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34 CFR Part 668
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St udent Assi stance General Provisions

ACGENCY: Departnent of Education

ACTION:  Final Regul ations

SUVMARY: The Secretary anends the Student Assistance CGeneral
Provi sions regul ations (34 CFR part 668) to revise Subparts B and
K and add a new Subpart L. These final regul ations inprove the
Secretary’s oversight of institutions participating in prograns
authorized by title IV of the H gher Education Act of 1965, as
anended (title IV, HEA prograns), by revising the standards of
financial responsibility to provide a nore accurate and
conprehensi ve neasure of an institution's financial condition.
The regul ations reflect the Secretary's commtnent to ensuring
institutional accountability and protecting the Federal interest
whil e inposing the | east possible burden on participating

i nstitutions.

DATES: These regul ations take effect on July 1, 1998. The

Secretary will apply the standards of financial responsibility
established in these regulations to institutions that submt

audited financial statenents to the Departnent on or after July


acarter
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1, 1998. However, affected parties do not have to conply with
the information collection requirenents in 88668. 171(c),
668.172(c)(5), 668.174(b)(2)(i), 668.175(d)(2)(ii),

668. 175(f)(2)(iii), and 668.175(g)(2) (i) until the Departnent
publ i shes in the FEDERAL REG STER the control nunber assigned by
the Ofice of Managenent and Budget (OVB) to these information
col l ection requirenents.

FOR FURTHER | NFORMATI ON CONTACT: For general information contact

M. John Kolotos or M. Lloyd Horwi ch, U S. Departnent of
Educati on, 600 I ndependence Avenue, S.W, Room 3045, ROB-3,
Washi ngton, D.C. 20202, tel ephone (202) 708-8242. For

i nformati on regardi ng accounting and conpliance issues, an
institution should contact the Departnent's Institutional
Partici pation and Oversight Service (IPOS) Case Managenent Team
for the state in which it is |ocated:

| POS Case Managenent Team Cont acts

Boston Team (617) 223-9338 (covering Connecticut, Mine,
Massachusetts, New Hanpshire, Rhode |Island and Vernont)

New York City Team (212) 264-4022 (covering New Jersey, New
York, Puerto Rico and the Virgin |Islands)

Phi | adel phi a Team (215) 596-0247 (covering Del aware, District of
Col unbi a, Maryl and, Pennsylvania, Virginia and West Virginia)

Atl anta Team (404) 562-6315 (covering Al abama, Florida, Georgia,



M ssi ssippi, North Carolina and South Carolina)

Chi cago Team (312) 886-8767 (covering Illinois, Indiana,

M chi gan, M nnesota, Chio and W sconsi n)

Dal | as Team (214) 880-3044 (covering Arkansas, Louisiana, New
Mexi co, Okl ahoma and Texas)

Kansas City Team (816) 880-4053 (covering |Iowa, Kansas, Kentucky,
M ssouri, Nebraska and Tennessee)

Denver Team (303) 844-3677 (covering Col orado, Mntana, North
Dakot a, Sout h Dakota, Utah and Wom ng)

San Franci sco Team (415) 437-8276 (covering Arizona, California,
Hawai i, Nevada, Anmerican Sanmpba, Guam Federated States of

M cronesi a, Palau, Marshall Islands and Northern Mari anas)
Seattle Team (206) 287-1770 (covering Al aska, |daho, Oregon and
Washi ngt on).

| ndi vi dual s who use a tel ecomuni cations device for the deaf
(TDD) may call the Federal Information Relay Service (FIRS) at 1-
800-877-8339 between 8 a.m and 8 p.m, Eastern standard tine,
Monday t hrough Fri day.

I ndividuals with disabilities nay obtain a copy of this
docunent in an alternate format (e.g. Braille, large print,
audi ot ape, or conputer diskette) by contacting M. John Kol ot os
or M. Lloyd Horw ch.

The following is an ordered list of the key topics covered



in this preanble:
® Overview of the Standards and Provisions of Financi al
Responsibility
e Community Involvenent in the Regul atory Process
e The Secretary's Responsibility for Assessing the
Fi nancial Condition of Participating Institutions
® Need for Revising the Rul es
e The Final Rule
® Provisions for Public Institutions
® The Ratio Methodol ogy for Private Non-Profit and
Proprietary Institutions
e Overview of the Methodol ogy
® |ssues Raised in the Notice of Proposed Rul emaki ng and
ot her Departnent Publications
® Substantive Changes to the NPRM
® Analysis of Comrents and Changes

SUPPLEMENTARY | NFORVATI ON:

On Septenber 20, 1996, the Secretary published in the
FEDERAL REGQ STER a Notice of Proposed Rul emaki ng ( NPRM
addressing a variety of topics, including a ratio nethodol ogy
that would be used in part to determ ne whether an institution is
financially responsible (61 FR 49552-49574). The NPRM al so

i ncluded financial responsibility standards for third-party



servicers that enter into a contract wwth a | ender or guaranty
agency, and provisions for submtting financial statenent and
conpliance audits, adding additional |ocations, and changes of
ownership that result in a change of control (61 FR 49552-49574).
On Novenber 29, 1996, the Secretary published final regul ations
governi ng subm ssions of financial statenment and conpliance
audits and ot her aspects of financial responsibility, but del ayed
establishing final standards regarding the ratio nethodol ogy and
ot her proposed provisions (including changes of ownership and
additional locations), pending further coment, study, and review

(61 FR 60565-60577).

The Secretary provided an extensive opportunity for public
i nvol venent and comment on these final regulations. On Decenber
18, 1996, the Secretary reopened the conment period until
February 18, 1997 for the del ayed standards and provisions (61 FR
66854). On February 18, 1997, the Secretary extended that
comment period until March 24, 1997 (62 FR 7333-7334). On
March 20, 1997, the Secretary agai n extended the coment period
until April 14, 1997 (62 FR 13520).

These regul ati ons establish under a new Subpart L the
provi sions and standards of financial responsibility that an

institution nmust satisfy to begin or continue to participate in



the title IV, HEA prograns. Furthernore, these regul ations anend
certain sections of Subparts B and K to harnoni ze the

requi renments under those sections with the provisions and
standards under Subpart L. As discussed nore fully under Parts 4
and 15 of the Analysis of Comments and Changes, these regul ations
do not establish new standards of financial responsibility for

| ender or guaranty agency third-party servicers, or new

provi sions regardi ng additional |ocations and changes of
owner shi p.

Overvi ew of the Standards and Provisions of Financi al

Responsibility

As provided under section 498 of the HEA, the Secretary
determ nes whether an institution is financially responsible
based on the extent to which an institution satisfies three

statutory conponents, which are illustrated bel ow



Statutory Conponents of Financi al

Responsibility

Fi nanci al
ol i gations

(Provi sions for

debt paynents,
refunds, and
repaynent s)

Adm ni stration
of the title
'V, HEA
progr ams
(Past performance
and program
conpl i ance
provi si ons)

Fi nanci al
Condi tion

(Ratio standards)

HEA secti ons
498(c) (1) (O

HEA secti ons
498(c) (1) (B)
and 498(d)

HEA secti ons
498(c) (1) (A

The extent to
whi ch an
institution:

(1) satisfies
its obligations
to students and
to the
Secretary,

i ncl udi ng
maki ng refunds
to students in
a tinmely manner
and repayi ng
program
l[iabilities to
the Secretary;
and

(2) is current
inits debt
paynment s.

The extent to
whi ch an
institution or
t he persons or
entities that
exerci se

subst anti al
control over
the institution
adm ni ster
properly the
title IV, HEA
pr ogr ans.

The extent to
whi ch an
institution has
t he resources
necessary to:

(1) provide and
to continue to
provi de the
educati on and
services
described in
its official
publ i cati ons;
and

(2) continue to
satisfy its

fi nanci al

obl i gati ons.




The current standards and provisions under 34 CFR 668. 15
relating to an institution's financial obligations and
admnistration of title IV, HEA prograns are detailed in the
above chart and carried forward in these regul ati ons, under
88668. 171 and 668. 174, respectively. These regul ations focus on
establishing a ratio nethodol ogy that provides a conprehensive
measure of the financial condition of proprietary and private
non-profit institutions.

The current regul ati ons enploy three i ndependent tests for
assessing the financial condition of an institution, and require
an institution to satisfy the m ninum standard established for
each of those separate tests to be considered financially
responsi bl e.

In contrast, these regulations enploy a rati o nethodol ogy
under which an institution need only satisfy a single standard--
the conposite score standard. Unlike the current tests that
treat different nmeasures of an institution’s financial condition
w t hout reference to each other, the ratio nmethodol ogy takes into
account an institution’s total financial resources and provides a
conbi ned score of the nmeasures of those resources along a conmon
scale (fromnegative 1.0 to positive 3.0). This new approach is
nmore informative and allows a relative strength in one neasure to

mtigate a relative weakness in anot her neasure.



Under these regul ations, the Secretary considers a
proprietary or private non-profit institution to be financially
responsi bl e based on its conposite score. |If an institution
achi eves a conposite score of at least 1.5, it is financially
responsi bl e wi thout further oversight. An institution with a
conposite score in the zone from1.0 to 1.4 is financially
responsi bl e, subject to additional nonitoring, and may conti nue
to participate as a financially responsible institution for up to
three years.

An institution that does not satisfy either the conposite
score or zone standards, or that fails to neet its financial
obligations or satisfy other standards of financial
responsibility, may be allowed to participate in the title 1V,
HEA prograns by qualifying under the provisions of an alternative
standard. The alternative standards are described under 8668. 175

of these regulations and illustrated in the follow ng table.



Al ternative Standards

Alternative

Used when:

Pr ovi si ons

Letter of credit' for
institution

a new

An institution that seeks
to participate in the title
IV, HEA programs for the
first time does not satisfy
t he conposite score
standard but satisfies al

ot her applicabl e standards
and provi sions.

The institution may begin to
participate by submtting a
letter of credit for at

| east 50 percent of the
title IV, HEA program funds
that the Secretary
determnmines the institution
will receive during its
initial year of
participation, as provided
under 8668. 175(b).

Letter of credit for a
participating institution

A participating institution
does not satisfy one or
nore of the standards of
financial responsibility
(i ncluding the conposite
score standard) or the
institution's auditor
expresses an adverse,
qualified, or disclained
opi nion, or the auditor
expresses doubt about the
conti nued exi stence of the
institution as a going
concern.

The institution may continue
to participate as a
financially responsible
institution by submtting a
letter of credit for at

| east 50 percent of the
title IV, HEA program funds
the institution received
during its last conpleted
fiscal year, as provided
under 8§668.175(c).

Provi sional certification

A participating
institution:

(1) does not satisfy the
conposite score standard or
any provision regarding its
financial obligations; or

(2) has or had a program
conpl i ance probl em as

provi ded under 8668.174 but
satisfied or resol ved that
pr obl em

The institution may

partici pate under a
provisional certification by
submitting a letter of
credit for at |east 10
percent of the title IV, HEA
program funds the
institution received during
its last completed fisca
year and neeting other
provi si ons descri bed under
§668. 175(f) .

Aletter of credit
i ssued by a comrerci al

is a financial

i nstrunent,
bank, whereby the bank guarantees paynent

typically

to the Secretary for an amobunt up to the anmount of the letter of

credit.
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Provi sional certification
for an institution where
persons or entities owe
liabilities

The persons or entities

t hat exerci se substantia
control over the
institution owe a liability
for a violation of a title
'V, HEA program

requi renent.

The institution may continue
to participate under a
provisional certification if
it satisfies the provisions
descri bed under 8668.175(Q).

11




A public institution denonstrates that it is financially responsible
under these regul ations by providing a letter froman official of the State
or other governnent entity confirmng the institution's status as a public
i nstitution.

Al t hough the Secretary proposed to treat independent hospital
institutions slightly differently under the ratio nethodol ogy, the
Secretary now believes that any differences between these institutions and
institutions in the other sectors relate primarily to control. Under these
regul ations, therefore, an independent hospital institution nust satisfy
the provisions of the ratio nmethodol ogy established for a proprietary
institution if it is a for-profit entity, or the provisions established for
a private non-profit institution if it is a non-profit entity. |If an
i ndependent hospital institution is a public entity, it nust satisfy the
requi renents established for public institutions.

Community I nvolvenent in the Regul atory Process

The Secretary sought to maxim ze the postsecondary education
community's participation in this regulatory initiative. In developing the
initial study on which the NPRM was based, the Departnent's contractor,
KPM5 Peat Marwi ck LLP (KPM35), consulted with a task force representing
vari ous sectors of the community. To ensure that the community was given
sufficient tinme to analyze and coment on the proposed rules, the Secretary
reopened the original comment period and then extended that comment period

twce, so that the total comrent period was 207 days. In

12



response, the Secretary received approximately 850 comrents during the
ori ginal and extended comment peri ods.

Bet ween Decenber 18, 1996 and the publication of these final
regul ations, the Departnment took the follow ng actions to suppl enent the
original enpirical work on which the NPRM was based, and to solicit
guestions, suggestions, and other comments regarding the proposed ratio
nmet hodol ogy:

® The Departnent again engaged KPMG to assist the Departnent in
reexam ni ng the proposed rati o nethodol ogy, considering public comrents and
suggestions to change and i nprove the nethodol ogy, and conducti ng
additional enpirical studies of financial statenents and ot her sources of
information. Mich of this additional work was based on suggestions made by
the community.

