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NOTICE

Statements that managerial practices need improvements, as well as other conclusions and
recommendations in this report, represent the opinions of the Office of Inspector General.

Determinations of corrective action to be taken will be made by the appropriate Department of
Education officials.

In accordance with the Freedom of Information Act (5 U.S.C. § 552), 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.



UNITED STATES DEPARTMENT OF EDUCATION
OFFICE OF INSPECTOR GENERAL

Audit Services, Region III-Philadelphia

August 15,2008

Karen Manin, President
Star Technical Institute
Centennial Center, Suite 10IA
175 Cross Keys Road
Berlin, NJ 08009-9908

Dear Ms. Manin:

Enclosed is our final audit report, Control Number ED-OIGIA03H0009, entitled, "Star Technical
Institute's Upper Darby School's Compliance with the 90 Percent Rule." This report
incorporates the comments you provided in response to the draft report. If you have any
additional comments or information that you believe may have a bearing on the resolution of this
audit, you should send them directly to the following Department of Education official, who will
consider them before taking final Departmental action on this audit:

Lawrence Warder
Acting Chief Operating Officer
Federal Student Aid
U.S. Department of Education
Union Center Plaza, Room 112GI
830 First Street, N.E.
Washington, D.C., 20202

It is the policy of the U.S. Department of Education to expedite the resolution of audits by
initiating timely action on the findings and recommendations contained therein. Therefore,
receipt of your comments within 30 days would be appreciated.

In accordance with the Freedom of Information Act (5 U.S.C. § 552), reports issued by the
Office ofInspector 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.

Sincerely,

lsi
Bernard Tadley
Regional Inspector General for Audit

Enclosure

The Department of Education's mission is to promote student achievement and preparation for global competitiveness by fostering educational
excellence and ensuring equal access.
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The purpose of our audit was to determine whether Star Technical Institute's (STI) Upper Darby
school complied with the 90 Percent Rule, Section 102(b)(1)(F) of the Higher Education Act of
1965, as amended (HEA), and had sufficient, reliable accounting records to support its 90
Percent Rule calculations for the fiscal years (FYs) ended December 31, 2003, 2004 and 2005.

Section I02(b)(1)(F) of the HEA requires that proprietary institutions derive at least 10 percent
of their revenues from non-Title N sources. Conversely, no more than 90 percent oftotal
revenue could be derived from the Title N programs. The institutional eligibility requirement is
commonly referred to as the 90 Percent Rule. As specified in 34 Code of Federal Regulations
(C.F.R.) § 600.5(d), a school must determine and certify its revenue percentages using the
following formula for its latest complete fiscal year:

Title IV, HEA programfimds the institution used to satisfY its students' tuition,fees, and other
institutional charges to students

The sum ofrevenues including title IV, HEA program funds generated by the institution from
tuition, fees, and other institutional charges for students enrolled in eligible programs as defined
in 34 CFR 668.8; and activities conducted by the institution, to the extent not included in tuition,

fees, and other institutional charges, that are necessary for the education or training ofits
students who are enrolled in those eligible programs.

STI reported in the notes to its FY 2003, 2004 and 2005 audited financial statements that its
Upper Darby school met the 90 Percent Rule with 89.35 percent, 89.48 percent, and 89.29
percent of its revenue from Title N sources, respectively. We determined that STI's Upper
Darby school did not comply with the 90 Percent Rule, did not have sufficient, reliable
accounting records to support its 90 Percent Rule calculations, and that it received 96.16 percent,
94.67 percent, and 92.67 percent of its revenue from Title N funds during those years,
respectively.

We found that STI's Upper Darby school improperly -

• Included $202,925 and $105,447 in sales ofwritten off accounts receivable sold to a
related party as non-Title N revenue in its FY 2003 and 2004 90 Percent Rule
calculations, respectively;

• Included $70,925 of student payment revenue that was paid by the four shareholders of
STI's parent corporation as non-Title N revenue in its FY 2005 90 Percent Rule
calculation;

• Excluded $48,900 and $54,200 in institutional fees from the numerator ofits FY 2004
and 2005 90 Percent Rule calculations, respectively;

• Included $1,613 in tuition receipts for a student that attended its Roosevelt, PA school as
non-Title N revenue in its FY 2004 90 Percent Rule calculation; and
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• Included $1,839 for a student's scheduled Sallie Mae disbursement that was never
received as non-Title IV revenue in its FY 2005 90 Percent Rule calculation.

