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The Honorable William D. Ford
Chairman, Subcommittee on

Postsecondary Education
Committee on Education and Labor
House of Representatives

Dear Mr. Chairman:

This report responds to your request that we determine what changes
might strengthen the Department of Education’s role as the ‘“‘gate-
keeper” for approving schools before their students can receive federal
student aid. In discussions with your office, we agreed to focus our
review on the proprietary (for-profit) school sector in (1) determining
what changes might strengthen the Department’s role, (2) defining what
procedures states use in licensing their schools, and (3) identifying state
licensing requirements that could be used by the Department in
improving the school approval process.

On July 17, 1991, we discussed the results of our analysis'with your
office. This report summarizes the information provided at that meeting.

Results in Brief

Adequate controls are not in place within the Department of Education
to prevent financially weak schools and schools not providing promised
training from participating in federal student aid programs. We identi-
fied six requirements that states are using in varying degrees for
licensing schools that could be applied to strengthen the Department’s
eligibility and certification process (see app. I). Adoption of these
requirements could provide a more rigorous means of screening schools
and establish controls to better safeguard federal aid. The Department
also recognizes the need for additional safeguards and is addressing sim-
ilar issues.

Background

The Department of Education administers several student aid programs,
including the Sgafford Student Loan and Pell Grant Programs, under
title IV of the ‘Hlpigher Education Act of 1965, as amended. To participate
in the programs, schools must be (1) licensed by a state agency,

(2) accredited by an agency recognized by the Secretary of Education,
and (3) determined eligible and certified by the Department.
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State licensing agencies play a role broadly defined as consumer protec-
tion that may include overseeing the content of schools’ advertising and
the maintenance of student records. Accrediting agencies are private
organizations recognized as authorities on curriculum and other educa-
tional requirements to assure the quality of education offered by the
schools.

Eligibility includes ensuring that schools are properly licensed and
accredited. In this process, the Department relies heavily on accrediting
agencies and state licensing when determining which schools can partici-
pate in federal student aid programs. Key aspects of certification

include evaluating a school’s financial responsibility and administrative

capabilities.

Students can enroll in different kinds of postsecondary schools, ranging
from proprietary schools to 4-year public and private schools. Proprie-
tary schools differ from most postsecondary institutions in that they
normally focus on short-term vocational training and generally do not
award degrees, although some 2-year community colleges offer similar
programs.

From 1985 to 1990, the number of schools with less than 2-year pro-
grams, most of which were proprietary schools, that participated in the
student aid program increased by over 50 percent, from 2,761 to 4,337.
The amount of loans received by proprietary school students almost
doubled from $2.1 billion to $3.9 billion. During this period, the number
of other types of schools increased slightly, while their loan volumes
increased about 25 percent.

Loan defaults have risen dramatically—from about $300 million in 1985
to the Department’s projection of $3.6 billion in 1991. Many of these
defaults are attributed to proprietary school students. For example, the
Department’s most recent data for Stafford loan program borrowers
entering repayment in fiscal year 1989 show that proprietary school
borrowers were responsible for 71 percent of total default dollars.

Scope and Methodology

We reviewed our past and current work (see p. 20 for a list of related
GAO products), congressional hearings, the Department’s Office of
Inspector General (0IG) reports, and other studies reporting that changes
should be made to improve the federal gatekeeping process. We also
interviewed officials from four states—California, Illinois, New York,
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Eligibility and
Jertification

Procedures Should Be

Strengthened

and Texas. These states had recently made changes to their procedures
for licensing proprietary schools.

During our review, we identified six requirements that could be used to
strengthen the Department’s eligibility and certification process. We
obtained legislation for all 50 states and the District of Columbia to
determine if they had these requirements in licensing proprietary
schools. Our analysis was limited to changes that affect proprietary
schools. We did not evaluate the effectiveness of the licensing require-
ments in each state.

Our review was conducted between January and September 1991 in
accordance with generally accepted government auditing standards.

The Department’s procedures for approving schools to participate in
federal student aid programs fail to screen schools adequately. Several
studies have identified weaknesses in the procedures the Department
uses in determining a school’s eligibility and certification. Stricter eligi-
bility and certification procedures could prevent schools that are finan-
cially weak or fail to provide promised training from participating in
federal student aid programs.

Some proprietary schools have increased the federal government’s costs
through high student loan default rates, inadequate internal controls,

- and other abusive practices. For example, some schools inaccurately

reported their financial condition and lacked refund policies for stu-
dents who left school before completing their periods of enrollment. In
addition to government losses, students lose when they incur debt in the
form of student loans and do not receive the education and skills the
schools promised.

