevant to the preparation and fair presentation of financial statements that are free from
material misstatement, whether due to fraud or error.

Auditors’ Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the U.S;
the standards applicable to financial audits contained in Government Auditing Standards, issued
by the Comptroller General of the United States; and Office of Management and Budget (OMB)
Bulletin No. 14-02, Audit Requirements for Federal Financial Statements (OMB Bulletin 14-02).
Those standards and OMB Bulletin 14-02 require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free from material
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statements. The procedures selected depend on the auditors’
judgment, including the assessment of the risks of material misstatement of the financial
statements, whether due to fraud or error. In making those risk assessments, the auditor
considers internal control relevant to the entity’s preparation and fair presentation of the
financial statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
entity’s internal control. Accordingly, we express no such opinion. An audit also includes
evaluating the appropriateness of accounting policies used and the reasonableness of

104 FY 2014 Agency Financial Report—U.S. Department of Education



FINANCIAL SECTION
REPORT OF THE INDEPENDENT AUDITORS

INDEPENDENT AUDITORS’ REPORT (Continued)

significant accounting estimates made by management, as well as evaluating the overall
presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a
basis for our audit opinion.

We are also responsible for applying certain limited procedures with respect to the Required
Supplementary Information and Other Information included with the financial statements.

Opinion on the Financial Statements

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of the United States Department of Education as of September 30, 2014
and 2013, and its net costs, changes in net position, and budgetary resources for the years then
ended, in accordance with accounting principles generally accepted in the U.S.

Other Matters

Required Supplementary information

Accounting principles generally accepted in the U.S. issued by the Federal Accounting
Standards Advisory Board (FASAB) require that the Department’s Management Discussion and
Analysis (MD&A), other Required Supplementary Information (RSI), and Required
Supplementary Stewardship Information (RSSI) on pages 1 through 48 and 95 through 101 of
the United States Department of Education’s FY 2014 Agency Financial Report, be presented to
supplement the financial statements. Such information, although not a part of the financial
statements, is required by FASAB, who considers it to be an essential part of financial reporting
for placing the financial statements in an appropriate operational, economic, or historical
context. We have applied certain limited procedures to the MD&A, other RSI, and RSSI in
accordance with auditing standards generally accepted in the U.S., which consisted of inquiries
of management about the methods of preparing the information and comparing the information
for consistency with management's responses to our inquiries, the financial statements, and
other knowledge we obtained during our audit of the financial statements. Ve do not express an
opinion or provide any assurance on this information because the limited procedures do not
provide us with sufficient evidence to express an opinion or provide any assurance.

Other Information

The Message from the Secretary, Message from the Chief Financial Officer, and the Other
Information on pages iii and iv, 50 and 51, and 119 through 150, of the United States
Department of Education’s FY2014 Agency Financial Report, respectively, contain a wide range
of information, some of which is not directly related to the financial statements. This information
is presented for purposes of additional analysis and is not a required part of the financial
statements or RSI. This information has not been subjected to the auditing procedures applied
in the audit of the financial statements, and accordingly, we do not express an opinion or
provide any assurance on it.
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Report on Internal Control over Financial Reporting and Report on Compliance Based on
an Audit of Financial Statements Performed in Accordance with Government Auditing
Standards

Report on Internal Control over Financial Reporting

In planning and performing our audit of the financial statements, we considered the
Department’s internal control over financial reporting (internal control) to determine the audit
procedures that are appropriate in the circumstances for the purpose of expressing our opinion
on the financial statements, but not for the purpose of expressing an opinion on the
effectiveness of the Department’s internal control or on management’s assertion on internal
control included in the MD&A. Accordingly, we do not express an opinion on the effectiveness of
the Department’s internal control or on management’s assertion on internal control included in
the MD&A.

A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to
prevent, or detect and correct, misstatements on a timely basis. A material weakness is a
deficiency, or a combination of deficiencies, in internal control, such that there is a reasonable
possibility that a material misstatement of the Department’s financial statements will not be
prevented, or detected and corrected on a timely basis. A significant deficiency is a deficiency,
or combination of deficiencies, in internal control that is less severe than a material weakness,
yet important enough to merit attention by those charged with governance.