Institutions that fail to satisfy the 90 Percent Rule lose their eligibility to participate in Title IV
programs on the last day of the fiscal year covering the period that the institution failed to meet
the requirement. [34 C.F.R. § 600.40(a)(2)] Consequently, STI was ineligible to participate in
the Title IV programs for the period January 1,2004, through December 31,2006.

We recommend that the Acting Chief Operating Officer for Federal Student Aid (FSA)-

• Initiate action under 34 C.F.R. § 668.86(a)(I) to terminate STI's Upper Darby school
from participation in the Title IV programs.

• Require that STI's Upper Darby school return $9,830,436 in Federal Pell Grant program
(pell), Federal Supplemental Educational Opportunity Grant program (FSEOG), and
Federal Direct Loan (Direct Loan) program funds to the U.S. Department ofEducation
(the Department) that its Upper Darby school received from January I, 2004, through
December 31, 2006.

• Require STI's Upper Darby school to return all Title IV monies received after December
31,2006, if the Secretary has not made a determination under 34 C.F.R. § 600.5(g) that
the school demonstrated compliance with all eligibility requirements for at least the fiscal
year ended December 31, 2006.

STI did not concur with most of the Finding and it did not concur with the recommendations.
STI did concur with two ofthe exceptions identified in the Finding. We considered STI's
comments; however, our Finding and recommendations remain unchanged. STI's comments are
sununarized at the end of each exception.

Except for information protected under the Privacy Act of 1974 (5 U.S.C. § 552a), the full text of
STI's comments is included as an Enclosure to this report. Because of the voluminous nature of
the attachments to STI's comments, we have not included them in the Enclosure. Copies ofthe
attachments are available on request.
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STI was founded in 1979 and is a proprietary institution operating in New Jersey, Peunsylvania,
and Delaware. STI had three main campuses (each with its own OPE ill number) and four
additional locations as follows-

• STI Stratford, New Jersey (main campus, OPE ill 02586900)
• STI Lakewood, New Jersey (additional location of Stratford, NJ)
• STI Dover, Delaware (additional location of Stratford, NJ)

• STI Upper Darby, Peunsylvania (main campus, OPE ill 02539900)
• STI Egg Harbor Township, New Jersey (additional location ofUpper Darby, PA)

• STI North East Philadelphia, Peunsylvania (main campus, OPE ill 02615400)
• STI Edison, New Jersey (additional location ofNorth East Philadelphia, PA)

STI was accredited by the Accrediting Commission of Career Schools and Colleges of
Technology. STI's Upper Darby school was licensed by the Pennsylvania Department of
Education State Board of Private Licensed Schools. The institution offered training in
computers, allied health, business, and technology. STI is owned by Nerak Enterprises,
Incorporated (Nerak), a New Jersey corporation.

STI's Upper Darby school received initial approval to participate in the Title N programs in
December 1987 and its current approval expires on December 31, 2008. STI's Upper Darby
school participated in the following Title N programs: Pell, FSEOG, and Direct Loan. During
the period January 1, 2003 through December 31,2005, STI's Upper Darby school received
$9,694,084 in Title N funds.
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Our audit disclosed that STI's Upper Darby school did not comply with the 90 Percent Rule, did
not have sufficient, reliable accounting records to support its 90 Percent Rule calculations, and
that it received 96.16 percent, 94.67 percent, and 92.67 percent of its revenue from Title N
funds during FYs 2003, 2004, and 2005, respectively. Therefore, STI was ineligible to
participate in the Title N programs.

STI did not concur with most of the Finding and it did not concur with the recommendations.
STI did concur with two of the exceptions identified in the Finding.

Finding - Star Technical Institute's Upper Darby School Did Not Comply with the 90
Percent Rule

STI's Upper Darby school was ineligible to participate in the Title N, Student Financial
Assistance (SFA) programs from January 1, 2004, through December 31,2006, because it
received more than 90 percent of its revenue from Title N sources during the FYs ended
December 31, 2003, 2004, and 2005. Based on funding data obtained from the Department,
STI's Upper Darby school received $9,830,436 in Pell, FSEOG, and Direct Loan funds during
the ineligible years ($3,230,402, $3,540,502, and $3,059,532, during FYs 2004, 2005, and 2006,
respectively). We determined that STI had included ineligible non-Title IV amounts in its FY
2003, 2004, and 2005 90 Percent Rule calculations and improperly excluded eligible Title N
amounts in its 90 Percent Rule calculations for FY 2004 and 2005.