® The Departnent held neetings with nore than 20 representatives of
hi gher education associations and institutions on February 5, 1997 and
March 11, 1997, with nine representatives of proprietary institutions on
February 27, 1997, and with four representatives of higher education
associations and public institutions on April 4, 1997. The Departnent al so
conducted a nunber of other neetings with parties representing individual
institutions or groups of institutions.

® For purposes of public consideration and comment, the Depart nment

publ i shed on the Ofice of Postsecondary Education’s Wrl d-Wde Wb

site, mnutes of the neetings with representatives of postsecondary

13



education associations, information regardi ng possi ble changes to

t he proposed rati o nethodol ogy, and the results of sonme of the
enpirical studies. The Departnent also nade avail able, for view ng on-
line, the KPMG report on which the Departnment based the proposed ratio
met hodol ogy.

Many comrenters expressed their appreciation to the Secretary for the
open, coll aborative, and cooperative nature of this rul emaki ng process and
for the extensive opportunities for public and community invol venent. The
Secretary in turn appreciates the coomenters' thoughtful and constructive
contributions to this process.

The Secretary's Responsibility for Assessing the Financial Condition of

Participating Institutions

The statute and the | egislative record show that Congress expects the
Secretary to determ ne whether institutions participating in the title IV,
HEA prograns are financially sound and adm ni stratively capabl e of
provi di ng the education they advertise (H gher Education Amendnents of
1992, Report of the Conmttee on Education and Labor, House of
Represent ati ves, One Hundred Second Congress, Second Session, p. 74).
Congress authorized the Secretary (at that tinme, the Comm ssioner) to
establish financial responsibility standards with the passage of the
Educati on Anendnents of 1976 (Pub. L. 94-482), and reinforced that
authority in subsequent anendnments to the HEA. In those anendnents, but

particularly in the legislative history |eading to the 1992 Anmendnents,
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Congress made clear that the Secretary should scrutinize closely the
financial condition of institutions with regard to their capacity to
fulfill their educational and adm nistrative responsibilities, and thus
expected the Departnent to “play a nore active role” in the gatekeeping
process (i.e., determ ning whether institutions should begin to participate
inthe title IV, HEA prograns and overseeing participating institutions to
determ ne whether those institutions should continue to participate).

In keeping with the statute and congressional intent, the Secretary
establishes in these regul ations the standards and provisions that a
post secondary institution nust satisfy to denonstrate that it is
financially sound enough for students to confidently invest their tinme and
nmoney in prograns offered by the institution, and for the Federal
government, on behal f of taxpayers, to provide that institution with access
to substantial amounts of public funds. The Departnent is commtted to
carrying out the Secretary’ s gatekeeping and oversight responsibilities in
a manner that ensures accountability and programintegrity but that
provides as much flexibility to, and places as little burden on,
institutions as possible.

Need for Revising the Rul es

The current regul ati ons have enabled the Departnent to identify and
take action against many financially weak probleminstitutions that drew
the attention of Congress. The Secretary neverthel ess believes that

problens still exist that call for continued close scrutiny, and undert ook
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an extensive process to develop nore effective regulations for the
foll ow ng reasons.

First, the Secretary believes that the standards need to be revised to
provi de a nore conprehensive neasure of an institution's financial
condition. As previously noted, the current standards provide discrete
measures of certain aspects of an institution’s financial condition. Those
aspects are neasured by three i ndependent tests--an acid test ratio, a test
for operating | osses, and a test of tangible net worth. However, because
each test provides a neasure of financial health without regard to the
other tests or to other resources available to an institution, the
assessnment nmade under each of these tests does not always reflect the
overall financial condition of an institution.

Second, because the current standards do not consider the extent to
which an institution satisfies or fails to satisfy the tests, the
Depart ment cannot readily make distinctions anong (1) institutions that are
clearly not financially healthy, (2) institutions that are financially
sound enough to participate in the title IV, HEA progranms, and (3)
institutions whose financial health is questionable. Consequently, a nore
consi dered approach is needed to evaluate the relative |evel of financial
health of institutions to nore closely tie the Departnent’s gatekeepi ng and
oversight efforts to the corresponding risk to the Federal interest posed

by institutions at various |evels.
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Third, the Secretary believes that the current standards nust be
i nproved to properly address the different accounting, financial, and
operating characteristics that exist between proprietary and private non-
profit institutions.

Finally, based on KPMG s original study and the additional analysis
performed during the extended comrent period, the Secretary is prepared to
carry out a commtnent nade to representatives of the postsecondary
education community in the context of the promul gation of the 1994
financial responsibility regulations, that instead of establishing
i ndependent tests, the Departnent would assess the institutions' financial
responsibility based on bl ended test scores.

The Final Rule

Provi sions for Public Institutions

The Secretary initially proposed to apply the ratio nmethodol ogy to
public institutions, but, based on public comrent, the Secretary has
deci ded not to use the nethodol ogy to determ ne the financial
responsibility of those institutions for two primary reasons. First, these
institutions are subject to nore public oversight and scrutiny than private
non-profit and proprietary institutions. The Secretary believes that it is
the responsibility of the State or responsi ble governnent entity to nmake
avai |l abl e the resources necessary for those institutions to provide the
educati on and services expected by students who enroll at those

institutions and the residents of the State or locality whose funds support

17



the institutions. Second, the legal and financial relationships between
public institutions and their respective State or |ocal governnents vary
wi dely, inpacting in different ways the assets and liabilities reported on
those institutions’ financial statenments. Thus, the ratio nethodol ogy
woul d not treat all public institutions equitably.

In view of these and ot her reasons noted by the commenters (see
Anal ysis of Comments and Changes, Part 4), the Secretary does not establish
in these regul ations a conposite score standard for public institutions.
Rat her, the Secretary will rely on the statutory alternative that, in lieu
of satisfying the general standards of financial responsibility (including
the conposite score standard), a public institution is financially
responsible if its debts and liabilities are backed by the full faith and
credit of the State or other governnment entity. The Secretary wll
consider that a public institution has that backing if the institution
provides a letter fromthe cognizant State or governnent entity confirmng
the institution’s status as a public institution. The Secretary takes this
approach in inplenenting the full faith and credit provision under section
498(c)(3)(B) of the HEA to elimnate technical and other problens
experienced by public institutions in denonstrating their conpliance with
this provision under the current regulations.

The Rati o Met hodol ogy for Private Non-Profit and Proprietary Institutions

I n devel oping the final regulations, the Secretary sought to address

all of the needs for revising the current rules by fornulating a ratio
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met hodol ogy, and provisions relating to the nethodol ogy, that would be
fair, easily understood by institutions, and efficiently adm ni stered by
t he Depart nent.

Based on the additional analysis perforned by the Departnent and KPMG
during the extended comment period, and the many hel pful coments and
suggestions made by the comunity, the Departnent establishes by these
final regulations a ratio nethodology for proprietary and private non-
profit institutions that:

(1) Provides a conprehensive neasure of financial health (the
conposite score) by using ratios that take into account all of the
resources of an institution and enpl oyi ng an approach
under which the financial strength denonstrated in one ratio mtigates a
financi al weakness in another ratio;

(2) Provides the Departnment the neans to assess the relative health of
all institutions along a comon scal e; and

(3) Takes into account the key differences between these sectors of
post secondary institutions.

In so doing, the ratio nethodol ogy enables the Departnent to use nore
effectively the case managenent system i nplenented by IPOS. Under this
system case teans responsible for particular institutions have access to
all of the data available to the Departnent regarding those institutions,
i ncludi ng financial, conpliance, and programmatic information. The case

teans use this information to identify institutions whose | evel of
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financi al health, or whose conduct in admnistering the title IV, HEA
prograns, or both, indicates that those institutions (1) need technical
assi stance, (2) nust be nonitored nore closely, or (3) pose arisk to the
Federal interest that requires the Departnment to initiate an adverse
action.

Furthernore, in the interest of treating all institutions fairly and
equitably, the Departnent will calculate the ratios under the nethodol ogy
by using only the information contained in an institution's audited
financial statenents that are prepared in accordance with generally
accepted accounting principles (GAAP) and by renoving the effects of
gquestionabl e accounting treatnents.

The Secretary is conmtted to ensuring a snooth transition and to
hel ping institutions understand the rati o nmethodol ogy and ot her provisions
established in these regulations by offering technical assistance, both
initially and as case teans identify institutions in need of further
assi st ance.

Overvi ew of the Met hodol ogy

The nmet hodol ogy is an arithnmetic means of conbining different but
conpl enmentary neasures (ratios) of fundanental elenents of financial health
that yields a single neasure (the conposite score) representing an
institution’s overall financial health. Under the nethodol ogy, the
conposite score is cal cul ated by:

(1) Determning the value of each ratio;

20



(2) Calculating a strength factor score for each of the ratios;

(3) Calculating a weighted score by nultiplying the strength factor
score by its correspondi ng wei ghting percentage; and

(4) Adding together the weighted scores to arrive at the conposite
score.

In the first step of the nethodol ogy, the values of the Primary
Reserve, Equity, and Net Incone ratios are calculated frominformation
contained in an institution's audited financial statement. These ratios
t oget her neasure the five fundanental elenents of financial health
financial viability, liquidity, ability to borrow, capital resources, and
profitability. The strength factor scores are cal cul ated using |inear
al gorithns (equations) and those scores reflect along a conmon scale the
degree to which an institution in a particular sector denonstrates strength
or weakness in the fundanental elenents. The weighting percentages for
each of the ratios nake it possible to conpare institutions across sectors
by accounting for the relative inportance that the fundanmental el enents
have for institutions in each sector. |In the final step of the
met hodol ogy, the wei ghted scores are added together. The resulting val ue,
the conposite score, represents an overall neasure of an institution’s
financi al heal th.

Each step of cal culating the conposite score under the ratio
met hodol ogy is illustrated in Appendices F and G of these regul ations and

di scussed nore fully in the foll ow ng sections.
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Step 1: Financial ratios.

The met hodol ogy enpl oys three ratios that neasure the sane el enents of
financial health but are custom zed to reflect the accounting differences
bet ween the sectors. The values of the ratios are determ ned from
information contained in an institution’s audited financial statenent and
are generically defined as foll ows:

For proprietary
i nstitutions:

Adj usted Equity
Tot al Expenses

Primary Reserve ratio

Modi fied Equity
Equity ratio = Modified Assets

| ncone Before Taxes
Net | ncone ratio = Total Revenues

For private non-profit
i nstitutions:

Expendabl e Net Assets
Primary Reserve ratio = Total Expenses

Modi fi ed Net Assets
Equity Ratio = Modified Assets

Change in Unrestricted Net Assets
Net I ncone ratio = Total Unrestricted Revenues

22



A detail ed description of the conponents of the nunerators and
denom nators of the ratios is provided under Appendix F of these
regul ations for proprietary institutions and under Appendix G for private
non-profit institutions.

In view of the public coment and the enpirical work perfornmed by
KPM5 the Secretary selected these ratios because together they take into
account the total financial resources of an institution and provi de broad
measures of the follow ng fundanental elenents of financial health

1. Financial viability: The ability of an institution to continue to

achieve its operating objectives and fulfill its m ssion over the | ong-
term

2. Profitability: Wether an institution receives nore or |ess than

it spends during its fiscal year;
3. Liquidity: The ability of an institution to satisfy its short-term
obligations with existing assets;

4. Ability to borrow The ability of an institution to assune

addi ti onal debt:; and

5. Capital resources: An institution’s financial and physical capital

base that supports its operations.

In identifying these fundanental elenents, the Secretary relied on
KPMS s extensive experience in analyzing the financial condition of
post secondary institutions and the work of the conmmunity task force

assenbl ed to assist the Departnent and KPMG in developing the ratio
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nmet hodol ogy.

The Primary Reserve ratio provides a neasure of an institution's

expendabl e or liquid resource base in relation to its overall operating
size. It is, in effect, a nmeasure of the institution’ s margi n agai nst
adversity. The Primary Reserve ratio neasures whether an institution has
financial resources sufficient to support its mssion--that is, whether the
institution has (1) sufficient financial reserves to neet current and
future operating conmtnents, and (2) sufficient flexibility in those
reserves to neet changes in its progranms, educational activities, and
spendi ng patterns. Thus, the Primary Reserve ratio provides a neasure of
two of the fundanmental elenents of financial health--financial viability
and liquidity.

The Equity ratio provides a neasure of the anmount of total resources

that are financed by owners' investnents, contributions or accunul at ed
ear ni ngs, depending on the type of institution, or stated another way, the
anount of an institution’s assets that are subject to clains of third
parties. Thus, the ratio captures an institution's overall capitalization
structure, and by inference its ability to borrow Wth respect to the
fundanental elenments of financial health, the Equity ratio neasures capital
resources, ability to borrow, and financial viability.

The Net Inconme ratio provides a direct neasure of an institution’s

profitability or ability to operate within its neans and is one of the

primary indicators of the underlying causes of a change in an
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institution's financial condition.
A nore thorough description of the ratios is provided under Part 4 of
t he Anal ysis of Comments and Changes.

Step 2: Strength factor scores.