Uniform standards are not in place to screen schools before their stu-
dents receive federal assistance. The Department relies on states’
licensing requirements to ensure schools’ eligibility. However, these
requirements vary. Some states subject schools to rigorous require-
ments, while others allow almost any school to be licensed. Department
officials told.us they support uniform standards and would like the Con-
gress to legislate minimum state licensing standards.

Several states have recently enacted or modified legislation to improve
state licensing procedures to make schools more accountable to their
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students. These states have implemented approaches to licensure that
could be applied to the federal eligibility and certification process.

Requirements
Identified for
Improving Federal
Eligibility and
Certification

Based on our review of the various studies and existing state legislation,
we identified six requirements as most critical to strengthening the fed-
eral eligibility and certification procedures.

1. Outcome Measures

The Department holds schools accountable for only one outcome mea-
sure in its initial eligibility and certification process: having a with-
drawal rate of 33 percent or less. The Office of Management and Budget
(oMB), in its 1991 report on the Department’s Office of Postsecondary
Education, included an evaluation of the Department’s eligibility and
certification practices, and identified the need for additional outcome
measures to track the success of schools’ educational programs. It rec-
ommended collecting graduation and placement rates from all schools
quarterly. :

Under the Department’s current procedures, schools with low job place-
ment rates or with withdrawal rates that exceed 33 percent after initial
certification are eligible for federal aid. For example, one school in Chi-
cago, despite having an initial withdrawal rate of less than 33 percent,
graduated only 100 of the 1,500 students enrolled and placed only 10 of
the students who graduated.

Four states have specified outcome measures in their licensing require-
ments. For example, Florida requires a 50-percent completion rate. It
also requires a 60-percent placement rate for students completing their
courses. Placements must occur in the vocation for which students were
trained. Florida also has established a computerized tracking program to
determine whether each student graduating from an institution is prop-
erly placed.

2. Surety Bonds and
Tuition Recovery Funds

The Department makes little effort to ensure that schools have the
financial resources to protect students and the government from loss.
For example, not all schools are required to purchase surety bonds or
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pay into tuition recovery funds. Schools buy these bonds or contribute
to a recovery fund primarily to reimburse students who are owed
refunds if schools close. However, the Department requires only schools
that fail to meet its financial responsibility criteria of (1) a minimum
one-to-one current ratio! and (2) a positive net worth? to submit a surety
bond as a condition of certification for federal student aid. Since 1989,
the Department has required schools that fail to meet its financial
responsibility criteria to submit a bond equal to at least 25 percent of
the financial aid received by their students. Department officials told us
that if they had additional staff resources, they would be able to more
closely monitor schools’ financial condition.

As of September 1991, 224 (about 3 percent) of the over 8,000 schools
participating in federal student aid programs were required to have a
surety bond because they failed to meet the financial responsibility cri-
teria. The total bond amounts for these schools is about $36 million,
although their total funding is $260 million. In addition, the Department
estimated that 500 schools that it does not require to have a surety bond
would close in fiscal year 1991.

On September 5, 1991, the Department proposed changes to its regula-
tions for proprietary schools that close. These changes would better pro-
tect students and the federal government by requiring that these schools
adopt school closure plans, such as “teach-out” arrangements under
which students at a closed school could attend another school at no
additional cost, or participate in programs that guarantee tuition
refunds to students. Department officials said that they are working
with state licensing and accrediting agencies to develop a process for
implementing this policy.

As a condition of licensure, 21 states require schools to submit a surety
bond tied to gross tuition income to protect students and the government
in the event of a school closure. In Iliinois, for example, schools are
required to provide a surety bond in an amount sufficient to cover any
unused prepaid tuition the school may have in its possession. North Car-
olina requires schools to submit a bond that is at least equal to the max-
imum amount of prepaid tuition income held by the school at any one
time.

A current ratio consists of current assets, such as cash and accounts receivable, to current (short-
term) liabilities. The Department requires schools’ current assets to be equal to or greater than its
current liabilities.

Zpositive net worth is achieved when total assets exceed total liabilities.
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Tuition recovery funds are also available for compensating students for
lost tuition. These funds are statewide pools of monies that schools pay
into that can be used to reimburse students if a school closes. Currently,
12 states require schools to contribute to a state-managed tuition
recovery fund based on either an assessment per student or on a per-
centage of gross tuition income. For example, New York charges schools
0.3 percent of total gross tuition income to be applied to a tuition
recovery fund. Two states, Arizona and Texas, have tuition recovery
funds and require surety bonds. Some states have placed a ceiling on the
amount any school would have to contribute to the fund.