Our consideration of internal control was for the limited purpose described in the first paragraph
of this section and was not designed to identify all deficiencies in internal control that might be
material weaknesses or significant deficiencies and therefore, material weaknesses or
significant deficiencies may exist that were not identified. Given these limitations, during our
audit we did not identify any deficiencies in internal control that we consider to be material
weaknesses. We did identify certain deficiencies in internal control, described below and in
more detail in Exhibit A, which we consider to be a significant deficiency.

Department and Federal Student Aid Management Need to Mitigate Persistent
Information Technology Control Deficiencies

Due to the unique requirements of the Department's grant, loan and
administrative business activities, the Department manages its general support
system and core financial management system and oversees a large portfolio of
Federal Student Aid (FSA) or contractor owned information systems. The third
party servicers who manage FSA’s general support systems and contractor-
owned and contractor operated financial systems are monitored by FSA
management through the use of Service Level Agreements and third party
independent reviews. We continued to identify control deficiencies in the areas of
security management, personnel security, access controls, and configuration
management across these systems. These deficiencies can increase the risk of
unauthorized access to the Department’s systems used to capture, process, and
report financial transactions and balances, affecting the reliability and security of
the data and information.
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Report on Compliance

As part of obtaining reasonable assurance about whether the Department’s financial statements
are free from material misstatement, we performed tests of its compliance with certain
provisions of laws, regulations, contracts, and grant agreements consistent with our professional
responsibilities discussed below.

The results of our tests, exclusive of those required by the Federal Financial Management
Improvement Act of 1996 (FFMIA) as discussed below, disclosed one instance of
noncompliance with respect to a certain aspect of the Department’s debt collection activities,
described in Exhibit B, that is required to be reported in accordance with Government Auditing
Standards and OMB Bulletin No. 14-02.

Compliance with FFMIA Requirements

Under FFMIA, we are required to report whether the financial management systems used by the
Department substantially comply with the FFMIA Section 803(a) requirements. To meet this
requirement, we performed tests of compliance with (1) Federal financial management systems
requirements, (2) applicable Federal accounting standards, and (3) the United States Standard
General Ledger (USSGL) at the transaction level. However, providing an opinion on compliance
with FFMIA was not an objective of our audit, and accordingly, we do not express such an
opinion. The results of our tests of FFMIA Section 803(a) requirements disclosed no instances
in which the Department’s financial management systems did not substantially comply with (1)
Federal financial management systems requirements, (2) applicable Federal accounting
standards, or (3) the USSGL at the transaction level.

Management’s Responsibility for Internal Control and Compliance

Management is responsible for (1) evaluating the effectiveness of internal control over financial
reporting based on criteria established under the Federal Managers’ Financial Integrity Act
(FMFIA), (2) providing a statement of assurance on the overall effectiveness on internal control
over financial reporting, (3) ensuring the Department’s financial management systems are in
substantial compliance with FFMIA requirements, and (4) complying with other applicable laws,
regulations, contracts, and grant agreements.

Auditors’ Responsibilities

We are responsible for: (1) obtaining a sufficient understanding of internal control over financial
reporting to plan the audit, (2) testing whether the Department’s financial management systems
substantially comply with the FFMIA requirements referred to above, and (3) testing compliance
with certain provisions of laws, regulations, contracts and grant agreements that have a direct
and material effect on the determination of the financial statement amounts and applicable laws
and regulations for which OMB Bulletin 14-02 requires testing.

We did not evaluate all internal controls relevant to operating objectives as broadly established
by the FMFIA, such as those controls relevant to preparing statistical reports and ensuring
efficient operations. We limited our internal control testing to testing controls over financial
reporting. Because of inherent limitations in internal control, misstatements due to error or fraud,
losses or noncompliance may nevertheless occur and not be detected. We also caution that
projecting our audit results to future periods is subject to risk that controls may become
inadequate because of changes in conditions or that the degree of compliance with controls
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may deteriorate. In addition, we caution that our internal control testing may not be sufficient for
other purposes.