The strength factor score reflects the degree to which an institution
denonstrates strength or weakness in the fundanental elenents as neasured
by the ratios. That strength or weakness is assigned a point value of not
| ess than negative 1.0 nor nore than positive 3.0, where a negative 1.0
indicates a relative weakness in the fundanental elenents and a positive
3.0 indicates relative strength in those elenents. The point values are
assigned by a linear algorithm (equation) devel oped for each ratio.

For exanple, the linear algorithmfor calculating the strength factor
score for the Equity ratio of a proprietary institutionis "6 X Equity
ratio result.” A proprietary institution with an Equity ratio equal to -
0.167 would have a strength factor score of negative 1.0 (6 X -0.167 = -
1.002).

The linear algorithnms devel oped for each ratio are contained in
Appendi x F for proprietary institutions and Appendi x G for private non-
profit institutions. The algorithns are explained in greater detail under
Part 6 of the Analysis of Comments and Changes.

In devel oping the algorithns, the Departnent, having consulted with
KPM5 determ ned the value of each ratio at three critical points along the

scoring scal e:
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(1) The point at which an institution begins to denonstrate a
m ni mal | evel of strength;

(2) The point at which an institution denonstrates no
strength; and

(3) The point at which an institution denonstrates relative
strengt h.

The al gorithnms were then constructed to yield, at these
relative levels of financial health, strength factor scores of
1.0, zero, and 3.0, respectively. For exanple, as calcul ated
under the algorithns, a strength factor score of 1.0 indicates
that an institution has a mniml |evel of expendable reserves
(Primary Reserve ratio), is just beginning to denonstrate equity
(its assets are greater than its liabilities, but not by nuch)
(Equity ratio), and broke even (Net Incone ratio). A strength
factor score of zero indicates that an institution has no
expendabl e reserves or equity, and incurred a small loss. On the
upper end of the scale, a strength factor score of 3.0 indicates
that an institution has a healthy |evel of expendabl e reserves
and equity (its assets are substantially greater than its
liabilities) and generated operating surpluses that added to its
overall wealth

The Secretary considered carefully the conments made by the
community regardi ng the proposed scoring scale and the inpact of

t he proposed net hodol ogy on an institution’s ability to satisfy
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its mssion objectives. In view of these coonments and the
enpirical work perfornmed by KPMS during the extended comment
period, the Secretary revised the scoring scale to nake greater
di stinctions anong institutions on the |lower end of the scale and
to consider nore fairly the actual financial health of
institutions as neasured by the nethodology. Since the strength
factor scores reflect the degree to which an institution
denonstrates strength or weakness in the fundanental el enents as
measured by the ratios, these scores enable the Departnent to
assess the extent to which an institution has the financi al
resources to:

(1) Replace existing technology with newer technol ogy;

(2) Replace physical capital that wears out over tine;

(3) Recruit, retain, and re-train faculty and staff (human
capital); and

(4) Devel op new prograns.

A nore thorough discussion of the revisions to the scoring
process and strength factor scores is provided under Part 6 of
t he Anal ysis of Comments and Changes.

Step 3: Wi ghting percentages.

The wei ghti ng percentages for each of the ratios nmake it
possi ble to conpare institutions across sectors by accounting for
the relative inportance that the fundanental el enents have for

institutions in each sector. For exanple, expendable resources

24



(as neasured by the Primary Reserve ratio) are nore inportant to
private non-profit institutions than to proprietary
institutions--proprietary institutions generally have greater
access to capital markets, and owners, unlike trustees, nmay

i nvest cash as needed to support operations, or may increase
expendabl e resources by leaving earnings in the institution. On
the other hand, non-profit institutions are generally dependent
on contributions fromdonors as their primry source of

addi tional capital.

In this step of the nethodol ogy, the strength factor score is
multiplied by a weighting percentage. For exanple, the weighting
percentage for the Primary Reserve strength factor score of a
proprietary institution is 30 percent. To determ ne the weighted
score for a proprietary institution wwth a Prinmary Reserve
strength factor score of 1.2, the institution would multiply 1.2
by 30 percent, for a weighted score of 0.36 (1.2 X 30 percent =
0. 36)

The regul ati ons revise the proposed wei ghting percentages to
account for the effect of replacing the proposed Viability ratio
with the Equity ratio and to reflect nore accurately the
i nportance of each ratio. These revisions, and the rationale for
establ i shing the weighting percentages, are discussed nore fully
under Part 7 of the Analysis of Comrents and Changes.

Step 4. Conposite score.
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In the final step of the nethodol ogy the wei ghted scores are
added together to arrive at the conposite score. Because the
wei ght ed scores reflect the strengths and weaknesses represented
by the ratios and take into account the inportance of those
strengt hs and weaknesses, a strength in the weighted score of one
rati o may conpensate for a weakness in the weighted score of
another ratio. Thus, the conposite score reflects the overal
financial health of an institution and provides a cardinal
ranking of all institutions along a common scale from negative
1.0 to positive 3.0.

A sanpl e calculation of a conposite score is illustrated in

the follow ng chart.
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Cal culating a Proprietary Institution's Conposite Score

Step 1:

Calculate the ratio results

Step 2:

Calculate strength factor score by
use of the appropriate algorithm

Step 3:

Calculate weighted score
(multiply strength factor score by
weighting percentage)

Primary Reserve ratio = .06

.06 X20=1.20

1.20 X 30% = 0.36000

Equity ratio = .27

.27 X 6=1.620

1.620 X 40% = 0.64800

Net Income ratio = .029

(.029 X 33.3) + 1 = 1.9657

1.9657 X 30% = 0.58971

Step 4: Add the weighted scores (=1.59771)
and round the total of the

weighted scores to one digit

after the decimal point to

arrive at the composite score =16
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While institutions may achi eve the sanme conposite score in
different ways (by having different ratio results), institutions
with the sane scores are simlarly situated with respect to the
resources that they can bring to bear to satisfy their
obligations to students and to the Secretary.

The Regul atory Standard of Financial Responsibility

As noted previously, an institution nust satisfy the
standards and provisions under each conponent of financi al
responsibility. Wth respect to its financial condition, an
institution nmust achieve a conposite score of at least 1.5 (the
conposite score standard).

In determ ning the m ni mum conposite score that an
institution would need to achieve to denonstrate that it is
financially responsible, the Departnent, having consulted with
KPM5 fornul ated the algorithns to establish the point along the
scoring scale below which an institution is clearly not
financially healthy, i.e., a conposite score of 1.0. Fromthat
point, the Secretary determ ned the level of financial health
that indicates that an institution has the resources necessary
not only to continue operations, but to fund to sonme extent its
m ssi on obj ecti ves.

An institution with a conposite score of 1.0 should be able
to continue operations but does not have the financial resources

to neet its operating needs wthout difficulty, or the financial
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reserves necessary to deal with adverse econom c events w thout
having to rely on additional sources of capital. Moreover,
because it has very limted resources, the institution wll have
difficulty funding its technol ogy, capital replacenent, and
program needs. Below this level, an institution will have even
nmore difficulties, if not serious difficulties, in neeting its
operating needs w thout additional revenue or support, and in
funding any of its technol ogy, capital replacenent, human
capital, or program needs.

A conposite score of 1.5 generally characterizes an
institution that has sonme margi n agai nst adversity, is funding
its historical capital replacenent costs, and has the resources
to provide funding for some investnent in human and physi cal
capital. However, the institution has no excess funds to support
new programinitiatives or major infrastructure upgrades.

The conposite score reflects the relative financial health of
institutions along the scoring scale fromnegative 1.0 to
positive 3.0. Stated another way, any given conposite score
along this scale reflects the degree of uncertainty that an
institution will be able to continue operations and neet its
obligations to students and to the Secretary; the uncertainty
that an institution will be able to continue operations and neet
its obligations increases as its conposite score decreases.

Thus, if the Secretary's sole aimfor these regul ati ons had been
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to accept the | owest |evel of uncertainty, only institutions
achi eving the highest conposite score would be consi dered
financially responsible. The Secretary notes that a significant
nunber of institutions in the sanples exam ned by the Depart nent
and KPMG attai ned conposite scores of 3.0 (44 percent of the
institutions in the private non-profit sanple, and 13 percent of
the institutions in the proprietary sanple). However, the
Secretary believes that a conposite score of 1.5 reflects a | evel
of financial health that is in keeping with the statutory

requi renents and the Secretary's goals in determ ning that
institutions are financially responsible. This |evel bal ances
the need to mnimze uncertainty with the need to mnimze

regul atory burdens on institutions that are likely to remain in
busi ness, provide educational services at a satisfactory |evel,
and adm nister properly the title IV, HEA prograns.

Institutions with Conposite Scores in the Zone

As noted previously, provided that an institution satisfies
the standards relating to its debt paynents and its
adm nistration of the title IV, HEA prograns, an institution
denonstrates that it is financially responsible by achieving a
conposite score of at least 1.5, or by achieving a conposite
score in the zone from1l.0 to 1.4 and neeting certain provisions.
The rati o nethodology is designed to identify the point along

the scoring scale where an institution is financially sound
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enough (a conposite score of at least 1.5) to continue to
participate in the title IV, HEA progranms w thout any additi onal
monitoring arising froma review of its financial condition, and
t he poi nt bel ow which (a conposite score of less than 1.0) there
i s considerable uncertainty regarding an institution's ability to
continue operations and neet its obligations to students and to
the Secretary. For institutions scoring below 1.0, additional
monitoring and surety are required imedi ately to protect the
Federal interest.

The Secretary considers institutions with conposite scores in
the zone between these two points (i.e., a conposite score of 1.0
to 1.4) to be financially weak but viable, and therefore all ows
these institutions up to three consecutive years to inprove their
financial condition wthout requiring surety. The provisions for
institutions scoring in the zone are contained in 8668.175(d) of
t hese regul ati ons under the zone alternative.

Under those provisions, an institution qualifies initially as
a financially responsible institution by achieving a conposite
score between 1.0 and 1.4, and continues to qualify by achieving
a conposite score of at least a 1.0 in each of its tw subsequent
fiscal years. [If an institution does not achieve at least a 1.0
in each of its subsequent two fiscal years or does not
sufficiently inprove its financial condition so that it satisfies

the 1.5 conposite score standard by the end of the three-year
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period, the institution may continue to participate in the title
|V, HEA prograns by qualifying under another alternative.

Institutions scoring in the zone should generally be able to
continue operations in the short-term absent any adverse
econom c events. However, even though the resources of
institutions scoring in the zone are notably greater than the
resources of institutions scoring below 1.0, those resources
provide only a limted margi n agai nst adversity. Moreover,
because zone institutions have notably | ess resources than
institutions scoring above the zone, their ability to fund
necessary mssion objectives is simlarly limted. In view of
the limted resources of zone institutions, and the uncertainty
regarding the ability of those institutions to continue
operations and satisfy their obligations to students and to the
Secretary in tinmes of fiscal distress, the Secretary believes it
IS necessary to nonitor nore closely the operations of zone
institutions, including their admnistration of title IV, HEA
program f unds.

Accordingly, the regulations require an institution in the
zone to provide tinmely information regarding certain accrediting
agency actions that may adversely effect the institution's
ability to satisfy its obligations to students and to the
Secretary, and certain financial events that nmay cause or lead to

a deterioration of the institution's financial condition. I n
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addition, the Secretary may require the institution to submt its
conpliance and financial statenent audits soon after the end of
its fiscal year

Wth regard to the adm nistration of title IV, HEA program
funds, the Secretary provides those funds to a zone institution,
or to an institution with a conposite score of |ess than 1.0,
under the reinbursenment paynent nethod or under a new paynent
met hod, cash nonitoring. The Secretary establishes as part of
t hese regul ations the cash nonitoring paynent nethod in view of
the public coment that the reinbursenent paynment nethod is
burdensone or that it may be inappropriate for sone institutions.
Under either the reinbursenent or cash nonitoring paynent nethod,
to help ensure that title IV, HEA program funds are used for
their intended purposes, an institution nust first make
di sbursenents to eligible students and parents before it requests
or receives funds for those disbursenents fromthe Secretary.
However, unlike rei mbursenment, where an institution nmust provide
specific and detail ed docunentation for each student to whomit
made a di sbursenent, before the Departnent provides title IV, HEA
prograns funds to the institution, the Departnment provides funds
to an institution under the cash nonitoring paynent in one of two
| ess burdensone ways. The Departnent either requires an
institution to nmake di sbursenents to eligible students or parents

before drawing down title IV, HEA program funds for the anmount of
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t hose di sbursenents, or requires the institution to submt sone
docunentation identifying the eligible students and parents to
whom a di sbursenent was nade before the Secretary provides funds
to the institution for those disbursenents. Although the
Secretary anticipates that the docunentation requirenents under
cash nonitoring will be mninmal for nost institutions, the Case
Teans have the flexibility under these regulations to tailor the
docunentation requirenents on a case-by-case basis. In addition,
the Secretary expects that institutions wth conposite scores of
less than 1.0 will continue to receive funds under the
rei mbursenent paynment nethod if those institutions are
provisionally certified (in rare instances, however, the
Secretary may provide funds under the cash nonitoring paynent
method to an institution based in part on its conpliance history
and the amount of the letter of credit submtted to the
Departnment) .

