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Attached is the subject final audit report that covers the results of our review of the Department’s
compliance with improper payment reporting requirements from October 1, 2013, through
September 30, 2014. We conducted our review at Federal Student Aid’s offices in Washington,
D.C. An electronic copy has been provided to your audit liaison officers. We received your
comments partially concurring with the findings and recommendations.

Corrective actions proposed (resolution phase) and implemented (closure phase) by your office
will be monitored and tracked through the Department’s Audit Accountability and Resolution
Tracking System (AARTS). The Department’s policy requires that you develop a final
corrective action plan for our review in the automated system within 30 calendar days of the
issuance of this report. The corrective action plan should set forth the specific action items, and
targeted completion dates, necessary to implement final corrective actions on the findings and
recommendations contained in this final audit report.

In accordance with the Inspector General Act of 1978, as amended, the Office of Inspector
General is required to report to Congress twice a year on the audits that remain unresolved after
6 months from the date of issuance.

In accordance with the Freedom of Information Act (5 U.S.C. 8552), reports issued by the Office
of Inspector General are available to members of the press and general public to the extent
information contained therein is not subject to exemptions in the Act.

The Department of Education's mission is to promote student achievement and preparation for global competitiveness by fostering educational
excellence and ensuring equal access.



We appreciate the cooperation given us during this review. If you have any questions, please
call Bernard Tadley at (215) 656-6279.
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cC: John Hurt, Chief Financial Officer, FSA
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EXECUTIVE SUMMARY

The Improper Payments Information Act of 2002 (Public Law 107-300), as amended by the
Improper Payments Elimination and Recovery Act of 2010 (IPERA) (Public Law 111-204) and
the Improper Payments Elimination and Recovery Improvement Act of 2012 (Public

Law 112-248), requires Federal agencies to reduce improper payments and to report annually on
their efforts. IPERA requires the Inspector General to review the agency’s reporting in its
Agency Financial Report (AFR) and accompanying materials, and to determine whether the
agency has met six compliance requirements. On October 20, 2014, the Office of Management
and Budget (OMB) issued OMB Circular A-123, Appendix C, “Requirements for Effective
Estimation and Remediation of Improper Payments,” which provides agencies with guidance on
implementing these laws and on requirements for the Inspector General’s review of the agency’s
improper payment reporting.

The objectives of our audit were to (1) determine whether the U.S. Department of Education
(Department) complied with IPERA,; (2) evaluate the accuracy and completeness of the
Department’s improper payments reporting; (3) evaluate the Department’s performance in
reducing and recapturing improper payments; and (4) for the Federal Pell Grant (Pell) high-
priority program, (a) evaluate the quality of the Department’s improper payment estimate and
methodology, (b) evaluate the Department’s assessment of the level of risk associated with the
program, and (c) review the oversight or financial controls described by the Department to
identify and prevent improper payments.

We found that the Department did not comply with IPERA because it reported an improper
payment rate that did not meet its reduction target for the William D. Ford Federal Direct Loan
(Direct Loan) program. The Department established a fiscal year (FY) 2014 reduction target of
1.03 percent for the Direct Loan program and reported that the estimated improper payment rate
was 1.50 percent for FY 2014. Because the reported estimated improper payment rate for

FY 2014 was higher than the reduction target for FY 2014, the Department failed to meet one of
IPERA’s six compliance requirements. The Department complied with the other five
requirements.

We found that the Department’s reported improper payment estimates and estimation
methodologies in its FY 2014 AFR and accompanying materials for both the Pell and Direct
Loan programs were inaccurate, incomplete and unreliable. Therefore, the Department could not
accurately evaluate its performance in reducing improper payments for the Pell and Direct Loan
programs. Furthermore, we could not conclude that the Department actually met its reduction
target for the Pell program. We did not identify issues with the Federal Family Education Loan
program’s improper payment estimate. We found that the Department recaptured greater
amounts of improper payments in FY 2014 than in FY 2013. For the Pell high-priority program,
the Department adequately assessed improper payment risks and described an adequate level of
oversight to identify and prevent improper payments.

We found that the Department’s improper payment estimates for the Pell and Direct Loan
programs were not accurate and deviated from the OMB-approved methodologies in effect at the
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time the Department’s AFR was issued on November 14, 2014. The Department received initial
approval from the Controller of OMB for its FY 2014 estimation methodologies on

September 17, 2014, and again on November 6, 2014. On November 14, 2014, the Department
issued its AFR and accompanying materials. On March 17, 2015, after the close of our
fieldwork and four months after reporting its improper payment estimates in the AFR, the
Department submitted to OMB a request to change the approved methodologies. The Controller
of OMB retroactively approved the methodology changes on April 3, 2015. The methodologies
deviated from the approved methodologies at the time the AFR was issued, in the following
ways.

e Under the OMB-approved methodologies in effect at the time the AFR was issued, the
improper payment estimates were to be calculated, in part, on a school-count-based ratio
estimate. However, the Department actually used a dollar-based ratio estimate for the
Pell and Direct Loan programs. We concluded that the Department changed its
estimation methodologies after learning that the improper payment estimates using the
methodologies in effect at the time the AFR was issued were higher than the previous
year’s estimates. After the close of our fieldwork, the Department submitted to OMB a
request to use a dollar-based ratio estimate; OMB approved this request on April 3, 2015.

e In the OMB-approved methodologies for the Pell and Direct Loan programs, the
Department proposed that all final program review reports available from the FY 2013
program review schedule of 311 program reviews would be included in the calculation of
the FY 2014 improper payment rates for the Pell and Direct Loan programs. However, at
the time the improper payment rates were calculated, about 69 percent of these program
reviews had not been started, had not reached at least the draft program review report
stage, were not applicable to the Pell or Direct Loan programs, or would not identify
improper payments. We raised a similar issue in our prior audit of the Department’s
compliance with IPERA for FY 2013, where we found that the results of 69 percent of
anticipated program reviews were not included in the calculation of the Direct Loan
program’s improper payment rate for FY 2013.

e The OMB-approved methodologies for the Pell and Direct programs listed three strata,
based on the reason a program review is initiated. However, the Department used only
two strata in its calculations.

Previously, we found that estimation methodologies based on program reviews were flawed
because they excluded other sources of improper payments. While the Department’s current
methodology is approved by OMB, our concern that improper payment estimates may be
understated by using program reviews as the sole source of information to estimate improper
payments continues to exist.

In addition, the Department’s supporting documentation for its reported improper payment
estimates for the Pell and Direct Loan programs contained data transcription errors, data integrity
errors, and significant formula errors and omissions. Lastly, the Department’s AFR and its

“FY 2014 Improper Payment Estimation Methodologies” were incomplete. The Department did
not provide statistical sampling details for the Pell program and did not report amounts of
improper payments associated with each category of root cause.
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To correct the findings identified, we recommend that the Chief Financial Officer (CFO) for the
Department, in conjunction with the Chief Operating Officer (COO) for Federal Student Aid
(FSA), require the CFO for FSA to:

e Analyze the program review reports that identified improper payments for root causes
and evaluate FSA’s existing corrective actions to determine whether additional corrective
actions can be implemented, intensified, or expanded to reduce or prevent improper
payments in any program that fails to meet its reduction target.

e Prepare and submit the required remediation plans to Congress and OMB within 90 days
of the issuance of this report.

e Recalculate the FY 2014 improper payment estimates for the Direct Loan and Pell
programs in accordance with OMB-approved methodologies and correcting for all the
data, calculation, and estimation methodology errors.

e Publish the FY 2014 recalculated improper payment rates, notify OMB and Congress of
any changes, and explain the basis for the revisions in the FY 2015 AFR.

e Ensure that the results of an adequate number and percentage of program reviews are
used in the calculation of the FY 2015 improper payment estimates.

e Ensure that all improper payments are included in the calculation of the improper
payment estimates.

e Maintain adequate documentation of the sampling and estimation approaches used.

e Inits annual reporting on improper payments, (1) provide sufficient details as to the
samples used in calculating the estimated improper payment rates and (2) include the
error amounts when reporting on the root causes of improper payments.

¢ Revise the estimation methodologies to include improper payments that are not identified
in program reviews, such as those improper payments associated with recipients who do
not use the IRS Data Retrieval Tool, who provide inaccurate self-reported income on the
FAFSA, and who are not selected for income verification.