Proprietary Schools Are Required to Generate at Least 10 Percent of Their Revenue from Non
Title N Sources

Section 102(b)(1)(F) of the REA specifies that a proprietary institution of higher education is "a
school that ... has at least 10 percent of the school's revenues from sources that are not derived
from funds provided under title N, as determined in accordance with regulations prescribed by
the Secretary." Conversely, no more than 90 percent of total revenue may be derived from the
Title N programs. This institutional eligibility requirement is codified at 34 C.F.R.
§ 600.5(a)(8). Pursuant to 34 C.F.R. § 600.5(d)(I)-

An institution satisfies the requirement contained in paragraph (a)(8) of this
section by examining its revenues under the following formula for its latest
complete fiscal year:

Title IV, HEA program fimds the institution used to satisfY its students' tuition,fees, and other
institutional charges to students

The sum ofrevenues including title IV, HEA program fUnds generated by the insU'tution from
tuition,fees, and other institutional charges for students enrolled in eligible programs as defined
in 34 CFR 668.8; and activities conducted by the institution, to the extent not included in tuition,

fees, and other institutional charges, that are necessary for the education or training ofits
students who are enrolled in those eligible programs.
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Pursuant to 34 C.F.R. § 600.5(d)(2) an institution must use the cash basis of accounting in
reporting Title IV, HEA, program funds in the numerator and revenues generated in the
denominator of the 90 Percent Rule calculation.

On July 15, 1999, the Department published proposed regulations to amend the regulations that
govern institutional eligibility for and participation in the SFA programs authorized under Title
IV ofthe HEA. In the preamble the Secretary stated that -

Under the cash basis of accounting revenue is recognized by an entity when that
entity receives cash, i.e., when there is an inflow of cash to the entity. ... As a
result, in order for an institution to recognize revenue under the cash basis of
accounting, that revenue must represent cash received from a source outside the
institution. [Federal Register, Volume 64, No. 135, page 38276]

Consequently, institutions may only include revenue from sources independent of the institution
that is accounted for on the cash basis of accounting in the denominator of the calculation.

On October 29, 1999, the Department published the final regulations to amend the regulations
that govern institutional eligibility for and participation in the SFA programs authorized under
Title IV of the HEA. In the preamble, the Secretary discussed the sale of institutional loans for
the purpose of the 90 Percent Rule calculation -

Revenue generated from the sale of non-recourse institutional loans to
unrelated parties would be counted as revenue in the denominator of the
90/10 calculation to the extent of actual proceeds. [Federal Register,
Volume 64, Number 209, page 58610]

Accordingly, revenue from the sale of institutional loans is included in the 90 Percent Rule
calculation only when it is received from an unrelated party.

The regulations at 34 C.F.R. § 600.31(b)(2) define "control" and "ownership" -

Control. Control (including the terms controlling, controlled by and
under common control with) means the possession, direct or indirect, of
the power to direct or cause the direction of the management and
policies ofa person, whether through the ownership ofvoting
securities, by contract, or otherwise. ... Person includes a legal person
(corporation or partnership) or an individual.

Ownership or ownership interest. (1) Ownership or ownership interest
means a legal or beneficial interest in an institution or its corporate
parent, or a right to share in the profits derived from the operation of
an institution or its corporate parent.
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STI Improperly Included Sales of Written-Off Student Accounts Sold to a Related Party as
non-Title IV Revenue in its Upper Darby School's FY 2003 and 2004 90 Percent Rule
Calculations

STI improperly included $202,925 and $105,447 ofrevenue in its Upper Darby school's 90
Percent Rule calculations for FY 2003 and 2004, respectively. These funds, which were from
the sale of previously written-off student accounts receivable, were received from United
Financial Group, Inc. (United), which was owned by a related party with a controlling and
ownership interest in STI. The regulations provide that revenues included in the calculation are
limited to revenues generated for the training of students and received from Title IV sources or
from sources independent of the institution. By definition, funds received from a related party
cannot on their face be considered independent of the institution.