The Secretary notes that the future inplenentation of the
just-in-tinme paynent nethod--which the Secretary intends to
i npl ement as soon as possi ble--may reduce or elimnate the use of
the cash nonitoring paynent nmethod. Any changes to the cash
nmoni toring paynment nethod arising fromthe inplenentation of the
just-in-tinme paynent nethod will be addressed in a future
proposed regul ation, and the Secretary will invite public coment

on those changes. (For nore information on Cash Monitoring, see
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t he di scussion under Part 9 of the Analysis of Comments and
Changes) .

I n devel opi ng these provisions, the Secretary intended to
achieve three objectives. First, the Secretary w shed to provide
a reasonabl e anount of tinme for institutions to inprove their
financial condition wthout increasing the risks to the Federal
interest. Second, the Secretary did not wish to interfere
unnecessarily in the operations of institutions seeking to
i nprove their financial condition. Third, the Secretary w shed
to provide as nuch flexibility as possible to the Departnent's
case teans in determning the appropriate | evel of nonitoring and
oversight required of institutions in the zone.

Al ternative Ways of Denonstrating Financial Responsibility

Section 498(c)(3) of the HEA provides alternatives under
whi ch the Secretary nust consider an institution to be
financially responsible if it fails to satisfy one or nore of the
conponents of financial responsibility. These alternatives are
descri bed under 8668. 175 of the regulations. This section also
contains alternatives under which the Secretary will permt an
institution that does not denonstrate that it is financially
responsi bl e under the statutory provisions to continue to
participate in the title IV, HEA prograns.

An institution that does not achieve a conposite score of

1.5, or qualify under the zone alternative, may denonstrate that
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it is financially responsible by submtting to the Secretary a
letter of credit for at |east 50 percent of the title IV, HEA
program funds the institution received in its last fiscal year.

If the institution's conposite score is less than 1.0, it may
continue to participate as a financially responsible institution
by submtting the 50 percent letter of credit, or the institution
may submit a smaller letter of credit (at |east 10 percent of the
anount of its prior year title IV, HEA program funds) and
participate under a provisional certification.

As noted previously, the ratio nmethodol ogy is designed to
consider all of an institution's resources. |In particular, the
Primary Reserve and Equity ratios together reflect all of the
resources accunul ated over tine by an institution that are
available to the institution to support its current and future
operations. For this and other reasons discussed under Part 7 of
the Anal ysis of Comments and Changes, these two ratios account
for 70 percent of the conposite score for proprietary
institutions and 80 percent for non-profit institutions.

Institutions that do not satisfy the conposite score standard
that woul d otherw se participate under the zone alternative or be
required to provide a letter of credit may find that it is |ess
costly to take the steps necessary to inprove their financial
condition. Based on an analysis of the data conpiled by KPM5

the Secretary notes that a nunber of institutions scoring bel ow
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the zone (i.e., have conposite scores of |less than 1.0) nmay
qgual i fy under the zone alternative by making relatively smnal
capital infusions or increasing nodestly their unrestricted net
assets. For sone of these institutions, the anmount of the cash
infusion or increase in net assets that woul d be necessary to
achi eve a conposite score of 1.0 is less than five percent of
total revenue because that infusion or increase is reflected
positively in both the Primary Reserve and Equity rati os.

Al ternatively, institutions may choose to retain nore earnings.
In either case, the cost to many institutions of inproving their
financial condition is |ess, sonetinmes far |ess, than the cost of
securing a letter a credit.

Institutions that qualify under the zone alternative may find
that by taking simlar actions they can inprove sufficiently
their financial condition to achieve a conposite score of 1.5. A
zone institution that achieves a conposite score of 1.5 at the
end of any year in the zone or by the end of the three-year
period, avoids the costs that it would otherw se incur in
securing a letter of credit under the available alternatives.

More inmportantly, the resources that woul d ot herw se be used,
by a zone institution or an institution scoring below the zone,
to secure the letter of credit would now be available to the
institution to support its m ssion objectives. The Secretary

anticipates that financially weak institutions will nove into and
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out of the zone as those institutions denonstrate a conmtnent to
i nprove their financial health. Furthernore, the Secretary
expects that institutions will seek to inprove their financial

health in the manner that nbst benefits students.
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Col | ecti ve Quar ant ees

Several commenters suggested that the Secretary revise the
final regulations to include an alternative under which a group
of institutions could (under sone type of insurance-pooling
arrangenent) collectively provide a letter of credit, or other
financial instrunment, that would serve to cover the potenti al
l[iabilities of any institution in the group. The nerits of this
alternative are that all of the institutions in the group could
continue to participate in the title IV, HEA prograns as
financially responsible institutions at a |l ower cost than if any
one of those institutions posted a letter of credit on its own.
In the neetings held during the extended comment period, sone
participants noted that the potential interest in such an
alternative woul d depend on the nature of the final regul ations.

Al t hough the Secretary did not revise the regulations to
include this suggested alternative (primarily because the
comenters and neeting participants did not provide any details
regardi ng i nsurance-pooling arrangenents or alternative financi al
instrunments, and because the Secretary is uncertain about the
continued community interest in this alternative), the Secretary
w Il consider collective guarantee or insurance-pooling requests

on a case-by-case basis.

| ssues Raised in the Notice of Proposed Rul emaki ng and ot her
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Depart nent Publ i cations

The Septenber 20, 1996 NPRM i ncl uded a di scussion of the
maj or i ssues surroundi ng the proposed regulations (as well as a
summary of the August 1996 report by KPM5 that will not be
repeated here. The following list summarizes those issues and
identifies the pages of the preanble to the NPRM (61 FR 49552-
49563) on which the discussion of those issues can be found:

® The scope and purpose statenent of the new subpart L

(p. 49556).

® A proposal to nodify the precipitous closure alternative to
denonstrating financial responsibility, and a
clarification of the types of alternatives to
denonstrating financial responsibility avail able
to new institutions (pp. 49557-49558).

® Financial responsibility standards and ot her requirenents
for institutions undergoing a change of ownership
(p. 49558).

® Past performance standards (p. 49559).

® An outline of additional requirenments and adm nistrative
actions, including requirenents for institutions
that are provisionally certified, and an outline
of admi nistrative actions taken when an
institution fails to denonstrate financi al

responsibility (p. 49559).
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e The contents of the proposed Appendix F (p. 49559).

The followng list sunmarizes the areas of discussion that
were posted on the Departnment's Wrld-Wde Wb site. This site
is located at (http://ww. ed. gov/offices/ OPE/ PPI/finanrep. htn).
This web site will remain active at least until the regul ations

are fully effective.

® The possibility of using in the ratio analysis an Equity
ratio either as an additional ratio, or as a
substitute for the Viability ratio; and a
di scussion of the conmponents of, and possible
strength factor scores for, that ratio.
® Possible adjustnents to the threshold factors to take into
account new data of the effects of Financial
Accounting Standards Board (FASB) Statenents
116 and 117 on private non-profit institutions,
and to take into account additional data on

proprietary institutions.

® Possible nodifications to the weighting percentages of the
ratios, including the weighting for the

proposed Equity ratio.

39



® Possible nodifications to the cal cul ation of conposite
scores fromthe ratio analysis to elimnate
"cliff effects,” including the possible use of
a linear algorithmor the addition of nore
strength factor categories to linearize the
conposite scores.

® Possible nodifications to the scoring scale, including
truncating the upper end of the scale to
el i m nate unnecessary differentiation of
institutions that attain high conposite scores.

e Community suggestions regarding the treatnent of goodwill in
the cal culation of the ratios.

e Community suggestions for a secondary tier of analysis, and
suggested changes to the alternative neans of
denonstrating financial responsibility for
those institutions that fail the ratio test.

® Discussions of the utility of using a cash flow anal ysis.

® Discussions of the treatnment of institutional grants and
ot her fully-funded operations in the
cal cul ation of the ratios.

® Discussions of donor income with regard to determ ning the
financial responsibility of non-profit
institutions, and in particular of institutions

t hat have continued for many years on tight
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budgets with a mnimal financial cushion.

e The treatnent of debt in the proposed ratio nethodol ogy,
i ncl udi ng concerns that the proposed ratio
met hodol ogy coul d penalize institutions for
taki ng on necessary anmounts of debt to expand
or to invest in infrastructure, and suggestions
for the evaluation of institutions that remain
debt -free.

e Community suggestions for altering the proposed precipitous
standards for changes of ownership.

® Discussions of the utility and practicality of using a trend
anal ysis rather than a snapshot approach, and
communi ty suggestions that financial
responsibility need not be determ ned annually,
at least for stronger institutions.

® Community suggestions for revising the "full faith and

credit" alternative for public institutions.
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Substantive Changes to the NPRM

The foll ow ng discussion reflects substantive changes nade to
the NPRMin the final regulations.

® The proposed ratio standards for public institutions have
been elimnated in favor of a revised approach in
i npl enenting the statutory alternative that an
institution is financially responsible if it is
backed by the full faith and credit of a State or
equi val ent governnent entity.

® The proposed Viability ratio has been replaced by the Equity
ratio.

® The proposed scoring scale has been nodified to range from
negative 1.0 to positive 3.0, rather than from1.0
to 5.0. The Iow end of the range, below 1.0,
i ndi cates the poorest financial condition. At the
hi gh end, a score of 3.0 indicates financial
heal t h.

e The proposed strength factor tables have been replaced by
i near al gorithns.

® The proposed ratio results necessary to earn points al ong
the scoring scal e have been lowered to reflect a
time franme of 12-to0-18 nonths rather than 3-to-4
years.

® As a result of revising the scoring scale and the strength
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factor scores, and the change in focus from3-to-4
years to 12-to-18 nonths, the m ninum conposite
score for establishing financial responsibility
has been changed fromthe proposed standard of
1.75 (on a scale of 1.0 to 5.0) to 1.5 (on a scale
of negative 1.0 to positive 3.0).
® The proposed precipitous closure alternative has been
nodi fied and inplenented in these regul ati ons as
the zone alternative. Under the zone alternative,
an institution whose conposite score is |less than
1.5 but equal to at least 1.0 nmay participate in
title I'V, HEA prograns as a financially
responsi ble institution for up to three
consecuti ve years.
® As part of the nodifications to the proposed closure
alternative, the provision requiring owners or persons
exerci sing substantial control over an institution to
provi de personal financial guarantees is elimnated.
| nstead, an institution whose conposite score is |less
than 1.5 is required to provide information regarding
certain oversight and financial events, and the Departnent
provides title IV, HEA programfunds to that institution
under the reinbursenent paynent nethod or under a new, |ess

burdensone paynent nethod, Cash Monitoring (di scussed above
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and under Part 9 of the Analysis of Comments and Changes).

® The proposal to apply the ratio nmethodology to third-party
servicers entering into a contact with | enders and
guaranty agenci es has been w thdrawn. The
financial standards currently under 8668. 15
continue to apply to those entities.

® The proposed revisions to the procedures relating to changes
of ownershi p have been w thheld pending further

revi ew and comrent.
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Executi ve Order 12866

These final regul ations have been reviewed as significant in
accordance wth Executive Order 12866. Under the terns of the
order, the Secretary has assessed the potential costs and
benefits of this regulatory action.

The potential costs associated with the final regulations are
those resulting fromstatutory requirenments and those determ ned
by the Secretary to be necessary for admnistering the title IV,
HEA prograns effectively and efficiently.

In assessing the potential costs and benefits--both
guantitative and qualitative--of these regul ations, the Secretary
has determ ned that the benefits of the regulations justify the
costs.

The Secretary has also determ ned that this regulatory action
does not unduly interfere with State, local, and tri bal
governments in the exercise of their governnental functions.

Summary of Potential Costs and Benefits

The potential costs and benefits of these final regul ations
are discussed el sewhere in this preanble under the headi ng Fina
Regul atory Flexibility Analysis (FRFA), and in the information
previously stated under Supplenentary Information and in the

foll ow ng Anal ysis of Comrents and Changes.

Anal ysis of Comments and Changes
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In response to the Secretary's invitation to comment on the

NPRM approxi mately 850 parties submtted comments. An analysis
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of the comments and of the changes in the regul ations since the
publication of the NPRM fol | ows.

The Departnent received coments on these regul ations from
Sept enber 20, 1996 through April 14, 1997. Al though the
Department received and considered comments on all of the topics
included in the NPRM the comments di scussed here are primarily
t hose whi ch address the changes to the NPRM nmade by these final
regul ati ons.

Maj or issues are discussed under the section of the
regul ations to which they pertain. Coments concerning the new
Subpart L are grouped by topic or issue. Technical and other
m nor changes--and suggested changes the Secretary is not legally
aut horized to nake under applicable statutory authority--are not
addressed. An analysis of the comments received regarding the
Initial Regulatory Flexibility Analysis (I RFA) can be found
el sewhere in this preanbl e under the heading Final Regulatory
Flexibility Analysis (FRFA).

8668. 23 - Conpliance audits and audited financial statenents.

Comments: Several comenters noted that the requirenents under
8668. 23(f) (3) (previously codified under 8668.24), are not al ways
possible to neet. Under this section, an institution s or
servicer’s response to the Secretary regarding notification of
questioned expendi tures nust be based on an attestation

engagenent perforned by the institution’s or servicer’s auditor.
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The commenters mai ntained that an attestati on engagenent is
proper only when the subject of the attestation is capable of
bei ng eval uat ed based on reasonabl e, objective criteria, and that
sone responses to notifications of questioned expenditures may be
based on grounds that could not be so evaluated, i.e., the
contention that an auditor msinterpreted or m sapplied a

regul atory requirenent when the auditor questioned the
institution’s or servicer’s conpliance or expenditure.