3. Independently Audited
Financial Statements

Schools are required to submit financial statements as a condition of
participation in federal student aid programs; however, they are cur-
rently allowed to certify their own statements. If schools were required
to have a third party audit their financial statements, the statements
would be a more reliable indicator of their financial health. In May 1990,
the Department proposed changing its regulations to require schools to
submit annual financial statements audited and certified by an indepen-
dent certified public accountant as a condition of eligibility. However, as
of September 1991, the regulations had not been finalized.

Seven states require their schools to submit financial statements audited
by an independent public or certified accountant as a condition of licen-
sure. For example, schools in Arizona must submit financial statements
that are prepared and signed by an independent public or certified
accountant licensed by the state’s board of accountancy. Texas requires
schools, except those owned by one individual, to furnish a balance
sheet that was audited by an independent public or certified accountant
registered with the state accountancy board.

4. Minimum Refund Policy

The Department lacks a minimum tuition refund policy for schools,
although it has a pro rata policy for schools with student borrower
default rates over 30 percent. A pro rata refund is the amount of tuition
a school refunds to students in proportion to the percentage of the
course not completed. Schools with default rates under 30 percent are
required to maintain a refund policy that is “fair and equitable” and is
in compliance with accrediting and state licensing standards.

The State Higher Education Executive Officers, a national organization

composed of state higher education officials, recommended that tuition
refunds for students be based on the length of a term or semester and
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reimburse students on a pro rata basis. It also recommended that schools
provide such refunds to students any time during the first half of the
student’s enrollment period and pay refunds within 45 days of the date
a student withdraws.

Twenty-nine states require schools to reimburse some portion of a stu-
dent’s tuition through at least the first 50 percent of the period of
instruction. California has one of the most stringent refund policies
because it entitles students to receive refunds of all unearned tuition
regardless of when they drop out of the program. For example, a stu-
dent attending 90 percent of his or her program of instruction before
withdrawing should receive a 10-percent refund.

5. Conditional Eligibility
and Certification

Schools that become financially weak or administratively deficient after
initial certification are not required to be recertified by the Department,
thereby exposing students and the government to potential financial
losses. In addition, few schools are initially denied certification. Between
October 1987 and July 1990, 78 out of 912 schools (about 9 percent)
were denied. Department officials told us that they have improved this
process and denied certification for 55 out of 554 schools (about 10 per-
cent) in fiscal year 1991.

OMB noted in its 1991 report that, once a school is certified, it is unlikely
that it will be reviewed again unless a problem comes to the Depart-
ment’s attention through either a complaint or a referral from 0IG or a
state. In addition, OMB noted that a number of schools participating in
student aid programs before 1978 did not have to undergo the certifica-
tion process because it did not exist. Department officials said that the
schools that existed before 1978 were mainly 4-year schools.

oMB also reported that, because schools’ financial conditions can change
and their enrollments can significantly increase once their students
receive federal aid, schools should be granted conditional or limited cer-
tification when first allowed in the programs. Conditional certification
and periodic recertification would require the Department to monitor
more closely the financial stability and administrative capability of new
schools. Under conditional certification, schools would be given limited
access to federal funds for a certain period of time, such as 1 or 2 years.

Periodic recertification would require the Department to review its

schools on a regularly scheduled basis, such as the 4-year requirement
for redetermining eligibility. Department officials told us they believed
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that recertification is important although they would need additional
staff to handle this additional requirement. The 0iG has also recom-
mended that schools be recertified periodically to ensure they continue
to meet minimum administrative and financial criteria.

Six states require conditional licensing. For example, Florida gives new
schools a 1-year conditional license, subjects them to stricter standards,
and monitors them more closely than other schools.

6. Branch Campuses as
Main Campuses

The law requires proprietary schools to be in operation for 2 years
before their students are eligible for federal financial aid, but allows
main campuses to establish branch campuses that are not subject to this
2-year requirement. Although the Department adopted a policy in
August 1990 requiring all additional locations, inciuding branch cam-
puses, to be certified separately from the main campus of a school,
branch campuses are still not subject to the legislative 2-year
requirement.,

An institution’s affiliated branch campus may be physically separated
from the main campus and may offer a field of training unrelated to
that of the main campus. For example, 016 reported that a barber school
with about 20 students established a masonry school as a branch
campus several hundred miles away. Although the barber school was
certified, the masonry school—whose enrollment quickly grew to 700
students—was not.