We did not test compliance with all laws, regulations, contracts and grant agreements applicable
to the Department. We limited our tests of compliance to certain provisions of laws, regulations,
contracts and grant agreements that have a direct and material effect on the determination of
financial statement amounts and applicable laws and regulations for which OMB Bulletin 14-02
requires testing. However, providing an opinion on compliance with those provisions was not an
objective of our audit, and accordingly, we do not express such an opinion. We caution that
noncompliance may occur and not be detected by these tests and that such testing may not be
sufficient for other purposes. Also, our work on FFMIA would not necessarily disclose all
instances of noncompliance with FFMIA requirements.

Management’s Response to Findings

Management'’s response to the findings identified in our report is presented in Exhibit C. We did
not audit the Department’s response and, accordingly, we express no opinion on it.

Status of Prior Year’s Control Deficiencies and Noncompliance Issues

We have reviewed the status of the Department's corrective actions with respect to the findings
included in the prior year's Independent Auditors’ Report, dated December 11, 2013. The status
of prior year findings is presented in Exhibit D.

Purpose of the Report on Internal Control over Financial Reporting and the Report on
Compliance

The purpose of the Report on Internal Control over Financial Reporting and the Report on
Compliance sections of this report is solely to describe the scope of our testing of intemal
control and compliance and the result of that testing, and not to provide an opinion on the
effectiveness of the Department’s internal control or on compliance. These reports are an
integral part of an audit performed in accordance with Government Auditing Standards in
considering the Department’s internal control and compliance. Accordingly, these reports are
not suitable for any other purpose.

WMW LL5Z

CliftonLarsonAllen LLP

Arlington, Virginia
November 14, 2014
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Department and Federal Student Aid Management Need to Mitigate Persistent
Information Technology Control Deficiencies

Due to the unique requirements of the Department’'s grant, loan and administrative business
activities, the Department oversees a large portfolio of government owned and operated,
government owned and contractor operated, and contractor owned and operated information
systems. Four Federal Student Aid (FSA) systems and one Department system comprise the
key financial systems. The third party servicers who manage the Department and FSA’s general
support systems and contractor owned and operated financial systems are monitored by the
Department and FSA management through the use of Service Level Agreements and
independent reviews. Managing the information and system security across the Department is
the responsibility of the Department’s Chief Information Security Officer (CISO), in conjunction
with FSA’s CISO. For several years, financial and other audits have identified humerous system
deficiencies that affect the security and reliability of the information within these systems. Last
year, we noted information technology (IT) control deficiencies in the areas of security
management, personnel security, access controls, incident response, configuration
management, and contingency planning in one or more systems. In addition, last year we noted
application-level control issues for four of the seven independent reviews of FSA’s contractor
owned and operated systems. Based on testing performed this year, we noted no control
deficiencies in the areas of incident response and contingency planning. During fiscal year (FY)
2014, FSA implemented an oversight function involving FSA’s Business Operations and
Finance offices to closely monitor completion of corrective action plans for the noted control
deficiencies. This year, none of the independent reviews identified significant system control
deficiencies. Despite these improvements, our audit continued to identify control deficiencies in
the following areas:

Security management

e The Department’s IT policies and procedures and certain system
security plans were outdated or did not fully address specific controls
required by the National Institute of Standards and Technology (NIST)

e Annual security control assessments were not completed

e Security assessments and authorization of certain systems did not
comply with NIST requirements

e Systemrisk assessments were not kept current

e System vulnerabilities were not being formally tracked through
remediation

o Mitigation strategies for corrective actions related to IT control
weaknesses were missing and corrective action deadlines were missed

e Security awareness training for new system users was not always
completed

¢ Role based security awareness training for users with significant system
security responsibilities was not always completed

Personnel security
e Background reinvestigations were not completed timely by the
Department

¢ Position sensitivity levels for some users were incorrect based on their
job function
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Access controls

e User access was not always granted in accordance with the principle of
least privilege

¢ Termination of system access for separated employees and contractors
was hot always completed timely

¢ Inactive accounts were not always disabled

e Certain users had access to application development and production
environments

e User access was not always recertified

Configuration management
e System configuration settings were not always in compliance with FSA
policy
e System change testing was not always documented

These deficiencies can increase the risk of unauthorized access to the Department and FSA’s
systems used to capture, process, and report financial transactions and balances, affecting the
reliability and security of the data and information. These findings are discussed in further detail
below and in a Limited Distribution Report provided to the Department and FSA management.