Di scussion: The Secretary agrees that there are cases in which

the institution’s response to an audit does not have to be based
on an attestation engagenent. This provision was intended to
informinstitutions that new information or docunmentation that
was not avail able during the original audit should be acconpani ed
by the auditor’s attestation report, when that report is
submtted to the Secretary. Wthout the auditor’s report, the
resolution of the audit may be del ayed or the data may not be
considered reliable. However, the Secretary agrees that the
necessity for the attestation engagenent is determ ned by the
nature of the response being made, and may not be required in al
cases.

The Secretary al so has determ ned that the procedures
described in 8668.23(f)(1)-(3) are redundant with requirenents
under OMB Circulars A-128 and A-133 and the O fice of |nspector

General Audit Guide, and that redundancy may cause confusion for
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sone institutions. The OMB Circulars and the Audit QGuide each
contain requirenents that a Corrective Action Plan, which
includes the institution’s responses to the audit findings and
gquestioned costs, be submtted with the audit. If the
institution disagrees with the findings or believes corrective
action is not needed, it provides the rationale for that belief
in the Corrective Action Plan.

Normally, an institution submts information inits
Corrective Action Plan, in response to a specific request from
the Secretary, or as part of an appeal under 34 CFR 668 subpart
H. The Secretary establishes whether an attestation report is
required as part of the Secretary’s request for information; the
Hearing O ficial evaluates the reliability of information
submtted with an appeal. To avoid duplication and unnecessary
audit work and because few institutions submt additional data as
described in paragraph (f), the Secretary renoves this paragraph.
Changes: The Secretary renoves paragraph (f) under 8668. 23.

Subpart L - Financial Responsibility

Part 1. General coments regarding the proposed ratio

nmet hodol ogy.

Comments: Many participants involved in the discussions
conducted by the Secretary during the extended comment period
expressed the view that the manner in which those discussions

wer e conducted denonstrated the Departnent's commtnent to public
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and comunity invol venent in the rul enmaki ng process and should
serve as a nodel for future rul emaking.

Several comenters maintained that the Secretary cannot
change the current standards of financial responsibility w thout
first convening regional nmeetings to obtain public involvenent in
t he devel opnent of proposed regul ati ons as provi ded under the
negoti ated rul emaki ng process described in section 492 of the
HEA. One conmmenter opined that absent a negotiated rul emaki ng
process the Secretary could not pronul gate regul ati ons that would
have | egal force and effect.

Several commenters argued that the proposed rati o nethodol ogy
is contrary to statutory provisions under section 498 of the HEA
because the proposed ratios do not include the type of ratios
speci fied by the HEA

O her comrenters maintained that any attenpt by the Secretary
to promul gate financial responsibility standards was duplicative,
and that for reasons of efficiency and regulatory relief the
Secretary should rely upon standards used by financi al
institutions and accrediting agenci es.

Di scussion: The Secretary appreciates the participants’ remarks

and t hanks those persons for their valuable input regarding the
direction and devel opnent of these rules. The Secretary
di sagrees that negotiated rulemaking is required under the HEA to

i npl enment these regulations. |n accordance with section 492 of
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the HEA, the Secretary conducted regional neetings to obtain
public involvenent in the preparation of draft regulations for
parts B, G and H of the HEA as anended by the Hi gher Education
Amendnents of 1992. As required under section 492, those draft
regul ati ons were then used in a negotiated rul emaki ng process
that was subject to specific time limts connected with the
enact ment of the 1992 Anendnents. The negoti ated rul emaki ng
requi renent was therefore anchored at one end by the statutorily
requi red regional neetings that foll owed the enactnent of the
1992 Amendnents, and at the other end by fixed tinme limts for
the final regulations created by that process. Subsequent

regul atory changes to these sections cannot be tied to those
requi renents for negotiated rul emaki ng because the regional
nmeetings and statutory tineframes for those regul ati ons have

al ready passed. The HEA does not restrict the Secretary's
authority to nake additional regulatory changes in this area, and
changes to the regul ations may therefore be nade w t hout using
negoti at ed rul emaki ng.

Even t hough negoti ated rul emaki ng was not required for these
regul ations, the Secretary believes that the opportunities
afforded to the higher education community during the extended
coment period to provide input regarding the proposed
regul ations are consistent with the spirit of cooperation that

underlies the negotiated rul emaki ng process. In the nunerous
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nmeetings held during the extended comment period with
representatives frominstitutions, higher education associations,
and other interested parties, the neeting participants identified
many areas in the proposed regul ations that the Secretary has
since nodified and inproved to nore accurately neasure the
relative financial health of institutions.

The Secretary di sagrees that section 498(c)(2) of the HEA
requires the Secretary to utilize particular ratios in
determning financial responsibility. That section of the HEA
nmerely provides exanples of ratios that the Secretary may use in
determ ning whether an institution is financially responsible,
e.g., the statutory reference to an “asset to liabilities” ratio
is a generic rather than a specific reference or requirenent.
Moreover, the Secretary believes that the rati o nethodol ogy
established by these regul ations not only incorporates the sane
aspects of financial health as the ratios illustrated in the HEA
but does so in a nore conprehensive nmanner.

Wth respect to the coments that the Secretary should rely
on financial determ nations nade by accrediting agencies or
financial institutions, the Secretary notes that section 498(c)
of the HEA requires the Secretary to make those determ nations
for institutions participating in the title IV, HEA prograns. 1In
addi tion, because the financial standards used by other parties

reflect the m ssion of those parties or are used by those parties
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to initiate or continue a business relationship, there is no
assurance that determ nations made under those standards by those
parties wll have a direct bearing on whether an institution is
financially responsi ble for the purposes required under HEA
i.e., that the institution is able to (1) provide the services
described in its official publications, (2) admnister properly
the title IV, HEA progranms in which it participates, and (3) neet
all of its financial obligations to students and to the
Secretary. Mreover, and absent any provision in the statute
that permts the Secretary to delegate financial responsibility
determ nations to other parties, if the Secretary adopted the
comenters’ suggestion, simlarly situated institutions would be
treated differently depending on the party making the

determ nati on

Changes: None.

Part 2. Comments regarding the timng and inplenentati on of new

fi nanci al standards.

Comments: Several comenters recomrended that the Secretary
post pone any changes to the financial responsibility standards
until after reauthorization of the HEA. The comenters argued
that if new standards are inplenmented now, these standards m ght

be changed during the reauthorization process or the statute may
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be anmended to include other requirements, thus potentially
subjecting institutions to several different requirenents wthin
a few years. Another comenter suggested that the proposed
standards formthe starting point for discussions between the
Secretary and the higher education community on reauthorization
i ssues involving financial responsibility.

Many comrenters believed that the reporting requirenents
under FASB 116, Accounting for Contributions Received and
Contri butions Made, and FASB 117, Financial Statenents of Not-
for-Profit Organizations, are too recent to be thoroughly
understood. In particular, the commenters naintai ned that since
the i npact of these FASB requirenents on the proposed ratio
nmet hodol ogy i1s not known, the Secretary should del ay publishing
final rules. Along the sane |lines, commenters representing

proprietary institutions maintained that the Secretary should not
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pronmul gate the ratio nethodol ogy because it is untested and its
i npact on the community is not known.

Di scussion: The Secretary believes that changes to the current

financial responsibility standards are necessary for the reasons
cited in the preanble to this regulation (see the discussion

under the heading Need for Revising the Rules in the

SUPPLENMENTARY | NFORVATI ON section of these regul ations).

Wth regard to new accounting standards under FASB Statenents
116 and 117, since nost private non-profit coll eges and
uni versities adopted the new FASB standards for their fisca
years that ended June 30, 1996, only a |imted nunber of
financial statenents prepared under those standards were
avai l abl e for exam nation at the tinme the NPRM was publi shed.
Based on that limted nunber of financial statenents, the
proposed strength factors for the Primary Reserve ratio were set
approxi mately 66 percent higher than strength factors for
institutions under a fund accounting nodel (Al CPA Audit Cuide
financial reporting nodel). This increase in the strength
factors was intended to reflect the fact that under FASB 116/ 117
realized and unrealized gains on investnents held as endownents
are included in unrestricted or tenporarily restricted net
assets, whereas under fund accounting these gains were generally
treated as nonexpendabl e assets. Therefore, it was anticipated

that the expendabl e net assets of all institutions would increase
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significantly.

During the extended comrent period KPMG conducted an anal ysis
of financial statements from 395 non-profit institutions that
adopted FASB 116/ 117 and found that the inpact of the new
accounting standards is not uniformacross the private non-profit
sector. The anticipated inpact that expendabl e net assets woul d
increase significantly occurred only anong institutions hol ding
| arge endownents; the inpact was negligible for institutions with
little or no endowrent. Based on the nore thorough KPMG
anal ysis, the Secretary revises the strength factors for the
Primary Reserve ratio for private non-profit institutions in a
manner that discounts the effects of the new FASB standards for
all non-profit institutions.

Changes: See the discussion of the strength factor score for the
Primary Reserve ratio, Analysis of Coments and Changes, Part 6.
Comments: A commenter representing proprietary institutions
guestioned the manner in which the KPMG study was conducted. The
commenter believed that small business interests were not

consi dered since no representatives of small proprietary
institutions were anong those institutional representatives that
assisted with the KPMG study. Moreover, the commenter inplied
that the Secretary did not consider the conmments submtted by a
group of CPAs on behalf of proprietary institutions regarding the

KPMG report, and therefore nay have violated the requirenent in
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the Regul atory Flexibility Act (RFA) that the Secretary confer
W th representatives of small businesses.

Di scussion: The Secretary notes that the suggestions of the

group of CPAs referenced by the commenters were considered in
devel opi ng these final regulations. More significantly, however,
during the extended comment period the Secretary sought and
obtai ned the views and comments of individuals and organi zations
wi th diverse experience in higher education finance.
Specifically, the Secretary nmet with organi zati ons representing
proprietary institutions and directly with persons from
proprietary institutions, including representatives from snal
institutions. 1In addition the Secretary provided on the
Department’s web site a sunmmary of the views expressed by the
participants at those neetings and additional information
regardi ng the rati o net hodol ogy.

Changes: None.

Part 3. Comments regardi ng annual determ nations of financi al

responsi bility.

Comments: Many commenters fromprivate non-profit institutions
mai nt ai ned that institutions should not be subjected to annual
determ nations of financial responsibility. The commenters

beli eved that annual determ nations are unnecessarily burdensone,
and represent an inefficient use of the Secretary's resources,

particularly in cases in which an institution has been recently
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recertified. The comrenters opined that when a determnation is
made during the recertification process that an institution is
financially responsible, the Secretary has sufficiently

di scharged his oversight responsibilities in this area.

Di scussion: The Secretary believes that it is not prudent to

ignore the financial condition of many institutions for the
three- to four-year period between recertification cycles for
several reasons. First, the financial condition of an
institution may deteriorate, increasing unnecessarily the risks
to students and taxpayers that the institution will close or wll
ot herwi se be unable to neet its obligations. Second, nmany
institutions prepare an annual audited financial statenent for

ot her purposes, so the only burden that may result from an annual
determ nation stens fromthe institution’s failure to satisfy the
standards of financial responsibility. Lastly, if the Secretary
were to adopt the comrenters’ suggestion by establishing | onger
termfinancial standards for all institutions, those standards
woul d necessarily need to be much higher than the standards in
these regulations, resulting in nore institutions failing the
standards and creating additional burdens for those institutions
and the Secretary. Nevertheless, the Secretary may in the future
explore the possibility of determ ning the financi al
responsibility of certain institutions |less often or only during

the recertification process.
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Changes: None.

Part 4. Comments regardi ng the adequacy and appropri at eness of

t he proposed rati o net hodol ogy.

General coments: Many comenters froma variety of sectors

supported the direction taken by the proposed regul ati ons,
i ncluding custom zing the ratios for each sector. The commenters
agreed with the Secretary that the proposed net hodol ogy provides
a better assessnment of an institution's financial condition than
the regulatory tests currently in place. However, the commenters
bel i eved that sone changes should be nade to the proposed
regul ati ons.

Several comenters asserted that the proposed ratio
met hodol ogy i s i nadequate because it does not consider other
factors, such as enrollment trends, used by credit rating
agencies |like Mody's or Standard and Poor's. The comenters
suggested that along wth using the proposed nethodol ogy, the
Secretary should consider an institution’s Myody's or Standard
and Poor's credit rating, and the institution's history of
handl i ng Federal funds, before the Secretary determ nes whet her
the institution is financially responsible.

Simlarly, one commenter froma non-profit institution argued
that credit rating agencies place a significant enphasis on the
strength of an organi zation's revenue stream but the proposed

ratios virtually ignore this variable. The commenter stated that
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i n assessing the revenue strength of educational institutions,
the rating agencies typically review such data as average SAT
scores and student acceptance rates. It was the commenter's view
that a revenue strength score should be part of the evaluation
process and should carry no | esser weight than that associ ated

W th expenses.