In response to the draft audit results, in its written comments, the Department concurred with our
finding that it failed to comply with IPERA because it did not meet the reduction target for the
Direct Loan program and with our finding that it needs to improve the completeness of its
improper payment reporting. However, in its written comments, the Department partially
concurred with our finding that it needs to improve the accuracy, completeness, and quality of its
improper payment estimates and estimation methodologies. The Department concurred with all
of the initial recommendations. We added a recommendation to this final report, after receiving
the Department’s written comments, for it to revise the estimation methodologies to include
improper payments that are not identified in program reviews. In discussions with the
Department subsequent to its written comments, it did not concur with this recommendation. We
summarized the Department’s comments at the end of each finding. We included the full text of
the Department’s written response as Enclosure 2 to this report. In response to the Department’s
comments, we made minor changes to the report, including specifying the dates that OMB
approved changes to the previously approved estimation methodologies and acknowledging that
program reviews identify both overpayments and underpayments.
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BACKGROUND

The Improper Payments Elimination and Recovery Act and Programs Susceptible to
Significant Improper Payments

The Improper Payments Elimination and Recovery Act of 2010 (Public Law 111-204) (IPERA)
requires each agency, in accordance with guidance prescribed by the Office of Management and
Budget (OMB), to periodically review all programs and activities that the agency administers
and identify all programs and activities that may be susceptible to significant improper payments.
Significant improper payments are defined as gross annual improper payments (the total amount
of overpayments plus underpayments) in the program exceeding (1) both 1.5 percent of program
outlays and $10 million of all program or activity payments made during the fiscal year reported
or (2) $100 million (regardless of the improper payment percentage of total program outlays).
For each program and activity identified as susceptible to significant improper payments, the
agency must produce a statistically valid estimate, or an estimate that is otherwise appropriate
using a methodology that OMB approved, of the improper payments made by each program and
activity and include those estimates in the accompanying materials to the agency’s annual
financial reports. The Department identified the Pell and Direct Loan programs as susceptible to
significant improper payments. The Department assessed the Federal Family Education Loan
(FFEL) program as low risk (not susceptible to significant improper payments) in fiscal year
(FY) 2014 and, consistent with OMB guidance, will seek to formally change the risk
categorization of the FFEL program and remove the requirement for future annual reporting of
improper payment estimates for the FFEL program.

IPERA also requires each agency’s Inspector General to determine the agency’s compliance with
the statute for each fiscal year. As specified in the OMB guidance, compliance with IPERA
means that the agency has met the following six requirements:
e published a Performance and Accountability Report or Agency Financial Report (AFR)
for the most recent fiscal year and posted that report and any accompanying materials
OMB required on the agency Web site;
e conducted a program-specific risk assessment for each program or activity that conforms
with IPERA (if required);
e published improper payment estimates for all programs and activities identified as
susceptible to significant improper payments under its risk assessments (if required);
e published programmatic corrective action plans in the Performance and Accountability
Report or AFR (if required);
e published and is meeting annual reduction targets for each program assessed to be at risk
and measured for improper payments; and
e reported a gross improper payment rate of less than 10 percent for each program and
activity for which an improper payment estimate was obtained and published in the
Performance and Accountability Report or AFR.

If an agency does not meet one or more of these requirements, then it is not compliant with
IPERA.
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The OMB guidance also provides that, as part of the Inspector General’s review of the agency’s
compliance with IPERA, the Inspector General should also evaluate the accuracy and
completeness of the agency’s reporting and performance in reducing and recapturing improper
payments.

The Improper Payments Elimination and Recovery Improvement Act and High-Priority
Programs

The Improper Payments Elimination and Recovery Improvement Act of 2012 (IPERIA) (Public
Law 112-248), requires OMB to identify a list of “high-priority” programs for greater levels of
oversight.! OMB has designated the Federal Pell Grant (Pell) program as a high-priority
program. OMB issued guidance on the implementation of IPERIA on October 20, 2014, which
is contained in OMB Circular A-123, Appendix C. The OMB-established threshold for high-
priority program determinations for FY 2014 reporting, and for subsequent years, is $750 million
in estimated improper payments as reported in an agency’s AFR or Performance and
Accountability Report, regardless of the improper payment rate estimate. IPERIA and OMB
guidance require each agency that has a high-priority program to report to their Inspector
General, and make available to the public, (1) any action that the agency has taken or plans to
take to recover improper payments and (2) any action the agency intends to take to prevent future
improper payments. The agency Inspector General must review the assessment of the level of
risk associated with any high-priority program and the quality of the improper payment estimates
and methodology; determine the extent of oversight warranted; and provide recommendations, if
any, for modifying the agency’s methodology, promoting continued program access and
participation, or maintaining adequate internal controls.

Change in the Improper Payment Estimation Methodology for the Pell Program

In prior fiscal years, the Department’s methodology for estimating improper payments in the Pell
program was based on the Free Application for Federal Student Aid (FAFSA)/Internal Revenue
Service (IRS) Data Statistical Study. The FAFSA/IRS Data Statistical Study used tax return and
FAFSA data for a sample of students and parents to calculate an improper payment rate based on
recalculated Pell awards where income figures reported on the tax return did not match those
reported on the FAFSA. The FAFSA/IRS Data Statistical Study showed that a percentage of
recipients received the wrong Pell awards based on an expected family contribution (EFC)
derived from incorrect income data on the FAFSA. The FAFSA/IRS Data Statistical Study
focused equally on Pell overpayments and underpayments. Previously, the Department found
that the inaccuracy of self-reported income on the FAFSA was the most significant root cause of
improper payments in the Pell program.

The FY 2014 improper payment estimates for the Pell and Direct Loan programs were based on
the results of program reviews of schools performed by Federal Student Aid (FSA). Program
reviews primarily identify overpayments that need to be returned to the Department rather than
underpayments. Furthermore, unlike the FAFSA/IRS Data Statistical Study, program reviews
cannot identify inaccurate self-reported income on the FAFSA as a significant cause of improper

L IPERIA codifies the requirements from Executive Order 13520, “Reducing Improper Payments,” issued
November 20, 2009. OMB Circular A-123, Appendix C implements these requirements.
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payments for applicants who do not use the IRS Data Retrieval Tool and are not selected for
income verification.

OMB’s Approval of the Department’s FY 2014 Estimation Methodologies

The Department received initial approval from the Controller of OMB for its FY 2014 estimation
methodologies on September 17, 2014 (September 2014 OMB-approved methodologies). On
November 6, 2014, the Department requested and received OMB approval to change the
estimation methodologies for the Pell and Direct Loan programs to include draft program review
reports, in addition to final program review reports, in its calculations. On November 14, 2014,
the Department issued its AFR and accompanying materials. On March 17, 2015, after the close
of our fieldwork and four months after reporting its improper payment estimates in the AFR, the
Department submitted to OMB a request to change the approved methodologies that included the
use of a dollar-based ratio estimate rather than a school-based ratio estimate. The Controller of
OMB retroactively approved the methodology changes on April 3, 2015 (April 2015 OMB-
approved methodologies).
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AUDIT RESULTS

We found that the Department did not comply with IPERA because it reported an improper
payment rate for the Direct Loan program that did not meet the FY 2014 reduction target. The
Department met the remaining five compliance requirements. Under IPERA, if the Department
does not meet one or more of the six compliance requirements, then it is not compliant with
IPERA. We found that the Department’s improper payment estimates, estimation
methodologies, and reporting in its AFR for both the Pell and Direct Loan programs were
inaccurate and incomplete. The Department’s improper payment estimates for the Pell and
Direct Loan programs deviated from the September 2014 OMB-approved methodologies. We
did not identify issues with the FFEL program improper payment estimate. \We were unable to
evaluate the Department’s performance in reducing improper payments because of the
inaccurate and incomplete improper payment estimates and estimation methodologies.
However, the Department recaptured greater amounts of improper payments in FY 2014. For
the Pell high-priority program, the Department adequately assessed improper payment risks and
described an adequate level of oversight to identify and prevent improper payments.

The Department met five of the six compliance requirements of IPERA, as described in the
following.

1. Published an Agency Financial Report
The Department complied with the requirement to publish an AFR. Under
Section 3(a)(3)(A) of IPERA, an agency is required to publish on its Web site its AFR
and any accompanying materials that OMB guidance requires. The Department
published its AFR and accompanying materials, “Improper Payments Reporting Details,”
on November 14, 2014.

2. Conducted a Risk Assessment
The Department complied with the requirement to conduct a risk assessment. Under
Section 3(a)(3)(B) of IPERA, if required, an agency must conduct a program-specific risk
assessment of all programs and activities to determine which ones are susceptible to
significant improper payments. IPERA and OMB guidance require that such risk
assessments be performed at least once every 3 years. In FY 2014, the Department
performed risk assessments for all FSA managed programs and the Department’s
administrative payments (salary, locality pay, travel, purchase card, and transit benefits).
In FY 2013, the Department performed risk assessments for all non-FSA grant programs
and contract payments.

3. Published Improper Payment Estimates
The Department complied with the requirement to publish improper payment estimates.
Under Section 3(a)(3)(C) of IPERA, if required, an agency must publish improper
payment estimates for programs it identified as being susceptible to significant improper
payments. As required, the Department published improper payment estimates for
programs identified as susceptible to significant improper payments—the Pell, Direct
Loan, and FFEL programs. The Department also reported an estimated improper
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payment rate for Title I, Part A of the Elementary and Secondary Education Act of 1965,
as amended (Title 1).2

4. Published a Report on Actions to Reduce Improper Payments
The Department complied with the requirement to report on its actions to reduce
improper payments in the Pell, Direct Loan, and FFEL programs. Under
Section 3(a)(3)(D) of IPERA, an agency is required to report its actions to reduce
improper payments for programs it deemed susceptible to significant improper payments.
The Department also reported on its efforts to recapture improper payments from all its
programs, including that it worked with grantees and Title IV of the Higher Education
Act of 1965, as amended (Title IV) ® program participants to resolve and recover amounts
it identified in its compliance audits of program participants and program reviews. We
found that the Department succeeded in recapturing greater amounts of improper
payments in FY 2014 than in FY 2013. On October 30, 2014, the Department submitted
to OMB its FY 2014 Report on IPERA Payment Recapture Audits.