Security management

An effective information security management program should have a framework and process
for assessing risk, effective security procedures, and processes for monitoring and reporting the
effectiveness of these procedures. We noted the Department’s information security policies
were outdated or did not fully address specific controls required by NIST Special Publication
(SP) 800-53, Revision 4, Recommended Security and Privacy Controls for Federal Information
Systems and Organizations." For two systems, we noted their System Security Plans’ control
baselines were based on NIST SP 800-53, Revision 3. NIST SP 800-53, Revision 4 was
published in 2013 with an April 1, 2014 implementation deadline for executive agencies.

Additionally, two systems were given Authority to Operate (ATO) memoranda prior to the
completion of security assessment and authorization (SA&A) activities. Although an assessment
of the design of controls was conducted in 2013, the last security control assessment that
determined the extent to which the controls were implemented and operating as intended was
completed in 2010. As such, the most recent system risk assessment was completed in 2010.
Therefore, the ATOs were issued without the review of a complete and timely security
assessment and authorization package as required by NIST SP 800-37, Revision 1 Guide for
Applying the Risk Management Framework to Federal Information Systems, resulting in an

L NIST SP 800-53 revision 4 was issued in April 2013. According to the Office of Management and Budget (OMB) memorandum M-
10-15, FY 2010 Reporting Instructions for the Federal information Security Management Act and Agency Privacy Management
requires that for non-national security programs and information systems, agencies must follow NIST standards and guidelines. For
legacy information systems, agencies are expected to be in compliance with NIST standards and guidelines within one year of the
publication date unless otherwise directed by OMB. The one year compliance date for revisions to NIST publications applies only to
the new and/or updated material in the publications.
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increased risk that the Authorizing Official, Information System Security Officers (ISSOs), and
system owners were not informed of the ongoing security issues and risks to these systems.

With regard to corrective action of system control weaknesses, we noted that the Plans of
Action and Milestones (POA&Ms) for one system had passed their scheduled dates of
completion without documented justification for missed completion dates or adjusted expected
completion dates. Additionally, we noted POA&Ms that did not have a documented mitigation
strategy. We also noted that the corrective action of certain control weaknesses discovered
through vulnerability scanning of another system was not being formally tracked through its
remediation. Without formally documenting each remediation plan, along with the estimated
dates of completion and status of corrective actions, management cannot ensure weaknesses
are remediated effectively or timely.

Finally, for two of the five systems tested, we noted system users did not always complete the
required security awareness fraining. Also, individuals with significant system security
responsibilities had not always completed role based training for these systems.

Personnel Security

Personnel security involves screening individuals before granting them access to computer
resources commensurate with the risk and magnitude of the harm the individual could cause.
We found background reinvestigations were not being tracked effectively and position sensitivity
levels were not always commensurate with the users’ current job duties. Specifically, we noted
the following for a sample of individuals with significant system security responsibilities:

e Lack of evidence of an investigation or users with overdue reinvestigations

¢ |nvestigation levels lower than the level required by the users’ access requirements and
responsibilities

e Lack of sensitivity level documentation for users or sensitivity level documentation lower
than the level required for a users’ access requirements and responsibilities

Access Controls

Access controls limit or detect inappropriate access to systems, protecting the data within them
from unauthorized modification, loss or disclosure. Agencies should have formal policies and
procedures for controlling access to information systems and related control activities should be
properly implemented and monitored. One key element of access control is boundary
protection. Properly managed interfaces between FSA systems and external parties help reduce
the risk of unauthorized access. NIST SP 800-47, Security Guide for Interconnecting
Information Technology Systems, specifies that an agreement should be documented for the
interconnection between organizations. A Memorandum of Understanding (MOU) documents
the terms and conditions for sharing data and information resources in a secure method. An
Interconnection Security Agreement (ISA) identifies the technical and security requirements for
establishing, operating, and maintaining the interconnection and supports the MOU. We
identified expired MOUs and instances in which interconnections were not detailed in the
System Security Plan for one system.