O her comrenters fromnon-profit institutions nmaintained the
rati o met hodol ogy is not valid because it is not based on
traditional nmeasures of financial strength, and did not take into
account the institution's total financial circunstances as
requi red by the HEA. Anot her comrenter fromthe non-profit
sector argued that the proposed rules, because of their enphasis
on profitability, appeared to be designed for proprietary
institutions. The commenter urged the Secretary to anmend the
rules to reflect the difference in each sector. Several other
commenters fromprivate non-profit institutions asserted that the
proposed rati o nmethodol ogy is deficient because it does not take
into account specific mssions of institutions.

Several commenters believed that the proposed nethodol ogy is
too restrictive, arguing that it is too heavily biased in
safeguarding the Secretary fromevents that are very rare.

Several other commenters representing proprietary
institutions maintained that the new net hodol ogy was inconpl ete

because it contained no way to neasure the effectiveness of an
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institution's managenent.

O her comrenters believed that many small institutions with
good educational and conpliance records that pass the current
standards would fail the standards proposed in the NPRM The
commenters opined that this outconme points to a flawin the
manner in which the nethodology treats small institutions. An
accountant for a proprietary institution argued that because the
proposed net hodol ogy does not provide an adjustnment for size, it
is unfair to conpare an institution with $10 million in tuition
revenue to an institution with $500,000 in tuition revenue by
applying the sane standards and criteria to both institutions.

Several commenters mai ntained that the proposed net hodol ogy
is conplex and difficult to understand. The comrenters argued
that the proposed rules will require institutions to rely nore
heavily on CPAs, thus increasing their costs.

Di scussion: The Secretary thanks the comrenters supporting the

approach taken under these rules to establish better, nore
conprehensi ve financial standards and appreci ates the cooperation
and effort of commenters and other participants in the rul emaking
process for sharing their views and concerns with the Secretary
during the initial and extended conment peri ods.

Wth regard to the concerns raised by the comenters about
t he adequacy of the ratio nethodol ogy, the Secretary wi shes to

make the followi ng points. First, the ratio nethodology is
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desi gned to nmake appropriate, albeit broad, distinctions between
the sectors of higher education institutions. The Secretary
acknow edges that the nethodol ogy does not directly consider
intra-sector differences nor does it take into account all of the
vari abl es or el enments suggested by the commenters regardi ng the
m ssion or organi zational structure of institutions. To do so
woul d create an enornously conplex nodel that as a practica
matter would be inpossible to inplenment. Rather, the nethodol ogy
focuses on key ratios and differences between the sectors that
the Secretary believes are the nost critical in evaluating fairly
the relative financial health of all institutions along a common
scal e.

Second, the adequacy of the ratio nethodol ogy shoul d be
judged in the context of both its design objectives and the
associ ated regul atory provisions that conpl enent those
objectives. In developing these regulations the Secretary sought
to mnimze two potential errors--that a financially healthy
institution would fail the ratio standard and be inappropriately
subject to additional requirenents and burdens, and that a
financially weak institution would satisfy the ratio standard and
later fail to carry out its obligations at the expense of
students and taxpayers. The ratio nmethodol ogy, in conbination
with the alternative standards established by these regul ations

(see Analysis of Comments and Changes, Part 9), reflects the
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Secretary’s decision to err on the side of allow ng sone
financially weak institutions to participate in the title IV, HEA
prograns but in a manner that protects the Federal interest.

Third, the Secretary disagrees that the ratio nmethodology is
fl awed because it does not provide an adjustnment for the size of
an institution. To the contrary, an adjustnent for size is
unnecessary because a ratio converts anmounts into a netric that
is relative to an institution’s own size, making possible a
conparison of that institution to other institutions regardless
of the size of those institutions. This conparative analysis is
the basic design elenent of the ratio nethodol ogy that enabl es
the Secretary to evaluate the relative financial health of al
institutions along a comon scal e.

Simlarly, the Secretary di sagrees that the nethodol ogy
favors large or publicly traded institutions. Presumably, the
commenters are referring to a situation where a large institution
i s not dependent upon a single revenue stream or has access to
w der donor bases or nore capital markets than a snal
institution. Wile this flexibility may advantage a | arge
institution, the Secretary believes that flexibility is inherent
to the institution and beyond the scope of the nethodol ogy. The
fact that a large institution nmay be able to inprove its
financial condition by managing its resources effectively also

holds true for a small institution, particularly since the ratios
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account for an institution’s performance relative to its size.
Wth regard to the cooment fromthe non-profit sector that
t he proposed rati o nmethodol ogy appeared to be designed for
proprietary institutions because it enphasized profitability, the
Secretary notes that the neasure of profitability (the Net |ncone
rati o) accounted for 50 percent of the conposite score for
proprietary institutions, but for only 10 percent of the
conposite score for non-profit institutions. As discussed nore
fully under Part 7 of the Analysis of Comments and Changes
(Comments regardi ng the weighting of the proposed ratios), the
Secretary has revised the proposed percentages for the Net |ncone
ratio to nore accurately reflect the differences between the
sectors of postsecondary institutions.

The Secretary di sagrees that the nethodology will require
institutions to rely nore heavily on CPAs. As illustrated in the
appendi ces to these regulations, an institution can readily
calculate its conposite score fromits audited financi al
statenents, provided that those statenents are prepared in
accordance with GAAP. Furthernore, by limting the nunber of
rati os, the Secretary believes that it should not be difficult
for any institution to determ ne the inpact that its business and
programmati ¢ deci sions have or will have on its financi al
condition as neasured by the nethodol ogy.

Changes: None.
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Comments regarding alternative ratios: Several commenters argued

that the proposed ratio nethodology is limted and arbitrary,
suggesting alternative ratios that should be used instead,
including: the acid test ratio; a debt to equity ratio; a title
|V, HEA | oan programdefault ratio; a debt to revenue ratio; a
| ongevity ratio; a debt service coverage ratio; and a neasure of
wor ki ng capi tal.

Several comenters believed that the Primary Reserve ratio
di sadvant ages institutions that converted short-termliabilities

into long-termdebt to neet the acid test ratio requirenent.

A comrenter froman accrediting agency asserted that the
conposite score based on the proposed ratio nethodol ogy is
i nadequate in assessing an institution's financial health, and
t hat other neasures such as operating incone, debt |evels,
availability of working capital, and significant itens contained
in notes to the financial statenments should be used instead.

Di scussion: The Secretary considered a nunber of ratios that

could be used in addition to or in place of the proposed rati os,
i ncluding the ratios suggested by the conmmenters, but decided to
replace only the proposed Viability ratio, with an Equity ratio.
As di scussed below, while the ratios suggested by the commenters
are valid neasures, taken individually or as a whole they neasure

the financial health of an institution nore narrowy than do the
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rati os established by these regulations. 1In selecting the
ratios, the Secretary considered the extent to which those ratios
provi ded broad neasures of the follow ng fundanental el enents of
financi al heal th:

1. Financial viability: The ability of an institution to

continue to achieve its operating objectives and fulfill its
m ssi on over the long-term

2. Profitability: Wether an institution receives nore or

less than it spends during its fiscal year;
3. Liquidity: The ability of an institution to satisfy its
short-termobligations with existing assets;

4. Ability to borrow. The ability of an institution to

assune additional debt; and

5. Capital resources: An institution’s financial and

physi cal capital base that supports its operations.

The Secretary believes that the ratios used in the
met hodol ogy, Primary Reserve, Equity, and Net Inconme, not only
measure these fundanental elenents well, but that they do so in a
manner that takes into account the total resources of an
institution. Wth respect to the ratios suggested by the

commenters, the Secretary wi shes to nake the foll ow ng points.

The Secretary agrees that the acid test ratio (cash and cash

equi val ents divided by current liabilities) is a useful neasure
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of highly liquid assets available to neet current obligations,
and it is used in the current regulations as a test of financial
responsibility. However, the acid test is not included in the
rati o met hodol ogy for several reasons. First, it has been the
Department's experience that certain institutions mani pul ate the
ratio elenments to satisfy the 1:1 acid test standard, such as by
reclassifying current liabilities as long-termliabilities.
Second, the information needed to calculate the ratio is
difficult to extract fromthe financial statenents prepared for
non-profit institutions because that information is not a

requi red disclosure (assets and liabilities are not necessarily
classified on those financial statenents as current and
noncurrent). Moreover, expendable capital (as neasured by the
Primary Reserve ratio) is a broader and nore inportant el enent of
financial health than highly liquid capital, because it mtigates
the effects of differing cash managenent and i nvestnent
strategies used by institutions. For exanple, an institution
that invests excess cash in other than short-terminstrunents may
fail the acid test requirenent, whereas that excess cash,
regardless of howit is invested, is considered an expendabl e
resource under the Primary Reserve ratio. For these sane
reasons, Working Capital ratios (working capital is the

di fference between current assets and current liabilities) are

not included in the nethodol ogy.
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Wth respect to Cash Flow ratios, the Secretary considered
several neasures of cash provided from operations to cover debt
paynments. However, cash flow (taken directly fromthe Cash Fl ow
Statenent) can be easily mani pul ated. For exanple, del aying
paynment to creditors by sinply extending the normal paynent terns
to 120 days woul d give the appearance that cash has been provided
by operations. Therefore, the Secretary decided to retain the
Net Income ratio which, as an accrual - based neasure, recognizes
expenses when they are incurred, not when they are paid.

The Secretary considered an Qperating Inconme ratio that woul d
measure i ncone from operations as a percentage of net revenue,
but the results of that ratio would only partially address the
guestion of whether an institution operated wthin its nmeans
during its fiscal year. By conparison, the Net Incone ratio
nmeasures net incone as a percentage of net revenues after
operations and ot her non-operating itens and thus provides a nore
conpl ete measure of whether an institution spent nore than it
brought in during the fiscal year.

The Secretary al so considered adjusting the Net Incone ratio
for non-cash itens, but decided instead to nake an al |l owance for
the | argest non-cash item-depreciation expense--in the strength
factors for this ratio (see Analysis of Coments and Changes,

Part 6).

Wth regard to the Debt to Equity ratio and the other
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suggested Debt ratios, the Secretary notes that, |ike the
proposed Viability ratio, these ratios cannot be applied
universally. Based on the audited financial statenents revi ened
by KPMG during the extended comment period, approximately 35
percent of proprietary institutions and 13 percent of private
non-profit institutions have no debt. |In addition, Debt to
Revenue and Debt Service Coverage ratios, while providing insight
as to howthe institution is managing its debt, are | ess
i nportant than a neasure of |everage itself. For these and ot her
reasons, the Secretary includes in the ratio nethodol ogy an
Equity ratio (tangible equity divided by tangible total assets)
as the primary neasure of |everage.

The Secretary is not convinced that the utility of a
Longevity nmeasure or ratio is on par with the utility of the
rati os used in the nmethodology. Unlike the ratios used in the
met hodol ogy that neasure the actual financial condition of an
institution, it is not clear how a Longevity neasure could be
used as part of the nethodol ogy. A Longevity nmeasure nerely
inplies that an institution that has been operating for many
years will continue to operate, but provides no insight regarding
the institution’s current financial condition or its ability to
satisfy its obligations. Mreover, a Longevity neasure cannot be
used as an independent test because it has no predictive val ue at

the institutional |evel. Based on data obtained fromDun &
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Bradstreet regarding the probabilities of credit stress and
bankruptcy, the Secretary found that institutions that have been
in existence for nore than 30 years have on average nore
l'i kel i hood of enduring credit stress and less |ikelihood of going
bankrupt than institutions that are |l ess than 30 years ol d.
However, there were a significant nunber of institutions in the
data group that have been in existence for nore than 30 years
that were rated by Dun & Bradstreet as representing high risks of
| ate paynents or financial failure. |In addition, the Secretary
reviewed the files of closed institutions and found that a
significant percentage of those institutions (12 percent) were in
exi stence for nore than 25 years.

Wth regard to the notes to financial statenments and
i ndependent accountants’ reports, the Secretary wishes to clarify
that these notes and reports are reviewed by the Secretary to
determine if an institution conplies with other standards or
el ements of financial responsibility. For exanple, if an auditor
expresses a “goi ng-concern” opinion, the institution is not
financially responsible even if it satisfies all other standards.
However, the information contained in the notes and reports does
not al ways constitute a sufficient basis on which the Secretary
makes or can make a determ nation of financial responsibility.
Changes: The proposed ratio nethodology is revised, in part, by

replacing the Viability ratio with the Equity ratio.
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Comrents regarding the use of ratios: One commenter fromthe

proprietary sector argued that the proposed rati o nethodol ogy
shoul d not be used to determ ne that an institution is not
financially responsible. The commenter stated that the Al CPA
CPA/ MAS Techni cal Consulting Practice Aid No. 3 warns of the
shortcom ngs of ratio analysis, including inproper conparisons
that do not take into account size, geographical |ocation and
busi ness practices, and other variables such as depreciation and
nunber of years considered by that analysis. Based on these
shortcom ngs, the commenter concluded that a financially strong
institution may fail to achieve the required conposite score
requi renent or be forced to make unsound busi ness deci sions
solely to neet the requirenent. Although the comenter believed
that the proposed ratio nethodol ogy could be used to determ ne
that an institution is financially responsible, the conmenter
recommended that the Secretary allow an institution that fails to
achi eve the conposite score to denonstrate its financial strength
wi thout inposing the letter of credit requirenent.

Di scussion: The Secretary disagrees. The practice aid is

specifically designed to provide a consulting or accounting
practitioner illustrative exanples of the use of financial ratio
anal ysis techniques in performng a conparative analysis of a
client organization with other appropriate organizations.