5. Reported Improper Payment Rate of Less Than 10 Percent
The Department complied with the requirement to report improper payment rates of less
than 10 percent. Under Section 3(a)(3)(F) of IPERA, an agency is required to report
estimated improper payment rates of less than 10 percent for each program identified as
being susceptible to significant improper payments for which an improper payment
estimate is published. OMB guidance further specifies that these rates should be gross
improper payment rates comprising both overpayments and underpayments. The
Department reported estimated improper payment rates of 2.16 percent for the
Pell program, 1.50 percent for the Direct Loan program, and 0.00 percent for the
FFEL program. These estimated improper payment rates were significantly below the
10-percent threshold.

FINDING NO. 1 — The Department Failed to Comply with IPERA
Because it Did Not Meet the Reduction Target
for the Direct Loan Program

The Department did not comply with IPERA because it reported an improper payment rate for
the Direct Loan program that did not meet the FY 2014 reduction target. For the other two
Department programs susceptible to significant improper payments (Pell and FFEL), the
Department reported that it met the FY 2014 reduction target. However, we could not conclude
that it met the reduction target for the Pell program because of problems with the Department’s
methodology and numerous data errors, as detailed in Finding 2.

Under Section 3(a)(3)(E) of IPERA, an agency is required to report, and meet, improper payment
reduction targets when a program was identified as susceptible to significant improper payments.

% The Department was not required to report on the Title | program under IPERA, because it was not identified as a
program susceptible to significant improper payments. Because the Department did not identify the Title | program
as susceptible to significant improper payments, we did not perform additional work related to the accuracy and
completeness of the Department’s estimation methodology for this program.

® Title IV programs include the Pell, Direct Loan, FFEL, and other student financial assistance programs that are
administered by FSA.
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To meet a reduction target, the improper payment rate for a program in the current year must fall
within plus or minus 0.1 percentage points of the reduction target set in the previous year’s AFR.
In its AFR, the Department reported FY 2014 reduction targets and improper payments as

detailed in Table 1.

Table 1. FY 2014 Reduction Targets and Reported Improper Payment Rates

Program

FY 2014 Reduction

FY 2014 Reported
Improper Payment

Reduction Target

Target Rate Reported as Met
Direct Loan Program 1.03% 1.50% No
Pell Program 2.26% 2.16% Yes
FFEL Program’ 0.00% 0.00% Yes

I The Department reported for FY 2014 an improper payment rate of 0.001 percent for the FFEL program.

Inits FY 2013 AFR, the Department reported for the Direct Loan program a reduction target of
1.03 percent for FY 2014. However, inits FY 2014 AFR, the Department reported an improper
payment rate of 1.50 percent. The Department also reported that the amounts of estimated
improper payments for the Direct Loan program increased from $1.056 billion in FY 2013 to
$1.532 billion in FY 2014. The Department reported that the root causes of the improper
payments included documentation and administrative errors and verification errors. These errors
include incorrect awards based on EFC,* incorrect processing of student data, student account
data changes not applied or processed correctly, student ineligibility for a Direct Loan, and
incorrectly determining the amount of Title IV funds that a student earned when a student
withdraws. Errors associated with Direct Loan consolidations include incorrect processing of a
loan verification certificate, the processing of duplicate loan verification certificates, a loan not
intended for consolidation being processed, and incorrect information submitted on the loan
verification certificate and processed.

Under Section 3(c)(1) of IPERA and OMB Circular A-123, if the Inspector General determines
that an agency is not in compliance with IPERA for one fiscal year, the agency must submit a
remediation plan to Congress and OMB within 90 days of the Inspector General’s determination
describing the actions that the agency will take to come into compliance. The remediation plan
must also include measureable milestones, designate a senior official accountable for bringing
the agency into compliance, and establish an accountability mechanism, such as a performance
agreement.

Recommendations

We recommend that the Chief Financial Officer (CFO) for the Department, in conjunction with
the Chief Operating Officer (COQ) for FSA, require the CFO for FSA to—

1.1 Analyze the program review reports that identified improper payments for root causes
and evaluate FSA’s existing corrective actions to determine whether additional
corrective actions can be implemented, intensified, or expanded to reduce or prevent
improper payments in any program that fails to meet its reduction target.

* The EFC errors include (1) lack of supporting EFC documentation, (2) incomplete or inaccurate EFC information,
and (3) inaccurate calculation of the EFC amount.
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1.2 Prepare and submit the required remediation plan to Congress and OMB within
90 days of the issuance of this report.

Department Comments

The Department concurred with the finding and recommendations.

FINDING NO. 2 — The Department Needs to Improve the Accuracy,
Completeness, and Quality of its Improper
Payment Estimates and Estimation
Methodologies

We found that the Department’s improper payment estimates and estimation methodologies in its
FY 2014 AFR for both the Pell and Direct Loan programs were inaccurate, incomplete, and
unreliable. Therefore, the Department could not accurately evaluate its performance in reducing
improper payments for the Pell and Direct Loan programs. Furthermore, we could not conclude
that the Department actually met its reduction target for the Pell program. We did not identify
issues with the FFEL program’s improper payment estimate.

Under IPERA and OMB Circular A-123, Appendix C, agencies are required to prepare a
statistically valid estimate of improper payments or an estimate that is otherwise appropriate
using an alternative methodology that OMB approves. For FY 2014, rather than preparing a
statistically valid estimate, the Department proposed preparing its improper payment estimates
for the Pell, Direct Loan, and FFEL programs using alternative methodologies. The Controller
of OMB approved the alternative methodologies on September 17, 2014. Additionally, under
OMB Circular A-123, Appendix C, agencies are responsible for maintaining documentation for
the alternative sampling and estimation approaches used.

Improper Payment Estimate Methodologies for Pell and Direct Loan Programs

The Department based the improper payment estimates for the Pell and Direct Loan programs, in
part, on program reviews that FSA conducted. The improper payment estimate for the Pell
program was based on the results of 98 program reviews of schools that FSA Program
Compliance—School Eligibility Service Group conducted. The group conducted these program
reviews during FY 2013 and based the testing on payments made for the 2011-2012 award year.
This methodology differed from the methodology FSA used in prior fiscal years, which was
based on the FAFSA/IRS Data Statistical Study. That study used tax return and FAFSA data for
a sample of students and parents to calculate an improper payment rate based on recalculated
Pell awards where income figures reported on the tax return did not match those reported on the
FAFSA.

The improper payment estimate for the Direct Loan program was based on three components.
The first component consisted of the results of 96 program reviews of schools that the School
Eligibility Service Group conducted. The second component consisted of testing a sample of
120 Direct Loan consolidations (from a universe of 553,663) to determine which were
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considered to be improper payments.® The third component consisted of testing a sample of
120 Direct Loan refund payments (from a universe of 288,030) to determine which were
considered to be improper payments. The samples for the second and third component were
drawn from payments made from July 2013 through June 2014. The Department then combined
the estimated improper payments for all three components to estimate an overall improper
payment rate for the Direct Loan program.

We have raised concerns about the Department using the results of program reviews to estimate
improper payments in prior audit reports.® Previously, we found that estimation methodologies
based on program reviews were flawed because they excluded other sources of improper
payments, such as the results of the FAFSA/IRS Data Statistical Study, which focused on
inaccurate self-reported income on the FAFSA. The Office of Inspector General (OIG) had
recommended that the methodologies consider this source of improper payments. Also,
improper payment estimates based on the results of program reviews are susceptible to changes
in the composition of schools selected for a program review.’ For example, from one year to the
next; FSA may change the selection of schools for program reviews focusing on compliance
areas that may identify improper payments or would not result in improper payments.® While
the Department’s current methodology is approved by OMB, our concern that improper payment
estimates may be understated by using program reviews as the sole source of information to
estimate improper payments continues to exist. For example, program reviews do not identify
improper payments associated with recipients who do not use the IRS Data Retrieval Tool, who
provide inaccurate self-reported income on the FAFSA, and who are not selected for income
verification.®

In prior fiscal years, when the Department based its improper payment estimates solely on the
FAFSA/IRS Data Statistical Study, the Department identified the inaccuracy of self-reported
income on the FAFSA as the most significant root cause of Pell program improper payments. In
the FY 2014 AFR, the Department did not specify the most significant root cause of Pell
program improper payments. However, in the Department’s FY 2014 analysis of the causes of
Pell program improper payments, the two leading causes for improper payments were identified
as schools failing to complete verification of information reported on a student’s FAFSA (about
35 percent of improper payments) and Pell funds disbursed to students attending an ineligible
school (about 33 percent of improper payments). Neither of these causes are directly associated
with students who submit inaccurate self-reported income on the FAFSA. Furthermore, the
Department did not identify inaccurate self-reported income on the FAFSA as a unique root
cause of improper payments in the FY 2014 AFR.

® The Direct Loan consolidations include both overpayments and underpayments. The sampled payments were
tested to determine which were actual improper payments.