Concerns have also been raised about branch campuses because schools
can expand their operations rapidly. For example, a school in Phoenix
opened 20 branches between 1983 and 1986, growing in annual tuition
from $2 million to $26 million. The school closed in 1987 owing students
$15 million in refunds and leaving thousands of students without the
education they paid for. Department officials said the Department is
proposing changes to the regulations to require all branch campuses of
schools subject to the 2-year requirement to be in operation for 2 years
before they are eligible for federal student aid. However, as of Sep-
tember 1991, the regulations had not been finalized. Thirteen states
require branch campuses to obtain a separate license. For example, Cali-
fornia and Texas require branches to meet the same licensing standards
as main campuses.
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‘The Department lacks adequate procedures and requirements to screen
- schools when determining their eligibility and certifying them for partic-

ipation in federal student financial assistance programs. The require-
ments we identified that are being used by some states'in licensing
schools may be adaptable for federal use. We were unable to conduct a
formal evaluation of these requirements, but officials from several
states we contacted said that they believe such requirements as pro rata
refunds, surety bonds, and tuition recovery funds would make proprie-
tary schools more accountable to students. These requirements would
help ensure that minimum and consistent criteria are used in approving
proprietary schools’ participation in federal student aid programs.

Department officials said that the Department already has the authority
to adopt some of the requirements we identified, but lacks the authority
for others. For example, the Department is proposing regulations to
require audited financial statements. They also believe that the Depart-
ment has the authority to require surety bonds—and is using them on a
limited basis for schools in weak financial condition.

These officials further believe that the Department lacks the authority
to require outcome measures (such as placement rates) and to establish
a period of conditional eligibility and certification. They were uncertain,
however, about the Department’s authority to establish pro rata tuition
refund requirements that apply to all schools and to require branch
campuses to be in operation for 2 years before participating in federal
student aid programs.

The Congress should consider amending the Higher Education Act to
give the Secretary of Education the authority to implement and evaluate
a range of procedures and requirements, such as those discussed in this
report, to protect students and the federal investment in student finan-
cial aid programs.

As agreed with your office, we did not obtain written comments on this
report. We did, however, discuss its contents with Department of Educa-
tion program officials, who generally agreed with its findings. We incor-
porated their comments where appropriate.
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We are sending copies of this report to other congressional committees,
the Department of Education, and other interested parties. It was pre-
pared under the direction of Franklin Frazier, Director, Education and
Employment Issues, who can be reached at (202) 275-1793. Other major
contributors are listed in appendix II.

Sincerely yours,

Lnumaﬂ-'—\—ﬁc%

Lawrence H. Thompson
Assistant Comptroller General
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Appendix |

Requirements States Use in Licensing
Proprietary Schools

Outcome Surety rezgelegc Independent Conditional Branch
States measures bonds® funds audit  Refunds® license campus®
Alabama ’ N X < S e il
Alaska i X X
Arizona
Arkansas
California X "" X |
Colorado - X ‘ o R
Connecticut R ' X B
Delaware T X
District of Columbia X X ey
Florida 7 ' X X a——
Georgia T - e

>
=
>

x
x>
>

>
=

Hawaii X ~
idaho T T X T

nois . X X < _

indiana ' R % - 2 e
lowa ’ T X T e _
Kansas T e
Kentucky e o .

Louisiana - X T <

Maine S
Maryland X :

Massachusetts e X " X
Michigan S T ER— e

Minnesota e —— — - y o )
Mississippi - ‘ T e - ~ o

Missouri oo Y I -
Montana R T B I )
Nebraska R — - S
Nevada e ,_),( e I

New Hampshire ‘ i o ' X
New Jersey - X X . e
New Mexico X X

New York S T — X - g
North Carolina S X - . _
North Dakota T T T T T T T T X I
Ohio T T " ey
Okfahoma * e *X““’“"“” S E— B _X

Oregon 7 X X - <

(bontinuedv)
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Appendix I
Requirements States Use in Licensing

Proprietary Schools
Tuition

Outcome Surety recovery Independent Conditional Branch
States measures bonds? audit Refunds® license campus®
Pennsyivama - X X
Rhode Island o X T X
South Carolina o x
South Dakota S X X X
Tennessee B X X B
Texas X x X X X
Utah T o X
Vermont T i
Virginia T Tx T X
Washington XX X X
West Virginia )
Wisconsin I
Wyoming T T
Total 4 21 T2 29 6 13
Percent 8 41 24 14 57 12 25

Note: Information provided by the states.
8Requires surety bond amounts to be tied to gross tuition income.

bRequires tuition refunds up through at least 50 percent of the course.

“Requires branch campuses to apply for their own license to operate.
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Joseph J. Eglin, Assistant Director, (202) 401-8623
Human Resources Christopher C. Crissman, Assignment Manager
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Washington, D.C.
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Los Angeles Reglonal Jill F. Norwood, Evaluator-in-Charge

Office Nancy K. Kawahara, Senior Evaluator
Cheryl L. Gordon, Evaluator
Jan M. Brock, Evaluator
James R. Russell, Evaluator
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