User authorization refers to the documentation of the granting of user access to only the
elements of a system the user needs to perform his or her duties. To be an effective control,
user access should be documented, approved and periodically reviewed. Accounts for users
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should be terminated when the user no longer needs access to the system. Based on our work,
we noted:

e Accounts for terminated employees and contractors were not disabled for three of the
four systems tested

Inactive accounts were not disabled for two systems

For one system, an individual was granted an inappropriate level of system access
User access recertification was not fully completed for three systems

Certain users had inappropriate access to one system’s development and production
environments

Configuration Management

Configuration management ensures changes to systems are tested and approved, and systems
are configured securely in accordance with policy. In our audit, we found two systems with
configuration settings that were not in compliance with FSA’s policy and one system with
configuration settings that were not in compliance with Department’s policy. Additionally, we
could not obtain evidence of testing related to a sample of changes for one system. This was
primarily due to testing documentation not being maintained in the change management
ticketing system.

The Department’s Chief Information Officer FY2014 Federal Managers’ Financial Integrity Act of
1982 (FMFIA) Assurance Letter reported control deficiencies related to access controls and
contingency planning. In addition, FSA’s FY2014 FMFIA Assurance Letter reported control
deficiencies related to access controls and configuration management. Also, the Department’s
FY2014 Federal Information Security Management Act (FISMA) review identified control
deficiencies in six of eleven reporting metrics related to the following areas: configuration
management, identity and access management, incident response and reporting, risk
management, remote access management, and contingency planning. In addition, five of the 11
reporting metrics contained repeat or modified repeat findings from reports issued from the last
three years.

These deficiencies can increase the risk of unauthorized access to the Department’'s systems
used to capture, process, and report financial transactions and balances.

NIST Special Publication 800-39, Managing Information Security Risk - Organization, Mission,
and Information System View, states:

“The complex relationships among missions, mission/business processes, and the
information systems supporting those missions/processes require an integrated,
organization-wide view for managing risk. Unless otherwise stated, references to risk in
this publication refer to information security risk from the operation and use of
organizational information systems including the processes, procedures, and structures
within organizations that influence or affect the design, development, implementation,
and ongoing operation of those systems. The role of information security in managing
risk from the operation and use of information systems is also critical to the success of
organizations in achieving their strategic goals and objectives. Historically, senior
leaders/executives have had a very narrow view of information security either as a
technical matter or in a stovepipe that was independent of organizational risk and the
traditional management and life cycle processes. This extremely limited perspective
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often resulted in inadequate consideration of how information security risk, like other
organizational risks, affects the likelihood of organizations successfully carrying out their
missions and business functions. This publication places information security into the
broader organizational context of achieving mission/business success. The objective is
to:

* Ensure that senior leaders/executives recognize the importance of managing
information security risk and establish appropriate governance structures for
managing such risk;

* Ensure that the organization’s risk management process is being effectively
conducted across the three tiers of organization, mission/business processes,
and information systems;

* Foster an organizational climate where information security risk is considered
within the context of the design of mission/business processes, the definition of
an overarching enterprise architecture, and system development life cycle
processes; and

* Help individuals with responsibilities for information system implementation or
operation better understand how information security risk associated with their
systems translates into organization-wide risk that may ultimately affect the
mission/business success.

To successfully execute organizational missions and business functions with information
system-dependent processes, senior leaders/executives must be committed to making
risk management a fundamental mission/business requirement. This top-level, executive
commitment ensures that sufficient resources are available to develop and implement
effective, organization-wide risk management programs. Understanding and addressing
risk is a strategic capability and an enabler of missions and business functions across
organizations. Effectively managing information security risk organization-wide requires
the following key elements:

* Assignment of risk management responsibilities to senior leaders/executives;

* Ongoing recognition and understanding by senior leaders/executives of the
information security risks to organizational operations and assets, individuals,
other organizations, and the Nation arising from the operation and use of
information systems;

» Establishing the organizational tolerance for risk and communicating the risk
tolerance throughout the organization including guidance on how risk tolerance
impacts ongoing decision-making activities; and

* Accountability by senior leaders/executives for their risk management decisions
and for the implementation of effective, organization-wide risk management
programs.”