® «U.S. Department of Education’s Compliance with Executive Order 13520, ‘Reducing Improper Payments’ for
Fiscal Year 2012 and 2013” (AO3N0004) and “U.S. Department of Education's Compliance with the Improper
Payments Elimination and Recovery Act of 2010 for Fiscal Year 2012” (AO3N0001).

" FSA identifies schools for program reviews based on risk-based compliance initiatives and management mandates,
referrals or complaints, comprehensive compliance reviews, self-reported violations, and Compliance Assurance
Reviews of schools assessed as low-risk. These five areas can trigger the need for a program review at a school.

® For example, program reviews on compliance with performance data reporting requirements would not identify
improper payments.

° The IRS Data Retrieval Tool enables financial aid applicants to transfer certain income and tax information from
an IRS Web site directly to their online FAFSA.
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Improper Payment Estimate Methodologies for Pell and Direct Loan Programs Deviated
From Methodologies That OMB Approved

The Department’s improper payment estimates for the Pell and Direct Loan programs were not
accurate and deviated from the September 2014 OMB-approved methodologies in three ways.
One, the Department used a dollar-based ratio estimate instead of the approved school-count-
based ratio estimate. Two, it used fewer program reviews in its estimates than it proposed.
Three, the Department did not classify program reviews into the approved categories.

Use of Dollar-Based Ratio Estimate Rather Than School-Count-Based Ratio Estimate

Both the September 2014 OMB-approved methodologies (school-count-based ratio estimate) and
the executed methodologies (dollar-based ratio estimate) used two steps to estimate total
improper payment dollars. The second step is where the two methods deviated. For both
methods, the first step was to calculate a ratio estimated total for each school with a program
review using the school’s ratio of improper payments to total disbursements for the sampled
students, multiplied by the total disbursements at the school. Under the September 2014 OMB-
approved methodologies, the improper payment estimates were to be calculated, in part, on a
school-count-based ratio estimate. The school-count-based ratio estimate weighted the program
review schools’ estimated total improper payments by the count of schools with program reviews
to total schools. However, in the calculations, the Department actually used a dollar-based ratio
estimate for the Pell and Direct Loan programs. The dollar-based ratio estimate weighted the
program review schools’ estimated total improper payments by the dollars disbursed at the
schools with program reviews to total dollars disbursed for all schools. As a result of using a
different ratio estimator, the improper payment rates are significantly different (see Table 2).

We concluded that the Department changed its estimation methodologies from the

September 2014 OMB-approved methodologies after learning that the estimates using these
OMB-approved methodologies were higher than the previous year’s estimates. FSA’s
Supervisor, Systems Accountant stated that the Department’s contractor initially calculated
improper payment estimates using the September 2014 OMB-approved methodologies, but the
Department decided to change the methodologies after learning that the resulting initial improper
payment estimates were not reasonable and did not meet expectations given that similar data was
used to calculate the FY 2013 and FY 2014 rates. We interpreted this to mean the Department
expected that using similar data from one year to the next should yield similar results. The
Department consulted with its contractor and decided to change the methodologies by using the
dollar-based ratio estimate, instead of the school-count-based ratio estimate, to calculate the
improper payment estimates. Using the dollar-based methodologies, the Department’s reported
improper payment estimates for FY 2014 were closer to the improper payment estimates for

FY 2013. For example, the Pell program reported improper payment estimates were 2.16
percent for FY 2014 and 2.26 percent for FY 2013. The Direct Loan program reported improper
payment estimates were 1.50 percent for FY 2014 and 1.03 percent for FY 2013. On

March 17, 2015, after the close of our fieldwork, and four months after reporting its improper
payment estimates in the AFR, the Department submitted to OMB a request to change the
approved methodologies that included the use of a dollar-based ratio estimator. The Controller
of OMB approved the changes on April 3, 2015.
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As shown in Table 2, improper payment rates calculated using the September 2014 OMB-
approved methodologies were significantly higher than those calculated using the Department’s
revised methodologies.

Table 2. Reported and Recalculated FY 2014 Improper Payment Rates (Dollars in
Millions)

Improper Improper Improper Payment Improper
Pa mpen tpRate Payment pRa?ce Usirsll Payment Dollars
ymer Dollars Using g Using September
Al Department’s SEEIET Alhe 2014 OMB-
Program Department’s part OMB-Approved
. Revised Approved
Revised Methodol Methodology, Methodol
Methodology ethodology, School-Count- ethodology,
i Dollar-Based 2 School-Count-
Dollar-Based Based
Based
Pell 2.16 percent $682 4.28 percent $1,351
Direct Loan 1.50 percent $1,532 2.64 percent $2,697

I The Department’s revised methodology, dollar-based data come from the Department’s FY 2014 AFR.

% The September 2014 OMB-approved methodology, school-count-based data come from the OIG recalculation
using the approved weighting. These rates and dollar amounts do not account for other data errors reported in this
finding. Due to the complexity of the other data errors noted, we did not perform recalculations to account for all of
these errors.

Use of Fewer Program Reviews Than Proposed

The Department’s methodologies for calculating the FY 2014 improper payment rates deviated
in another way from the methodologies OMB approved. In the OMB-approved methodologies
for the Pell and Direct Loan programs, the Department proposed that it would include all final
program review results (such as findings with improper payments) available from the FY 2013
program review schedule of 311 program reviews in the calculation of the FY 2014 improper
payment rates for the Pell and Direct Loan programs. However, when the Department calculated
the improper payment rate, about 69 percent of the 311 program reviews of schools specified in
the proposal submitted to OMB had not been started, had not reached at least the draft program
review report stage, were not applicable to the Pell or Direct Loan programs, or would not
identify improper payments (for example, campus crime reviews).'® As a result, the actual
number of final program review reports available to perform the calculation was significantly
smaller than expected for both the Pell and Direct Loan programs (79 each). The Department
was concerned about the small number of final program review reports, so it received approval
from OMB to increase the number by including draft program review reports in its calculations.
Thus, the Department used 98 Pell and 96 Direct Loan program review reports, which were
either draft or final program review reports at the time of the calculation, to estimate the
improper payment rates.

%I its methodology submitted to OMB, the Department anticipated using 311 program reviews for the Pell
program and 311 program reviews for the Direct Loan program. The Department only used 98 Pell program reviews
and 96 Direct Loan program reviews in its calculation of the improper payment estimates. Therefore, for the Pell
program, 213 program reviews (311 minus 98), or about 68 percent were not included in the improper payment rate
calculation. For the Direct Loan program, 215 program reviews (311 minus 96), or about 69 percent were not
included.
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The OIG raised this issue in its audit of the Department’s compliance with IPERA for FY 2013.
In that audit, we found that the Department did not include results of 69 percent of anticipated
program reviews in its calculation of the Direct Loan program’s improper payment rate for

FY 2013 because the reports had not yet been issued or the program reviews did not test for
improper payments. In response to the finding and our recommendation, the Department stated
that it had modified its FY 2014 estimation methodologies to expand the pool of available
program reviews for use in its estimate. However, the Department’s FY 2014 methodology still
excluded about 69 percent of program reviews when calculating the FY 2014 estimate.

Use of Fewer Strata Than Proposed

The Department varied its approach from the September 2014 OMB-approved methodology by
not classifying program reviews into the approved categories (strata). The September 2014
OMB-approved methodology listed three strata, based on the reason a program review is
initiated, as (1) compliance initiatives, (2) Compliance Assurance Reviews, and

(3) Comprehensive Compliance Review, referrals, complaints, and self-reported violations. The
Department used two strata (compliance initiatives and Compliance Assurance Reviews) rather
than three strata in its calculations. The Department’s contractor stated that it used only two
strata for the improper payment estimates because none of the program reviews used to calculate
the improper payment estimate fell into the third stratum. We found that 40 Pell program
reviews and 37 Direct Loan program reviews used to calculate the improper payment estimates
should have been grouped into the third stratum. By not including the third stratum, the
estimates were not calculated using the September 2014 OMB-approved methodology.

Improper Payment Estimate Methodology for FEEL Program

We did not identify issues with the FFEL program’s improper payment estimate. The improper
payment estimate for the FFEL program was based on the results of program reviews of

9 lender/servicers (from a universe of 24) and 14 guaranty agencies (from a universe of 34)
performed by FSA Program Compliance—Financial Institution Oversight Service. These
program reviews focused on special allowance payments and interest payments to lenders and
reinsurance claim payments to guaranty agencies under the FFEL program. For the FFEL
program, the Department used an entity-count-based ratio estimate rather than a dollar-based
ratio estimate. The entities were lenders/servicers and guaranty agencies. In the proposal it
submitted to OMB, the Department proposed using 22 program reviews of lenders/servicers and
guaranty agencies in its improper payment estimate, and it used 23 program reviews in its
calculations.

Improper Payment Estimate Methodologies for Pell and Direct Loan Were Inaccurate
The Dep?lrtment’s estimates had numerous errors and inaccuracies, as described in the following
sections.