Financial Accounting Standard 57, paragraph 3 provides-

Transactions involving related parties cannot be presumed to be carried out on an
arm's-length basis, as the requisite conditions of competitive, freemarket dealings
may not exist. Representations about transactions with related parties, if made
shall not imply that the related party transactions were consummated on terms
equivalent to those that prevail in arm's length transactions unless such
representations can be substantiated. 1

Nerak owned and operated STI. The President of STI owned 100 percent of the voting stock in
Nerak and 81.9 percent of its non-voting stock. The President of STI also owned 100 percent of
United, a collection agency used by STI. The one and only United employee was paid from
STI's payroll account.

The President of STI had direct control of and a majority ownership interest in both STI and
United, resulting in STI and United being related parties. In December 2006, STI's independent
public accountant issued revised FY 2003 and 2004 financial statements to disclose STI's sale of
student accounts to United as a related party transaction.2

STI's President, Vice-President, and Chief Financial Officer (CFO) signed a statement
confirming the following regarding the sales of STI's student accounts to United-

In evaluating the Upper Darby school's 90-10 calculations for 2003 and 2004
STI's CFO determined that Upper Darby needed to generate cash receipts and that
selling the school's accounts receivable to UFG [United] was a way to manage
the 90-10 ratio.

I The Statement of Financial Accounting Standards No.57, Related Party Disclosures, was published in March 1982,
by the Financial Accounting Standards Board (FASB). FASB standards are cnnsidered to be generally accepted
accounting principles.
2 As of June 2007, STI had not submitted the revised financial statements to the Department. On June 6, 2007 the
OIG forwarded the revised statements to the Departtnent's Office of Federal Student Aid.
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In Fiscal Years 2003 and 2004 STI sold some of its Egg Harbor and Upper Darby
schools' accounts receivable, at a discount rate to UFG [United] as follows:

School Fiscal Year Accounts Receivable Sold Discount Fees Paid

Upper Darby 2003 $29,748 $7,101
Egg Harbor 2003 $173,177 $42.353
[Totals $202,925 $49,454]

Upper Darby 2004 $45,178 $19,938
Egg Harbor 2004 $60,269 $22,821
[Totals $105,447 $42,759]

STI's CFO determined the specific student accounts that were sold from Upper
Darby and Egg Harbor to UFG [United]. In 2003 and 2004 the accounts sold
included accounts for the same student debt that UFG [United] was already
collecting on. UFG [United] wrote checks to STI for the full amount of the
accounts receivable purchased. STI then wrote checks back to UFG [United] for
the discount fees.

The total amount of accounts receivable sold from STI to UFG [United] is
included as revenue (the total amount of accounts receivable sold is not netted
against the discount fee paid) in Upper Darby's fiscal year 2003 and 2004 90-10
[Percent Rule] calculations.

All of the student accounts sold from STI's Upper Darby and Egg Harbor schools to United were
for students that had dropped out or graduated from STI with a balance due on their accounts.
STI had written-off the balances due on these student accounts as uncollectible prior to selling
them to United. We found that in FY 2003, United purchased $126,984 of the $202,925 in
student accounts from STI on December 10 - just three weeks prior to the end of the institution's
fiscal year.

In FY 2003 and 2004 United purchased the student accounts for 76 percent ($202,925 - 49,454 /
$202,925) and 60 percent ($105,447 - 42,759/ $105,447), respectively, of the student account
balances that STI had written-off. This was in spite of the fact that according to United's
Collection History Report, United had collected less than I percent on Upper Darby and Egg
Harbor student accounts that had been written-off.

The common ownership of STI and United, STI officials' statement that the sale of student
accounts was a way to manage the 90-10 ratio, United's purchase of the student accounts for
amounts far exceeding its recovery history, and the date of the December 10, 2003 sale all
support the conclusion that the $202,925 and $105,447 in sales of student accounts do not
represent revenue to STI from a source that is outside the institution and were not arm's-length
transactions. As a result, the sales should be excluded from STI's Upper Darby school's FY
2003 and 200490 Percent Rule calculations. We reduced the denominators ofthe FY 2003 and
2004 90 Percent Rule calculations by the amounts of the proceeds from the sales, as shown in
Tables I and 2 on page 16.




























