The ineffective and untimely remediation of application control weaknesses and repeat
deficiencies identified across multiple applications indicates the need for improved strategic IT
management.

In recognition of the need to improve internal control related to information security, the
Department and FSA CISOs continue to work together to put a framework in place for more
effectively managing system security risk by reviewing control weaknesses across the
organization, determining their root cause, and tracking remediation activities. The security
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posture of the systems is reviewed on a monthly basis by reviewing control weaknesses noted
from audits, self assessments, vulnerability scans, and associated POA&Ms. In addition, the
Department updated and approved OCIO-1, Information Assurance/Cybersecurity Policy, which
provides policy guidance from the OCIO for all IT assets and services operated within or on
behalf of the Department. Underlying security procedures and guidance documentation is in the
process of being updated. The Department also completed the implementation of a Security
Operations Center allowing for security issues to be centrally tracked and managed for the
Department and FSA. The Department has continued to make progress on implementing a risk
management framework for applying continuous system monitoring based on NIST SP 800-37
with a scheduled completion date of FY2015. Furthermore, the Department refined the service-
level agreements for the IT general support system contract to increase accountability of the
service provider for remediating system control issues. FSA is working on a plan to review
selected IT security controls at all Guaranty Agencies (GAs) within a two year period. FSA has
already been assessing the IT security controls at the Title IV Additional Servicers (TIVAS) and
Private Collection Agencies (PCAs) in order for the CISO to issue an ATO. These activities
show progress and commitment from the Department and FSA senior managers to strengthen
system security controls across the Department and FSA.

In order to fully implement an agency-level program for monitoring compliance with the
information security program, the procedures and guidance supporting the Information
Assurance/Cybersecurity Policy need to be completed, approved and disseminated in order to
define the agency-wide information security program and practices. Without comprehensive
current information security policies and procedures, there is an increased likelihood that
information security may not be addressed throughout the lifecycle of the Department and
FSA’s information systems. Moreover, employees and contractors may be performing tasks
without clear direction or training. Due to the continuance of persistent IT control deficiencies
across multiple systems, the CISOs need to continue to refine the process for ensuring
accountability of the Department and FSA system owners, ISSOs, contractors, and FSA’s
Technology Office and Business Operations responsible for the security, operation and
maintenance of the Department and FSA systems to remediate control deficiencies.

Recommendations:

We recommend the Department CISO work with the FSA CISO to:

1a. Refine and fully implement FSA’s system security program to monitor compliance with
NIST requirements, in coordination with the Department’s organization wide information
security program, at both the agency and system level.

1b. Implement a process to ensure accountability for individuals responsible for remediating
the identified control deficiencies in the Department and FSA’s systems, including
cooperation between the Technology Office and Business Operations.

1c. Implement a process for holding contractors accountable for remediation of control
deficiencies in the Department and FSA’s systems.
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Noncompliance with Title 31 United States Code (U.S.C.) Section 3716(c)(6)

Title 31 U.S.C. Section 3716(c)(6) states that any Federal agency that is owed by a person a
past due, legally enforceable nontax debt that is over 180 days delinquent, including nontax
debt administered by a third party acting as an agent for the Federal Government, shall notify
the Secretary of the Treasury of all such nontax debts for purposes of administrative offset
under this subsection.

The Digital Accountability and Transparency Act (DATA Act), Public Law 113-101, was signed
into law on May 9, 2014. Section 5 of the DATA Act amends Title 31 U.S.C. Section 3716(c)(6)
and now requires agencies to notify the Secretary of the Treasury of valid, delinquent nontax
debts that are over 120 days delinquent — 60 days earlier than the previous 180 days
requirement — for the purpose of administrative offset. Section 5 of the DATA Act also added a
new requirement, according to which “the Secretary of the Treasury shall notify Congress of any
instance in which an agency fails to notify the Secretary [of the Treasury] as required” by 31
U.S.C. Section 3716(c)(6)(A).2

The Department and FSA have not changed their loan servicing procedures and internal
processes to comply with the new 120 days requirement. Further, the existing loan servicing
procedures and internal processes do not notify the Secretary of the Treasury of past due,
legally enforceable nontax debts once they become over 180 days past due. Instead,
notification is performed once a year when most past due, legally enforceable nontax debts are
significantly older than 180 days delinquent. Therefore, the Department and FSA are
noncompliant with the timing requirement of 31 U.S.C. Section 3716(c)(6) as of September 30,
2014.