The “shortcom ngs” referred to by the coommenter relate to
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factors that should be considered by the practitioner in
understandi ng the differences that may occur between conparabl e
conpani es and expl aining those differences to the client. To the
extent practicable, the ratio nmethodol ogy devel oped for these
regul ations mtigates these differences by evaluating the
financial health of an institution relative to other
institutions, and by neasuring an institution's financial health
agai nst a m ni num standard established by the Secretary. 1In
addition, the individual ratio definitions are constructed to
account for reporting and accounting differences between the
sectors of higher education institutions. Wile other factors,
such as operating structure, could affect an institution’s
performance, the consequences of those factors reflect nanagenent
decisions that fall outside the scope of the Secretary’ s review
Changes: None.

Comments regarding public institutions: One comenter argued

that there is no need for Federal financial standards for public
institutions for several reasons.

First, the comenter naintained that there is no danger of a
"precipitous closure" of a public institution because, in his
State, the closure of a State college or university requires the
approval of the State General Assenbly. Mbdreover, the commenter
believed that in authorizing a closure, the General Assenbly

woul d be careful to protect the interests of students and al
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creditors. In any event, the comenter opined that the Secretary
coul d recover any nonies due froma closed State institution by
of fset against future aid to other State institutions. For |ocal
public institutions (community coll eges), the commenter stated
that, in his State, a closure would have to be approved in a
general election. However, the closure of a local institution
cannot adversely affect student refunds or other liabilities of
the institution because State | aw requires the continuance of
property tax assessnents until all debts of the institution are
paid in full.

Second, the commenter noted that public institutions are
subject to far nore official oversight than private or
proprietary institutions. In his State, the activities of State
institutions are nonitored by, anong others, the State
Controller, the State Auditor, and the State Comm ssion on Hi gher
Educat i on.

Third, the comrenter pointed out that public institutions are
subject to nore public scrutiny than are private and proprietary
institutions, i.e., public institutions conduct their affairs in
public, publish budgets, hold governing board neetings that are
open to the public, and nmake their financial statenents avail able
for public inspection. The comenter believed strongly that this
scrutiny enhances the financial responsibility of public

institutions.
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Fourth, the comenter noted that the 1973 Al CPA Audit Cuide
is obsolete for colleges and universities under FASB jurisdiction
and will soon be obsolete for other public institutions. The
comenter stated that the Governnent Accounting Standards Board
(GASB) intends to publish an exposure draft on its Coll eges and
Uni versities Reporting Mddel at the end of March 1997 and a fi nal
Statenent of Financial Reporting Standards in the second quarter
of 1988. According to the comenter, since the proposed
reporting nodel nmakes major changes to public institutions'
financial statenents, it is unlikely that any ratio definitions
based on the 1973 AICPA Audit Guide will be useful when the new
nodel takes effect (probably the fiscal year starting in 2000).
The commenter suggested therefore that the Secretary del ay
promul gating financial ratio standards for public institutions
until the new GASB standards are in effect.

Next, the conmenter argued that the proposed nethodol ogy's
reliance on profits and expendabl e fund bal ances is inappropriate
for public institutions, and nay be contrary to State public
policy. The commenter believed that unlike private non-profit
and proprietary institutions that need to have sufficient
reserves (or be able generate the profits necessary to accumul ate
sufficient reserves) to continue operations during economc
fluctuations, public institutions have nuch | ess need for

reserves because their major funding sources are | ess susceptible
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to those fluctuations.

In addition, the coomenter stated that in his State, public
policy prohibits State institutions fromaccumul ating | arge
expendabl e funds bal ances. The State General Assenbly
appropriates funds for the purpose of neeting the imedi ate
education needs of State residents and not for creating
institutional reserves. The commenter continued that consistent
with this policy, the State does not fund coll eges and
universities for the |long-term conpensated absence liabilities
that those institutions are required to accrue under GASB
Statenent No. 16 (the State funds these liabilities when they
becone due). Consequently, the conmmenter believed that the
exi stence of these liabilities virtually guarantees that snaller
State institutions will fail the proposed ratio standards.

Mor eover, the comrenter argued that the proposed ratio
standards do not sufficiently recognize the differences between
public sector financial reporting requirenments (GASB) and private
sector requirenents (FASB)

Several other commenters maintained that sone State
institutions would not achieve the required conposite score if
they are required to include in the cal cul ation of the proposed
ratios, itens that are beyond the control of those institutions.
Therefore, the commenters suggested that it would be fairer to

allow State institutions to exclude fromthe ratio analysis itens
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such as plant debt and certain enpl oyee benefits that are the
obligation of the State or funded by the State.

For several reasons, commenters representing public
institutions believed that the Secretary should anend proposed
8668. 174(a)(1). Under this section, an institution that fails to
achi eve the required conposite score nay denonstrate to the
Secretary that it is nevertheless financially responsible if the
institution's liabilities are backed by the full faith and credit
of the State or by an equival ent governnment entity. First, the
commenters recommended that the Secretary qualify the term
“"liabilities" by adding the phrase "that may arise fromthe
institution's participation in the title IV, HEA prograns.” In
support of this recomendation, the comenters noted that in both
of the other alternatives under this section, liabilities are
either based on or limted to the amount of title IV, HEA program
funds received by an institution. Mreover, the comenters
argued that if the Secretary interprets "liabilities" to nmean al
bal ance sheet liabilities of an institution, the State woul d have
to accept these liabilities as General Obligations of the State.
According to the comenters, since nost States have
constitutional prohibitions against general obligation debt,
States woul d be prohibited from providing the required backing
for any institution that has revenue bonds or sim/lar debt

out st andi ng.
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Next, the commenters recomended that the Secretary anmend the
term "equi val ent governnent entity" by adding the phrase
"including | ocal governnents or separate districts with taxing
authority" to clarify that the guarantee required under
8668. 174(a) (1) may be provided by any entity that has the taxing
power to validate its guarantee.

Di scussion: The Secretary agrees with many of the points made by

the commenters and therefore does not establish in these

regul ations a conposite score standard for public institutions.

I nstead of satisfying the conposite score standard, an
institution must notify the Secretary that it is designated as a
public institution by the State, |ocal or nunicipal governnent
entity, tribal authority, or other governnent entity that has the
| egal authority to make that designation, and provide a letter
froman official of that State or governnment entity confirmng
that it is a public institution.

Changes: The conposite score standard and Prinmary Reserve

requi renents proposed under 8668.172(a)(1)(i) and (ii) for public
institutions are elimnated. The replacenent provisions

descri bed above are rel ocated under 8668.171(c).

Comrents regarding third-party servicers: Several comenters

believed strongly that the proposed regul ati ons are unsuitable
for third-party servicers, noting that the KPMG study did not

i nclude an analysis of third-party servicers. The commenters
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argued that the servicer business sector is fundanentally
different fromany type of institutional educational sector,
poi nting out that the contractual obligations and |egal
structures of servicers are different than those of institutions.
In addition, the commenters contended that while the proposed
requi renents regarding alternative financial standards and the
actions the Secretary nay take against entities that fail to
satisfy the standards nay be appropriate for institutions, these
al ternate standards and actions are not applicable or appropriate
for third-party servicers. For these reasons, the comenters
requested the Secretary to put aside the proposed rules and work
with third-party servicers to fornul ate new, nore applicable

rul es.

Several other commenters representing third-party servicers
argued that since the proposed nethodol ogy favors entities with
high equity and | ow debt, it is inappropriate for third-party
servicers that have | ow equity and high debt but generate high
i ncome streans. Moreover, the commenters noted that while the
Secretary consulted with third-party servicers in establishing
the current regulations (as part of the Negotiated Rul emaki ng
process), third-party servicers were not consulted before these
proposed rul es were published. Therefore, the conmmenters

recommended that the Secretary continue to evaluate third-party
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servicers under the current regul ations.

Several comenters representing third-party servicers
mai ntai ned that the alternative of submitting a letter of credit
of up to 50 percent of title IV, HEA program funds does not apply
to third-party servicers. The comenters suggested instead that
third-party servicers that are collection agencies for FFELP
funds post a fidelity bond in the anount equal to the amount held
each nonth by the agency in its trust account on behalf of the
guarantors prior to remttance to the guarantor. These
comenters argued that such a standard represents the current
i ndustry practice to protect guaranty agencies with which a
coll ection agency contracts, froml|oss caused by the agency's
actions.

Di scussion: The Secretary agrees to develop in the future

financial standards solely for third-party servicers. 1In the
meanti me, those servicers nust conply with the requirenents under
34 CFR Parts 668 and 682.

Changes: The third-party servicer requirenents under proposed

8§668. 171(b) are renoved.

Part 5. General coments regarding the proposed rati os.

Comments regarding the Primary Reserve ratio: Mny comenters

opposed the requirenent that public and private non-profit
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institutions nmust have a positive Primary Reserve ratio to neet
t he general standards of financial responsibility. The
commenters nmaintained that this requirenment represents a
separate, single standard, contradicting both the intent of
proposed rati o nmethodol ogy and the statutory requirenent that
the Secretary consider an institution's total financial

condi tion.

Several comenters fromnon-profit institutions believed that
the Primary Reserve ratio favors colleges and universities that
accunul ate resources to safeguard Federal funds rather than
expend those resources to provide student services. The
commenters argued that this preference is not only contrary to
the operation and m ssion of nost colleges and universities, it
will result in inflationary pressures that create tuition
i ncreases.

Several commenters argued that institutions will be forced to
reduce teaching and other staff to attain adequate scores for the
Primary Reserve ratio. The commenters reasoned that reducing
"total expenses" to inprove the ratio score necessarily reduces
sal ari es and wages for teachers and staff because salaries and
wages conprise the |argest conmponent of "total expenses" at npst
i nstitutions.

A commenter froma non-profit institution argued that

expended title 1V, HEA program funds should be subtracted from
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"total expenses" because these funds are not included in "total
unrestricted inconme." Likew se, the cormmenter believed that
revenues expended fromrestricted endowrents shoul d not be
included in "total expenses" if those funds are not counted in
"total unrestricted incone."

O her comrenters opined that the Primary Reserve ratio treats
non-profit institutions unfairly because the nunerator excludes
nost restricted assets, but the denom nator does not exclude the
expenses attributable to those assets.

Sone commenters suggested that the Secretary refine the term
"expenses" in several ways. First, it should be adjusted so that
it reflects cash consunption rather than non-cash accounting
char ges--such non-cash charges as depreciation and anorti zation
expense should be elimnated, while principal repaynents on debt
shoul d be added. Second, expenses associated wth sponsored
prograns should be elimnated. These commenters, and ot her
comenters, maintained that sponsored program expenses, such as
those associated with the U S. Governnent-sponsored scientific
research prograns, are a function of those research prograns and
can generally be elimnated upon term nation of those prograns
(during the course of the program expenses are funded by
revenues received fromthe sponsoring agency). The comenters
concl uded that the Secretary should not penalize an institution

whose researchers are capable of generating significant grants.

81



Di scussion: The Primary Reserve ratio provides a neasure of an

institution's expendable or liquid resource base in relation to
its overall operating size. It is, in effect, a neasure of the
institution’s margi n agai nst adversity. Specifically, the
Primary Reserve rati o neasures whether an institution has
financial resources sufficient to support its mssion--that is,
whet her the institution has (1) sufficient financial reserves to
meet current and future operating commtnents, and (2) sufficient
flexibility in those reserves to neet changes in its prograns,
educational activities, and spending patterns. Therefore, the
Secretary continues to believe that an institution with a
negative Primary Reserve ratio has serious financial
difficulties.

If an institution's Primary Reserve ratio is negative,
expendabl e net assets are in a deficit position. |In those cases
the institution wll need to generate surpluses to replenish the
deficit, or may be forced to draw on other resources or sell off
assets to nake ends neet, thus increasing the uncertainty that
the institution wll be able to neet its obligations. However,
because an Equity ratio is now included in the nethodol ogy, the
Secretary elimnates the proposed provision that a non-profit
institution is not financially responsible if it has a negative
Primary Reserve ratio. The Equity ratio measures the anount of

total resources that are financed by owners’ investnents,
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contributions, or accunul ated earnings (or conversely, the anount
of total resources that are subject to clains of third parties)
and thus captures an institution’s overall capitalization
structure and, by inference, its overall |everage. Because the
Equity ratio supplenents the neasure of the anmount of expendabl e
reserves provided by the Primary Reserve ratio with a neasure of
ot her capital resources available to support the institution, it
provi des a nmeasure of resources that could mtigate the effects
of a negative Primary Reserve ratio.