Exclusion of Improper Payments Identified in a Program Review

The Department did not properly calculate its estimates because it incorrectly excluded improper
payments identified in one program review. The program review of one school found that the
school disbursed Pell and Direct Loan funds to students enrolled in an ineligible program. Funds
disbursed to students in an ineligible program should be classified as improper payments.
However, the Department did not include the Pell funds ($30,074) and unsubsidized Direct Loan

! The OIG provided the Department with detailed information about each error.
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funds ($3,010) disbursed to these students in the improper payment calculations for the Pell and
Direct Loan programs. As a result, the improper payment rates for the Pell and Direct Loan
programs are incorrect and understated. However, the Department correctly included subsidized
Direct Loan funds ($8,462) disbursed to these students in the improper payment calculation for
the Direct Loan program.

Data Transcription Errors and Data Integrity Errors
The Department’s supporting documentation for its reported improper payment estimates
contained both data transcription errors and data integrity errors. The Department created
extrapolation spreadsheets from the program review results and used the spreadsheets to
calculate the improper payment estimates. However, the extrapolation spreadsheets contained
numerous errors, including the following:
e incorrect student counts for one school included in the calculation of the Direct Loan
program’s improper payment estimate ($46.3 million was reported as disbursed to
78 students, for an average Direct Loan amount of more than $593,000, which was
more than 28 times greater than the maximum loan limit for that award year);*?
e incorrect disbursement amounts for students sampled at another school included in
the calculation of the Direct Loan program’s improper payment estimate;*®
e incorrect total disbursement amounts for three schools included in the calculation of
the Pell program’s improper payment estimate;
e incorrect stratum assignments for two schools in the two strata used in the estimate;*
e duplicate entries for three schools in the calculation of the Direct Loan program’s
improper payment estimate; and
e incorrect cell references for one school included in the calculation of the Pell
program’s improper payment estimate.*°

These errors indicate that the data, based on the results of program reviews, used to estimate the
improper payment rates for the Direct Loan and Pell programs are not reliable. Therefore, the
reported improper payment estimates are not accurate.

In addition, three key calculations in the Pell and Direct Loan extrapolation spreadsheets
contained statistical formulas without any citations to statistical references or disclosed formulas.
Specifically, the calculations had neither a formula description nor a citation for the (1) estimator
for total improper payment dollars across all schools, (2) variance of estimated total improper
payments at each program review school, and (3) variance for estimated total improper payments

12 For the 2011-2012 award year annual loan limits ranged from $5,500 to $20,500.

13 At one school, a disbursement amount was incorrectly listed as $25,774, when it should have been $31,684.

Y For two schools, source documents contained differing disbursement amounts for Pell. For the first school, the
documents stated both $12,366,866 and $22,228,770, and for the second school, the documents stated both $721,170
and $21,400,932. At the third school, improper payments for multiple award years ($86,715) were included in the
Pell estimate, when only one award year ($39,352) should have been included.

1> One school was listed in the incorrect stratum for the calculation of the Pell program estimate, and another school
was listed in an incorrect stratum for both the Pell and Direct Loan program estimates.

18 For one school, the extrapolation spreadsheet used to calculate the improper payment estimate had incorrect
formulas with errors that precluded the spreadsheet from calculating the school’s ratio of improper payments to
disbursements for sampled students, the school’s estimated total improper payments, and the variance of the
school’s estimated total improper payments.
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across all schools. In these spreadsheets, the Department cites a statistical textbook reference®’
but does not include a reference to a page or formula number for those three calculations. When
we inquired about the specific formula references from the cited text for those calculations, the
Department’s contractor indicated that some of the statistical formulas were from a different

text, '8

However, we found that the calculation the Department used was not the same as the

formula in the cited reference. The Department’s documentation should include appropriate
citations and disclose formula for calculations performed so that the approach is transparent and
can be validated.

Errors and Incomplete Information in the Department’s Formulas

The Department’s improper payment estimation methodologies for the Pell and Direct Loan
programs were both incorrect and incomplete. The Department’s estimation methodologies it
submitted to OMB for approval contained significant formula errors and omissions. Specifically,
we found the following.

The variance formula used in the Department’s calculations to estimate the improper
payment rates for the Pell and Direct Loan programs understated the confidence limits
and gave a false sense of precision. The formula omitted a square (for example, X?) in
the second stage formula (for students selected), and completely omitted the first stage
variance formula (for schools selected) along with a description of the first stage formula.
For the Direct Loan program, the confidence limits for the reported estimate ranged
between 2.02 percent and 2.30 percent. For the Pell program, the confidence limits for
the reported estimate ranged between 1.32 percent and 1.67 percent.

The Direct Loan program’s estimation methodology initially submitted to OMB
contained no probability-proportion to size formulas for the loan consolidation and
refund activities; therefore, we were unable to assess that portion of the methodology.
The Direct Loan program’s estimation methodology submitted to OMB contained no
description of the weighting for the three sources of improper payment information
(program reviews, loan consolidation activity, and loan refund activity) used to calculate
the improper payment estimate.

The estimator formula proposed in the Department’s calculations to estimate the
improper payment rates for the Pell and Direct Loan programs erroneously contained a
multiplication sign where the correct formula should have contained a division sign. The
Department used the correct sign in its actual calculations.

As a result, the Department reported unreliable improper payment estimates and did not
accurately and completely measure improper payments for the Pell and Direct Loan programs.

Recommendations

We recommend that the CFO for the Department, in conjunction with the COO for FSA, require
the CFO for FSA to—
2.1 Recalculate the FY 2014 improper payment estimates for the Direct Loan and Pell

programs in accordance with OMB-approved methodologies and correcting for all the
data, calculation, and estimation methodology errors.

" William G. Cochran. Sampling Techniques (New York: John Wiley & Sons Inc., 1977, third edition).
18 Carl-Erik Sarndal, Bengt Swensson, and Jan Wretman. Model Assisted Survey Sampling (New York: Springer-
Verlag, 1992, corrected fourth printing 1997).
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2.2 Publish the FY 2014 recalculated improper payment rates, notify OMB and Congress of
any changes, and explain the basis for the revisions in the FY 2015 AFR.

2.3 Prepare and submit the required remediation plans to Congress and OMB if the
FY 2014 improper payment estimate for the Pell program recalculated under
Recommendation 2.1 does not meet the improper payment reduction target.

2.4 Use the results of an adequate number and percentage of program reviews in the
calculation of the FY 2015 improper payment estimates.

2.5 Include all improper payments in the calculation of the improper payment estimates.

2.6 Maintain adequate documentation of the sampling and estimation approaches used,
including appropriate citations to statistical formulas.

2.7 Revise the estimation methodologies to include improper payments that are not identified
in program reviews, such as those improper payments associated with recipients who do
not use the IRS Data Retrieval Tool, who provide inaccurate self-reported income on the
FAFSA, and who are not selected for income verification.

Department Comments

The Department partially concurred with the finding and concurred with the initial
recommendations. The Department did not concur with recommendation 2.7. As discussed
below, the Department disagreed with statements and conclusions contained in the report.

1. Change in Estimation Methodologies for Pell and Direct Loan Programs
Department Comments

The Department stated that the OIG’s conclusion that “...the Department changed its
estimation methodologies from the September 2014 OMB-approved methodologies after
learning that the estimates using these OMB-approved methodologies were higher than
the previous year’s estimates...” is an inaccurate representation of its actions.

The Department stated that it changed the methodology not because the estimate was higher but
because of inaccuracies in the estimate which made the estimate an unreliable method. The
Department stated that the initial improper payment rate calculation results (using school-count
ratio estimates) were not reasonable, did not meet expectations, and were potentially unreliable.
The Department stated that to correct for bias in its initial calculations, it used dollar-weighted
ratio estimates to provide a less biased weighting to extrapolate the improper payment amount.
The Department changed the methodologies and did not obtain OMB approval of these changes
until April 2015. The Department recalculated the improper payment rates based on the

April 2015 OMB-approved methodologies and made the other corrections noted in its response
to our draft report. The Department’s revised improper payment rates for FY 2014 are

1.46 percent for the Direct Loan Program and 2.21 percent for the Pell Program. ™

OIG Response

We interpreted the Department’s response to mean the Department expected that using similar
data from FY 2013 to FY 2014 should yield similar results. Initial calculations did not. We

19 We did not perform any work related to the Department’s revised calculations.
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based our conclusion on the fact that the estimates derived from the September 2014 OMB-
approved methodologies were significantly higher than the estimates calculated and reported by
the Department for FY 2013 and FY 2014. We also based our conclusion on the fact that the
Department decided to change the methodologies after it knew of the initial improper payment
rate calculation results.

Furthermore, neither the Department nor its contractor provided documentation to support their
basis for the change in estimation methodologies for the Pell and Direct Loan programs. The
Department’s contractor stated that the FY 2014 methodologies were revised to use a dollar-
weighted ratio estimate to correct for bias in the initial estimates. The contractor stated that it
had performed a correlation analysis (to confirm a relationship between a school’s total
disbursements and the school’s estimated improper payment amount), which could demonstrate
the suitability of a dollar-weighted ratio estimate. However, the contractor stated that it had not
maintained documentation of the analysis. Additionally, the Department did not disclose this
change in methodology to OMB prior to the issuance of the AFR. On November 6, 2014, 8 days
before the issuance of the AFR, OMB asked if the Department had changed the overall approach
in the alternative methodology. The Department responded that, except for including draft
program review reports in its calculations, “[t]he overall approach, for the alternative
methodology has not changed . . .” However, the Department had revised the methodologies to
use a dollar-based weighted ratio estimate in its calculations. After the end of our fieldwork
(February 26, 2015), on March 17, 2015, the Department requested approval from OMB to
revise the methodology and the Controller of OMB approved the revised methodology on

April 3, 2015.