Recommendation:

We recommend that the Secretary of Education and FSA Chief Operating Officer:

2. Revise their loan servicing procedures and internal processes to comply with the timing
requirement of Title 31 U.S.C. Section 3716(c)(6), as amended by the DATA Act.

2 The official U.S.C has not yet been amended to reflect the statutory change due to the passage of the DATA Act.
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Status of Prior Year Recommendations

Our assessment of the current status of the recommendations related to findings

identified in the prior year audit is presented below:

Fiscal Year 2013 Recommendation

Fiscal Year 2014 Status

Significant Deficiency 1- Functionality and Internal
Controls over Some Loan Servicing Systems Need
Improvement

CLA recommended that the Chief Operating Officer of
FSA:

1a. Ensure all servicing application functionality is
corrected to meet the Department’s
requirements for servicing loans and reporting
financial activity and balances timely and
accurately.

One of the systems was
decommissioned. Significant
functionality issues for the other
system were addressed. Minor
remaining and new issues
reported in the management letter.

1b. Continue to monitor the scheduled transfers of
defaulted loans to DMCS and ensure that all
new loan servicers are fully set up to transfer
defaulted loans to the defaulted loan servicer.

Significant functionality issues
relating to transfers addressed
and the transfer backlog was
significantly reduced. Minor
remaining and new issues
reported in the management letter.

1c. Continue to correct loan balances affected by
the functionality issues and properly inform the
impacted borrowers of the corrected account
balances.

Corrective action to adjust
immaterial errors in account
balances will continue into
FY2015. Remaining issues
reported in the management letter.

1d. Continue to monitor servicers’ efforts to reduce
the balance of unposted cash transactions,
unrecorded borrower transactions, and general
ledger posting differences, including the posting
of transfer transactions in and out of DMCS.

One of the systems was
decommissioned. The effect of the
remaining issues in the other
system was immaterial throughout
FY2014. Recommendation made
in the management letter.

1e. Establish protocols for management approval for
write-offs and manual adjustments of unresolved
differences once corrective actions are no
longer cost effective.

Management implemented a
protocol to approve write-offs and
manual adjustments arising from
the corrective actions that address
the system functionality issues.
Resolved.

1f. Continue to monitor the timeliness and accuracy
of account reconciliations prepared by the
servicers.

Improvement noted during
FY2014. Recommendation to
continue monitoring new
contractor noted in management
letter.
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Significant Deficiency 2 - Department and FSA
Management Need to Mitigate Persistent Information
Technology (IT) Control Deficiencies

CLA recommended that the Department and FSA

CISOs:

2a.

Refine and fully implement the program to
monitor compliance with the Department’s
organization-wide information security program
and NIST requirements at the Department and
system level.

Progress was made, however
corrective action is still in process;
see Significant Deficiency

2b.

Implement a process ensuring accountability for
individuals responsible for remediating the
identified control deficiencies in the Department
and FSA’s systems, including cooperation
between the Technology Office and Business
Operations.

Progress was made, however
corrective action is still in process;
see Significant Deficiency

2c.

Implement a process for holding contractors
accountable for remediation of control
deficiencies in the Department and FSA systems.

Progress was made, however
corrective action is still in
process; see Significant
Deficiency

2d.

Implement a process for holding third party
service providers accountable for the remediation
of control deficiencies associated with their
information systems.

Resolved

Noncompliance with Laws and Regulations

The Department’s Financial Management Systems Do
Not Meet Federal Financial Management Systems
Requirements

Resolved, as the key system
contributing to noncompliance was
decommissioned and the other
system was significantly improved.
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