Although the Department provided recalculated FY 2014 improper payment estimates for the
Pell and Direct Loan programs in its response, FSA did not provide supporting documentation
and we did not perform any work related to these revised calculations.

2. Estimation Methodologies Based on Program Review Results
Department Comment

The Department disagreed with the following OIG conclusions from the draft audit results. “The
FY 2014 improper payment estimates for the Pell and Direct Loan programs were based on the
results of program reviews of schools performed by FSA. Program reviews primarily focus on
overpayments that need to be returned to the Department rather than underpayments.
Furthermore, program reviews are unlikely to identify inaccurate self-reported income on the
FAFSA as a significant cause of improper payments.”

The Department stated that program reviews test for payments made for an incorrect amount,
including both overpayments and underpayments. In addition, program reviews identify
improper payments associated with various root causes, and include those caused by inaccurate
self-reported income, which was the sole focus of the prior estimation methodology for the Pell
program. The Department stated that 14.25 percent of improper payments for the Pell program
and 8.61 percent of improper payments for the Direct Loan program were associated with the
root cause that includes inaccurate self-reported income.
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OIG Response

We changed the statement, on page 5 of the final report, to note that program reviews primarily
identify overpayments. In the AFR, the Department reported that, for FY 2014, the Pell
program’s 2.16 percent improper payment rate consisted of overpayments of 2.11 percent and
underpayments of 0.05 percent. The Direct Loan program’s 1.50 percent improper payment rate
consisted of overpayments of 1.46 percent and underpayments of 0.04 percent.

Program reviews cannot identify inaccurate self-reported income as a significant cause of
improper payments. The data cited in the Department’s comment supports this statement. The
Department reported an improper payment rate of 2.16 percent for the Pell program. Of this
percentage, the Department attributed 14.25 percent of improper payments, or an improper
payment rate of 0.31 percent (2.16 percent times 14.25 percent), to root causes that include
inaccurate self-reported income on the FAFSA. In contrast, in its comments, the Department
stated that the Pell program’s improper payment rate for FY 2014 would be 1.94 percent if
calculated under the prior methodology used to calculate the FY 2013 estimate.”® The prior
methodology was based on the FAFSA/IRS Data Statistical Study, which focused solely on
inaccurate self-reported income on the FAFSA. Comparing these results (0.31 percent using the
current methodology versus 1.94 percent using the prior methodology) supports our statement
that program reviews are unlikely to identify inaccurate self-reported income as a significant
cause of improper payments.

The Department’s current methodology, based on the result of program reviews, is approved by
OMB. However, our concern that improper payment estimates may be understated by using
program reviews as the sole source of information to estimate improper payments continues to
exist. As a result, we included a recommendation for the Department to revise the estimation
methodologies to include improper payments that are not identified in program reviews, such as
those improper payments associated with recipients who do not use the IRS Data Retrieval Tool,
who provide inaccurate self-reported income on the FAFSA, and who are not selected for
income verification.

3. Program Reviews Grouped in the Third Stratum
Department Comments

The draft audit results stated that 40 Pell program reviews and 37 Direct Loan program reviews
used for the improper payment estimates should have been grouped into a third stratum. The
Department did not specifically disagree with the statement, but it explained the stratification of
these Pell and Direct Loan program reviews. The Department stated that the numbers cited were
from a report that was not available at the time the stratification was performed, as it stratified
the population based on the limited initial program review information available in FY 2014.
Going forward, the Department will confirm that the reason for each school’s selection for a
program review is documented and available so the population of program reviews can be
properly stratified.

% The Department did not provide support for this calculation.
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OIG Response

Under the OMB-approved methodology, program reviews were to be classified into one of three
strata based on the reason a school was selected for a program review. The Department should
have identified the correct strata (the reason a school was selected for a program review) before
it initiated the program review and before it calculated an improper payment estimate based on
the results of the program review report. The Department should ensure the correct strata are
identified in the future.

4. Recommendation to Revise the Estimation Methodologies
Department Comments

Based on discussions with the Department, it agreed that program reviews risk not identifying
improper payments to recipients who do not use the IRS Data Retrieval Tool, who provide
inaccurate self-reported income on the FAFSA, and who are not selected for income verification.
However, the Department did not concur with our recommendation 2.7 to revise the estimation
methodologies to include improper payments that are not identified in program reviews. The
Department raised concerns over the feasibility of including improper payments identified from
sources other than program reviews in its improper payment estimates and the possibility of costs
outweighing the benefits of including such payments in the estimates.

OIG Response

We acknowledge the Department’s concerns. However, to the extent possible, all known
improper payments not currently captured by program reviews should be included in the
improper payment estimates. Including such improper payments is needed to develop an
effective plan to reduce improper payments. OMB guidance states that “...agencies shall
identify the reasons their programs and activities are at risk of improper payments and put in
place a corrective action plan to reduce them.” An estimation methodology that does not
consider categories of known improper payments does not provide the Department with the
information necessary to formulate plans to address the root causes of such payments.

FINDING NO. 3 — The Department Needs to Improve the
Completeness of its Improper Payment
Reporting

The Department’s AFR and its “FY 2014 Improper Payment Estimation Methodologies” posted
on the Department’s Web site were incomplete. The Department did not provide statistical
sampling details for the Pell program and did not report amounts of improper payments
associated with each category of root cause. OMB Circular A-136, Section 11.5.8., “Improper
Payments Information Act of 2002 (as amended by IPERA) Reporting Details” establishes the
reporting requirements for each agency that has programs susceptible to significant improper
payments.

In the Department’s published methodology document, the statistical sampling details for the
Pell program estimate lacked the level of detail (for example, the number of students and schools
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in the sample and in the universe) it provided for both the Direct Loan and FFEL programs.
OMB Circular A-123, Appendix C, Part I, Section A.14 requires agencies to provide a summary
of the alternate methodology that should include statistical sampling details.

The Department’s AFR and the published methodology document do not contain all of the
required root cause information (reasons for the improper payment). The Department did not
report the amounts of improper payments associated with each category of root cause. The
Department reported only the percentage of improper payments associated with each root cause.
OMB Circular A-136, Section 11.5.8 states that agencies must report root cause information,
including error rate and error amount, based on root cause categories.

The Department reported error rates in the two categories of root causes (documentation and
administrative errors and verification errors), as shown in Table 3.

Table 3. Department’s Reported Percentages of Improper Payments by Root Cause

Root Callse Pell Grants Direct Loans D|rec'.c Lo_an FFEL
Category Consolidations
Documentation
and Administrative 15% 19% 100% 100%
Errors
Verification Errors 85% 81% 0% 0%
Source: Department’s FY 2014 AFR, page 128.

The Department should have reported the error amounts associated with the error rates. Based
on documentation provided by the Department, we calculated the error amounts associated with
each root cause category. The Department should have reported information similar to that in
Table 4.

Table 4. OlIG-Calculated Amounts of Improper Payments by Root Cause

REOreaEs Pell Grants Direct Loans Dlrec.t Lo_an 1 FFEL
Category Consolidations
Documentation
and Administrative $55,274 $78,188 $290,950 $0
Errors
Verification Errors $310,733 $327,180 $0 $0
! The Direct Loan Consolidations consist of $123,122 of overpayments and $167,829 of underpayments.

The Department did not provide users of the annual report on improper payments, such as
Congress, OMB, and agency managers, with sufficient details about the sampling the
Department used to derive the Pell program’s improper payment rate, and the amounts of
improper payments associated with each category of root cause.



Final Report
ED-OIG/A03P0003 Page 22 of 24

Recommendations

We recommend that the CFO for the Department, in conjunction with the COO for FSA, require

the CFO for FSA to—
3.1 In its annual reporting on improper payments, (1) provide sufficient details as to the
samples used in calculating the estimated improper payment rates and (2) include the
error amounts when reporting on the root causes of improper payments.

Department Comments

The Department concurred with the finding and recommendation.
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OBJECTIVES, SCOPE, AND METHODOLOGY

The objectives of our audit were to (1) determine whether the Department complied with IPERA;
(2) evaluate the accuracy and completeness of the Department’s improper payments reporting;
(3) evaluate the Department’s performance in reducing and recapturing improper payments; and
(4) for the Pell high-priority program, (a) evaluate the quality of the Department’s improper
payment estimate and methodology, (b) evaluate the Department’s assessment of the level of risk
associated with the program, and (c) review the oversight or financial controls described by the
Department to identify and prevent improper payments.

Our audit covered the Department’s improper payment measurement methodologies, reporting
and performance in reducing and recapturing improper payments for the Pell, Direct Loan, and
FFEL programs from October 1, 2013, through September 30, 2014.

Our audit was for the limited purpose described and would not necessarily identify all
deficiencies in internal controls. To accomplish our objectives, we gained an understanding of
internal controls applicable to the Department’s compliance efforts with IPERA and
development of its improper payment rate estimates, as detailed below. We identified
deficiencies in the Department’s system of internal control that were significant to our audit
objectives; we fully discuss these deficiencies in the Audit Results section of this report. We
reviewed applicable laws, OMB circulars, and guidance. Specifically, we performed the
following.

1. Reviewed background information about the Department and its programs susceptible to
improper payments (Pell, Direct Loan, and FFEL programs).

2. Reviewed the following laws, regulations, and guidance:
a. Improper Payments Elimination and Recovery Improvement Act of 2012;
b. Improper Payments Elimination and Recovery Act of 2010;
c. Improper Payments Information Act of 2002;
d. OMB Circular A-123, Appendix C, “Requirements for Effective Estimation and
Remediation of Improper Payments,” October 20, 2014;
Executive Order 13520, “Reducing Improper Payments,” November 20, 2009;
OMB Circular A-136, Section 11.5.8., “Improper Payments Information Act of
2002 (as amended by IPERA) Reporting Details,” September 18, 2014; and
g. Guidance developed by the U.S. Social Security Administration OIG for the
Council of Inspectors General on Integrity and Efficiency for evaluating an
agency’s compliance with the improper payment requirements.

—h @D

3. Reviewed the Department’s AFR for FY 2014, including the “Improper Payments
Reporting Details,” the “FY 2014 Improper Payment Estimation Methodologies,” and the
documentation supporting the Department’s improper payment measurement
methodologies, reporting, and performance in reducing and recapturing improper
payments in effect at the time the AFR was issued.
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4. Interviewed officials from FSA’s Finance and Program Compliance offices and FSA’s
designated contractor (Deloitte Consulting) for its OMB Circular A-123, “Management’s
Responsibility for Internal Control Testing.”

5. Reviewed prior OIG audit reports relevant to our audit objectives, including:

a. U.S. Department of Education's Compliance with the Improper Payments
Elimination and Recovery Act of 2010 for Fiscal Year 2013 (A1900002);

b. U.S. Department of Education’s Compliance with Executive Order 13520,
“Reducing Improper Payments” for Fiscal Year 2012 and 2013 (AO3N0004);

c. U.S. Department of Education's Compliance with the Improper Payments
Elimination and Recovery Act of 2010 for Fiscal Year 2012 (AO3N0001);

d. U.S. Department of Education's Compliance with the Improper Payments
Elimination and Recovery Act of 2010 for Fiscal Year 2011 (A03MO0001), and

e. U.S. Department of Education’s Compliance with Executive Order 13520,
“Reducing Improper Payments” for Fiscal Year 2011 (AO3MO0004).

The Department provided recalculated improper payment estimates in its response dated
April 21, 2015. We did not perform any work related to these revised calculations.

Use of computer-processed data for the audit was limited to documentation provided by the
Department to support its improper payment rate estimates and progress in reducing and
recapturing improper payments. We used the data to evaluate the accuracy and completeness of
the Department’s estimation methodologies for the Pell, Direct Loan, and FFEL programs and to
verify recovery amounts. We assessed the reliability of this data by comparing reported data to
data contained in the supporting documentation and by interviewing Department officials and its
contractor knowledgeable about the data. Based on our analysis, we concluded that the
computer-processed data were sufficiently reliable for the purposes of our audit.

We conducted onsite visits at the Department’s offices, located in Washington, D.C., on
December 16, 2014, and February 26, 2015. We briefed Department officials on the results of
our audit on March 25, 2015, and again on May 14, 2015.

We conducted this audit in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our finding and conclusions based on our audit
objectives. We believe that the evidence obtained provides a reasonable basis for our finding
and conclusions based on our audit objectives.
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Acronyms, Abbreviations, and Short Forms Used in This Report

AFR
CFO
COO
Department
Direct Loan
EFC

FAFSA
FFEL
FSA
FY
IPERA

IPERIA

IRS
OIG
OMB
Pell

Title |

Title IV

Agency Financial Report

Chief Financial Officer

Chief Operating Officer

U.S. Department of Education
William D. Ford Federal Direct Loan
Expected Family Contribution

Free Application for Federal Student Aid

Federal Family Education Loan

Federal Student Aid

Fiscal Year

Improper Payments Elimination and Recovery Act of 2010

Improper Payments Elimination and Recovery Improvement Act of
2012

Internal Revenue Service

Office of Inspector General

Office of Management and Budget
Federal Pell Grant

Title 1, Part A of the Elementary and Secondary Education Act of
1965, as Amended

Title 1V of the Higher Education Act of 1965, as Amended
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MEMORANDUM
DATE: Apnl 21, 2015

TO: Pat Howard
Assistant Inspector General for Audit
Office of Inspector General

Bernard Tadley
Regonal Inspector General for Audit
Office of Inspector General

FROM: Thomas P. Skelly /s/
Delegzted to Perform the Function and Duties of the Chief Financial Officer
Office of the Chief Fmancial Officer

James W. Runcie /s/
Chief Operating Officer
Federal Student Axd

John W. Huxt, I /</
Chuef Financial Officer
Federal Student Auid

SUBJECT: Response to OIG's Review of the Department’s Improper Payment Reporting
Requirements

We appreciate the oppartunity to respond to the draft audit results of the Office of Inspector General’s
(OIG) Review of the Department’s Improper Payment Reporting Requirements.

The Department is committed to preventing the occurence of improper payments and detecting and
recovering them when they do occur. Accordingly, we also appreciate the OIG's work identifying issnes
pertaining to the way we calculate, document, and report improper payments. We have recalculated the
Improper payment rates based on the sum of your findings excluding the change from the onginal OMB-
approved methodalogy resulting in a 0.04% decrease in the FY 2014 Direct Loan rate and 2 0.05%
increase i the FY 2014 Pell rate. In addition we completed the recommended modifications to our
alterpative improper payment methodology documentation and received OMB approval for the changes
on Apnl 3, 2015.

As noted m our recent Agency Financial Reports (AFRs), we have implemented an alternative estimation
methodology that leverages program review reports to develop estimates for each of owr nsk-susceptible
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programs. By leveraging program review reports and underiying data, thns methodology evaluates a more
robust, expanded set of improper payment n«ks than prior methodologie= In FY 2014, OMB approved
this methodology for all three programs: Pell, Direct Loan, and FFEL. As noted m the “Change m the
Improper Payment Estimation Methodology for the Pell Program”™ section on page 2 of your draft results,
this approval resulted in a change for Pell m FY 2014 from the old FAFSATRS Data Statistical Study that
was used to calculate the FY 2013 estmate. We changed the methodology becaunse we recognized and
acknowledged the inherent hrutztions of the study for this purpose (e g, that only one payment type and
one improper payment nsk are considered). Using the study to calculate the FY 2014 estimate would
have resulted m an estimate of 1.94 %, continning the year-over-year downward trend based on the study.

We disagree with the conclusion that you could not evaluate the Department’s performance in reducing
1mproper payments, because of the 1ssues noted under Finding 2, “The Department Needs to Improve the
Accuracy, Completeness, and Quality of 1ts Improper Payment Estimates and Estimation Methodologies™.
In correcting for the errors idennified, we found that they had a minor impact on the overall estimates
under the new methodology, 25 modified Stmmlar to last year, where the OIG “found that, when
comparnng rates reported based on simmlar methodologies, estimated moproper payments 1o nsk-
susceptible programs generally decreased™’, except for Direct Loan you should have observed a
contmmation of this downward trend from FY 2013 to FY 2014. For Direct Loan, the rate mereased due
to changes in the underlying methodology and sample data.

Our responses to each of the draft findings and recommendations are included below.
Department’s Response to Finding 1:
The Department concurs with Finding 1.

We appreciate the recogmition in the report that the Department met five of the six critenia for compliance
and, for the sixth, did not meet the requirement for reduction targets for only one of three nsk-susceptible
programs. The reduchon targets and recalculated estimates are presented mn the table below. As poted,
the estimate for Direct Loan reported m the FY 2014 AFR exceeded the reduchon target of 1.03%
reported for FY 2014 in the FY 2013 AFR.

Direct Loan Program 1.03% 146% No
Pell Program 226% 221% Yes
FFEL Program 0.00% 0.00% Yes

' 97 S. Department of Edncation’s Complisnce with the Improper Payments Elomination and Recovery Act of 2010
for Fiscal Year 20137, ED-OIG'A1900002, April 15, 2014.
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For FY 2013 reporting, OMB provisionally approved the Department’s proposed Direct Loan Program
Department’s refinements to the methodology for final OMB approval. As reported on page 125 of the
FY 2013 AFR, OMB approved the Direct Loan methodology only for that fiscal year whnle the
Department continned to work with OMB on gaining final approval for 2 mutually agreeable strategy for
improper payments for all FSA programs. The targets reported in the FY 2013 AFR were based on the
esttmation results of prior year methodology and, by defirition, did not consider the new methodology for
FY 2014 that was not approved by OMB until September 17, 2014.

artment’s nze to Recommendation 1.1
The Department concurs with Recommendation 1.1.

As a function of the Department’s standard improper payment reporting process for Direct Loan
and all n=k-susceptible programs regardless of whether or not they met their reduction target we
will continue to evaluate the root cause for improper payments identified. We will evaluate
carrective actions for each root cause to determine whether they mzy be enhanced or if new
corrective achons may be implemented to further reduce or prevent improper payments.

Department’s Response to Recommendation 1.2

The Department concurs with Recommendation 1.2. The Department will prepare and submit the
required remediation plan to Congress and OMB within 90 days of the 1ssuance of the report.

Department’s Responze to Finding 2:

The Department partially concurs with this finding  The Department agrees that it needs to correct the
defictencies found and cormrect the OMB-approved methodology documentatton.

Within the methodology approved by OMB, the Department did not intend to perform a statistical
extrzpolation; rather, the Department used an alternative methodology to estimate the mmproper payment
rates for its programs due to the method used to obtain the sampling populatton. Upeon imtal calcnlztion
unreliable. As shown in the table below, we noted significant fluctuation in the school count weighted
FY 2014 rate compared to prior year published rates. As described Iater in this response to finding #2, we
chznged our methodology to use the dollar weighted estumation. We failed to documment this change in
the original FY2014 methodology document and to obtain OMB approval for this change until April
2015. Malang this change and applying the other comrections recommended by the OIG in the draft
report, we recalculated the rates as presented below. These recalculated rates vaned slightly from the
rates publizhed in the AFR. The updated Direct Loan mproper payment rate 1s now 1.46%; the Drect
Loan improper payment rate published in the FY 2014 AFR was 1.5%, and the updated Pell extrapolation
rate 15 now 2.21%; the Pell improper payment rate published in the FY 2014 AFR was 2.16%.
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Recalculated FY 2014 Improper Payment Rates
2013 2014 Published | Recalculated by OIG Recalculated by the
Published Rates using the Sept. 2014 Dept. using the Apr.
Program Rates OMB-Approved 2015 OMB-Approved
(and FY14 Methodology Methodology
Target)
Pell 226 % 216 % 428% 221%
Direct Loan 1.03 % 1.50 % 2.64 % 1.46 %

On page 3 of 1ts report, the OIG makes the following statements regarding the “Change in the Improper
Payment Esttmation Methodology for the Pell Program™:

“The FY 2014 improper payment estimate for the Pell and Direct Loan programs wers based on
the results of program reviews of schools performed by FSA Program reviews focus primarily
on overpayments that need to be returned to the Department rather than underpayments.
Furthermore, program reviews are unlikely to identify inaccurate self-reported income on the
FAFSA as a significant cause of improper payments.”

We disagree with that statement. All general assessment and focused program reviews that include
student level assessment test for improper payments, that 15, any payment that was made in an mcorrect
amount (including overpayments and underpayments) under statutory, contractual, admimstrative, or
other legally applicable requirements. As noted above and in the report these program reviews assess
rizks beyond inaccurate self-reported income, the sole focus of the old methodology. Leveraging program
reviews resulfed in an expansion of the root causes identified 25 reported on page 126 of the FY 2014
AFR_ The root cause most assocated with maccurate self-reported income under the new methodology is
Incorrect Awards based on Expected Family Contribution (EFC), resulting in 14.25% of the total Pell
estimate and 8.61% of total Direct Loan estimate.

On page §, the OIG makes the following statement:
“We concluded that the Department changed its estimation methodologies from the OMB-

approved methodologies after learning that the estimates using the OMB-approved
methodologies were higher than the previous year s esti T

This statement is an inaccurate representation of the Department’s actions.

The methodology was changed not due to the estimate being higher, but rather due to the inaccuracies
within the estimate which made the estmate an unrehable method. In other words, ronmng the data
through the methodology revealed deficiencies m the methodology that needed to be addressed. To
estimate the FY 2014 mmproper payment rates for its nsk susceptible programs, and similar to the
estimation performed m FY 2012, FSA used the dollar weighted ratio (ratio estimation) m the two stages
of the samplmg instead of the dollar weighted ratio (rztio estimztion) used in the first stage of sampling
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and the school count weighted ratio (mezn esttmztion) used i the second stage of sampling to estimate
the mmproper payment rates in FY 2013. The mean esttmation uses the average of the amount being
estimated (in this case the improper payment amount) associated with each sample item: this type of
estimate can be more biased if, 25 we observed for FY 2014, the average population recorded amount 15
not similar to the average sample recorded amount  To help correct for the bias introduced by the
difference between these two averages, and mven the constraints of a smaller than expected sample size
m FY 2014, FSA used the ratio estimation to provide a less biased weighting to extrapolate the sample
Improper payment amount to population immproper payment amount.

Finally, on page 9, the OIG makes the following statement:

“We found that 40 Pell program reviews and 37 Direct Loan program reviews used for the
improper payment estimates should have been grouped into a third seratum ™.

These numbers were based on a Postsecondary Education Parhicipants System (PEPS) report whach
included information not available at the time the stratfication was performed. The Department stratified
the population based an the limited 1mitial program review information available m FY 2014. Going
forward, FSA will confirm the program review tngger 1s documented and available before the sample 15
selected, so the population can be properly stratified based on the approach.

The Department concurs with this recommendation

In researching and responding to questions from the OIG dunng therr fieldwork for the FY 2014
IPERIA Comphance Audit, it came to our aftention that the OMB-approved alternative improper
payment methodology document included m the formmla secthon 2 school count weighted ratio
(mean estimation) instead of the dollar weighted ratio (ratio estimation) actually performed.
OMB was notified of the change to the alternative improper payment methodology document on

March 17, 2015 and provided approval of the updated document to the Department on Apnl 3,
2015.

In addition, all of the errors identified dunng the audit were comrected and new improper rates
calculated for Direct Loan and Pell, resulting m a 0.04% decrease n the FY 2014 Direct Loan
rate and a 0.05% increase i the FY 2014 Pell rate.

Department’s Responze to Recommendation 2.2:

For the changes 1denhified 25 2 result of Recommendations 2.1 and 2.5, the Department wall

publish the recalculated mmproper payment rates, notify OMB and Congress of the changes, and
explain the revizions within the FY 2015 AFR.
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Department’s Responze to Recommendation 2.3:
The Department concurs with this recommendztion.

Based on actions taken in response to Recommendation 2.1, the results of the recalculated Pell
improper payment rate (2.21%) meet the FY 2014 Reduction Target for Pell (2.26%). Therefore,
no additional action 15 necessary.

¥ < 7 4.
The Department concurs with this recommendation.

The Department will coordinate with OMB on the FY 2015 methodology, includmeg the total
number of program reviews to be used.

The FY 2014 estimation methodology attempted to mcrease the sample size from the sample used
in FY 2013 through modifying the methodology performed m FY 2013 to mclude draft Program
Review Reports (PRRs), Expedited Deterrmination Letters (EDLs) and Final Program Review
Determinations (FPRDs) for the same award yvear (2011-12) used in FY 2013. The intent of this
mndiﬁcﬁmmmﬂhwfmmmmmbenmlabhfam“dmmghnlﬂm

improper payments assessment. In FY 2014, 98 Pell and 96 Direct Loan reports were reviewed
25 compared to the 63 Pell and 55 Direct Loan reports reviewed in FY 2013, which demonstrates
that additional reports were reviewed m FY 2014.

Gotng forward, the Department will continue to evaluate ways to mcrease the pool of available
PRRs, EDLs, and/or FPRDs to sample for purposes of developing improper payment estumates
for Pell and Direct Loan

Further, we will update the methodology document to clanfy the number of reviews we anticipate
to have available to sample in FY 2015 based in part on our FY 2014 and prior year results. The
number of reviews planned to be performed m FY 2013 as documented in the FY 2014
methodology document was 311. However, the intent was not to recerve all 311 reports due to
the timing of when reports are issued. We will use a footnote for Pell and Direct Loan i the
updated document similar to footnote 5 of the FY 2014 Improper Payment Methodology
document approved by OMB for the FFEL program:

“Due to the timing qf testing and completion of reviews, it is not possible to include all
Program Reviews in the anmual estimation of improper payments.

FederalStudent
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Department’s Responte to Recommendation 2.5:
All of the errors identified during the audit were corrected and new mmproper rates calculated for

Direct Loan and Pell, resulting in 2 0.04% decrease m the FY 2014 Direct Loan rate and a2 0.05%
increase mn the FY 2014 Pell rate.

) s 4L,

As poted in Recommendation 2.1, OMB was notified on March 17, 2015 of the change from the
school-count weighted ratio to dollar weighted ratio and provided approval of the updated
methodology on April 3, 2015. Furthermore, gomg forward the Department will mcorporate all
citations to statistical formulas used in the methodology, as approved by OMB.

Department’s Response to Findine 3:

The Department concurs with Findimg 3. While the Department published root cause information and the
percentage of errors for each catepory, the Department did not meclude the amount of mmproper payments
program as it did for the Direct Loan and FFEL programs.

Department’s Responte to Recommendation 3.1

The Department will provide sufficient details a5 to the samples used in calculating estimated
Improper payment rates and will inchnded the error amount when reporting on the root causes of
unproper payments.

Once agam, we appreciate the opportunity to review and respond to the report. If you have any questions
or need addiional mformation regarding this response, please contact Bill Blot at (202) 377-3097 or Jay
Huxt at (202) 377-3453.

ce: Robert Janney

ete
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