Wth regard to the comments about total expenses, those
expenses, including salaries paid to faculty and staff, are part
of the commtnent of an institution to provide services to
students. The relative size of each conponent in an
institution s annual operating budget is a managenent deci sion.
In addition, the Secretary notes that based on the Al CPA Audit
Guide for Not-for-Profit Organizations issued on June 1, 1996
nmost title IV, HEA programfunds will not be included in total
expenses of colleges and universities. For exanple, paynents
made to those institutions under the Direct Loan, Federal Famly
Educati on Loan, Federal Pell G ant, and Federal Suppl enentary
Educati onal Qpportunity Grant prograns are not included in total
expenses reported on the statenent of activities. |In addition,
the Audit Guide will require scholarship expenses to be netted

against tuition income in the revenue portion of the statenent.
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The Secretary disagrees that the definition of the term
“expenses” as used in the Primary Reserve ratio shoul d excl ude
non-cash charges such as depreciation and anortization and,
except in certain circunstances, sponsored program expenses. The
Primary Reserve rati o neasures an institution s expendabl e or
liquid resource base inrelation to its overall operating size.
Qperating size is the total of all expenses incurred by the
institution in the course of its business and is a key financial
el emrent because it provides the best view of the size of its
programmatic activities and commtnents. Because depreciation
expense represents a charge to operations that reflects the
future replenishnment of the existing plant (and repl aces the
actual cash outlays for equipnent and repairs fornerly in the
revenue and expenditures statenent of private non-profit
institutions under the fund accounting nodel), it represents a
comm trment of capital resources to the institution and reflects
its overall operating size.

The Secretary disagrees that an institution can elimnate
expenses relating to U S. Governnent-sponsored scientific
research prograns i medi ately upon the term nation of those
progranms. To the contrary, because many universities require
hi ghly specialized facilities and equi pnment to conduct research
under those prograns, they will likely incur significant upfit

and other costs in re-deploying their research facilities in the
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event of a loss in programfunding. Therefore, the Secretary
considers scientific research expenditures to be an appropriate
conponent of the operating size of an institution since the
institution is commtted to nmaking those expenditures until

adj ust nents can be nade.

However, the Secretary agrees that in certain instances
sponsored program expenses shoul d be excluded fromthe ratio
calculations. The Secretary believes that an institution that
recei ves HEA grant program funds, especially those associ ated
with prograns that strengthen institutions or expand access to
hi gher education, should not fail the conposite score standard
sol el y because of the expenditure of those funds. Therefore, the
anmount of HEA funds that an institution reports as expenses in
its Statenment of Activities for a fiscal year are excluded from
the ratio calculations but only if these reported expenses al one
are responsible for the institution's failure to achieve a
conposite score of 1.5 for that fiscal year.

Changes: The Secretary elimnates the requi renent proposed under
8668. 172(a)(1)(ii) that a public or private non-profit
institution nust have a positive Primary Reserve ratio.

Proposed 8668.173(e), describing the itens that are excl uded
fromthe ratio calculations, is relocated under 8668.172(c) and
revised, in part, to provide that the Secretary may exclude from

the ratio calculations reported expenses of HEA program funds

85



under the conditions described previously.

Comments regarding the Viability ratio: A commenter froma

non-profit institution maintained that the inplicit assunption of
the Viability ratio is that an institution should m nimze or
elimnate debt in order to preserve the accunul ati on of assets.
The comrenter opined that such a philosophy would lead to
institutions avoiding the creation of revenue-creating assets,
such as residence halls. Accordingly, the comenter believed
that the correct neasurenent should be the anobunt of risky | oans
that an institution undertakes, and recommended therefore that

t he anobunt of | oans secured by collateral be elimnated fromthe
denom nator of the Viability ratio.

Simlarly, many commenters opined that the proposed
definition of adjusted equity will discourage institutions from
financing property, plant and equi pnment from current revenues.
The commenters believed that institutions wll elect instead to
assunme |l ong-termdebt even if the assunption of long-termdebt is
contrary to good business practice.

For several reasons, nmany comrenters opposed the proposed
adj ustnent for proprietary institutions that would limt the
threshold factor for the Viability Ratio to the threshold factor
for the Primary Reserve ratio in cases where the institution's
Primary Reserve ratio threshold factor is a one or a two. First,

t hese commenters maintained that such an adjustnment defeats the

86



pur pose of neasuring financial responsibility on the basis of
three ratios. Second, the commenters argued that if the reason
for this adjustnent is to circunvent possible abuse and
mani pul ation of the Viability ratio, then there may be sonet hi ng
wong with using the ratio as part of the nethodol ogy. Third,
the comenters argued that it is arbitrary and unfair to assune,
based on the prem se that the institution has mani pulated its
financial report, that an institution’s Viability ratio wll

al ways be higher than its Primary Reserve ratio. Rather, the
commenters nmai ntained that an institution could achieve a high
Viability ratio through careful financial managenent. The
commenters recomended therefore that the Secretary use this
adjustnment only if the reason for using it is consistent wth the
concepts underlying the proposed ratio nethodology. Simlarly,
commenters nmaintained that this adjustnent is unfair to
non-profit institutions that have no debt, because the weighting
for the Primary Reserve ratio increases from55 percent to 90
per cent .

One comment er suggested that if an institution has no debt,
the Secretary should allow an institution to show the anmount of
|l ong-termdebt that it would be able to obtain, such as, by
denonstrating to the Secretary that the institution has a |ine of
credit, or by providing to the Secretary a letter froma bank

indicating the bank's willingness to nmake a long-termloan to the
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institution.

Many ot her comrenters fromthe proprietary sector believed
the Secretary should reward an institution that has no debt for
its sound managenent practices, rather than penalize that
institution by increasing the weighting for its Primary Reserve
ratio from20 percent to 50 percent. These commenters, and ot her
comenters, suggested instead that for an institution that has no
debt the Secretary should assign a threshold factor of 5.0 on its
Viability ratio, or weight the Viability ratio at 30 percent, or
both. Another commenter maintained that the amount of equity
needed to achieve a strength factor score of 3.0 on the Viability
Ratio is excessive and penalizes an institution for using
| everage prudently. This conmmenter proposed that the anount of
equity that results in achieving a strength factor score of 3.0
should instead yield a strength factor score of 5.0.

Anot her comrent er suggested that an institution's Viability
ratio strength factor be limted to two tines the Primary Reserve
strength factor in cases where the institution has a Primary
Reserve strength factor score of 1.0 or 2.0. According to the
comenter, this weighting schene would allow an institution with
no debt, but with a reasonable Primary Reserve ratio score, to
pass the ratio standards if it has a bad year (i.e., achieves
only a strength factor score of 1.0 on the Net Incone ratio).

The comrenter further stated that under this approach, a
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simlarly situated institution with a Primary Reserve ratio
strength factor score of 1.0 would not pass the ratio standards.

Several comenters fromproprietary institutions asserted
that elimnating the Viability ratio for institutions that have
no debt is particularly unjust because the current acid test
ratio conpels institutions to remain debt-free. One of the
comenters argued that the proposed adjustnment to the Viability
ratio acts to raise the Primary Reserve weighting for proprietary
institutions to a level required of non-profits despite the real
di fferences between these sectors. The commenter asserted that
t hi s met hodol ogy woul d only encourage institutions to take out
debt in order to use the Viability ratio, rather than discourage
that practice. The commenter suggested that if the Secretary
chooses to keep this nethodol ogy, the Net Incone and Primary
Reserve ratios should be weighted at 80 percent and 20 percent,
respectively.

Di scussion: The Secretary proposed the Viability ratio because

it nmeasures one of the nost basic elenents of clear financial
health: the availability of expendabl e resources (resources

whi ch can be accessed in short order) to cover debt should the
institution need to settle its obligations. As such, it is useful
in nmeasuring the financial condition of nbst institutions.
However, the Secretary has decided to renove the Viability ratio

fromthe ratio nethodol ogy established in these regul ations for
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the foll owi ng reasons.

First, inlinking the results of the Viability and Primary
Reserve ratios the Secretary sought to discourage an institution
frommani pulating its Viability ratio by taking on a small anount
of debt solely to inflate its conposite score. However, |inking
the two ratios may result in a conposite score that understates
the financial health of an institution that legitinately carries
a smal|l anount of debt.

Second, based on anal yses conducted by KPMS during the
ext ended coment period of 507 audited financial statenments from
proprietary institutions and 395 audited financial statenents
fromprivate non-profit institutions, the Secretary found that 35
percent of those proprietary institutions and 13 percent of those
non-profit institutions had no |long-termdebt. Accordingly, the
Viability ratio could not be applied to a significant nunber of
institutions in each sector--the conposite score for those
institutions would therefore be determ ned solely on the results
of the Primary Reserve and Net Incone ratios. The Secretary
agrees that this was a shortcom ng in the proposed nethodol ogy,
and includes in the ratio nethodol ogy established by these
regul ations only ratios that can be applied to all institutions.

In view of the public coments, the Secretary agrees that
certain aspects of the proposed net hodol ogy associated with the

Viability ratio may cause, unintentionally, tensions between an
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institution’s desire to nmake appropriate business deci sions and
the institution's conpliance with the proposed regul ati ons. Anpong
t hese busi ness decisions are those related to whether an
institution should finance the cost of plant assets with external
sources, or whether it should fund the cost of those investnents
internally with revenues from operations (or from sone

conbi nati on of those sources). Fromthe analysis perforned
during the extended comment period, the Secretary found that sone
institutions chose to utilize internal resources to fund their

pl ant assets as opposed to borrowi ng from external sources. For
sone of those institutions, that choice was a prudent busi ness
decision that is not reflected directly in either the Viability
or Primary Reserve ratios. The inpact of those business
decisions is now reflected in the Equity ratio.

Changes: The proposed Viability ratio is replaced by the Equity
ratio.

Comrents regardi ng the nunerator of the Primary Reserve and

Viability ratios--Expendabl e Net Assets or Adjusted Equity:

Commenters fromnon-profit institutions asserted that the
numerator of the Viability and Primary Reserve ratios m stakenly
negl ects permanently restricted endownent net assets. The
commenters nai ntained that revenue generated fromthese assets
not only hel ps fund operations, but also hel ps to provide

schol arships to students that generate nore revenue for the
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institution. Sone commenters believed that the Primary Reserve
and Viability ratios should al so include sone percentage of the
physi cal plant which is free and clear of debt, arguing that
excl udi ng physical plant fromthe nunerators of these ratios wll
only encourage institutions to keep assets in cash rather than
i nvest in physical assets that benefit students. Alternately,
t hese commenters, and other commenters, asserted that if physical
plant is not included in the nunerator of the Primary Reserve
rati o, then depreciation costs on physical plant should not be
included in "total expenses" of the denomi nator of this ratio.

Anot her commenter representing private non-profit
institutions objected to the blanket exclusion of related party
recei vables fromthe ratio cal culations. The commenter asserted
that this exclusion would inpact negatively many institutions
t hat depend on church pl edges, and suggested instead that the
Secretary consider such factors as prior paynent history and the
financial strength of the related party before nmaking a decision
to exclude these receivabl es.

A few commenters suggested that expendabl e net assets excl ude
an institution's liability for post-retirenment benefits,
mai ntaining that this liability represents a very |ong-term noral
obligation that will not render any institution incapable of
teaching its students or discharging its obligations under the

title I'V, HEA prograns.
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Many comrenters fromthe proprietary sector, including
students, objected to the definition of "adjusted equity" as used
in the nunerator of the Primary Reserve and Viability rati os.

The comenters asserted that excluding fixed assets (property,

pl ant, and equi pnent) and intangi bl e assets fromthe definition
wi |l cause institutions to forego investing in new educationa
equi pnent and educational facilities, resulting in an erosion in
the quality of education students receive. Mreover, these
comenters argued that the proposed treatnent of equity is
count er producti ve because it creates a disincentive for owers to
i nvest the resources necessary to provide quality educati on.

Based on the information provided by the Secretary during the
ext ended comment period, one commenter calculated the Primary
Reserve ratio for the 30 Dow Jones conpanies. According to the
commenter, 18 of those conpanies would receive a strength factor
score of zero, and only 9 would receive a strength factor score
of 2.0 or 3.0. In order for 50 percent of these conpanies to
achieve a strength factor score of 2.0 or 3.0, the commenter
i ndi cated that the suggested ratio score of .20 would need to be
reduced to .07. Fromthis analysis, the commenter concl uded that
t he suggested strength factors for the Primary Reserve ratio do
not appear to be reasonabl e and recommended that the Secretary
nodi fy the proposed definition of adjusted equity to include

fi xed assets.
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One comment er opposed the proposed definition of adjusted
equity, arguing that the definition is not explained or
justified, and that it is contrary to eval uations conducted by
ot her agencies, such as the Securities and Exchange Conmm ssion
(SEC). The comrenter suggested that if the Secretary is
attenpting to ascertain through this definition which assets the
institution holds that have value and may easily be converted to
cash, then all itenms that result in cash flow should be included.
An exanple of this would be that all of an institution's deferred
inconme (reflected as a liability on the bal ance sheet) will not
be paid in cash. |In particular, the commenter maintained that
many of the costs associated with an institution's recruiting
activities wll already have been incurred and when the deferred
income is recognized on the institution's incone statenent as
sharehol der equity, the cash outlay will be less than the
revenue, i.e., if the cash outlay is 55 percent of the revenue,
the remai ni ng 45 percent of the deferred incone shoul d be added
to equity to arrive at the institution's adjusted equity.

Anot her commenter froma proprietary institution objected to
t he proposed definition of "adjusted equity" because it does not
measure the debt capacity of an institution. This comrenter
suggested that the definition be changed to "net tangible assets
pl us unused lines of credit."”

Several commenters maintained that the proposed definition of
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"adj usted equity" does not capture the institution's ability to
adj ust to periods of declining revenue, which the conmenters
believed is the aimof the Primary Reserve and Viability ratios.

Di scussion: The Secretary disagrees with the conmenters who

suggested that the definition of expendable net assets m stakenly
excl udes permanently restricted net assets. The Prinmary Reserve
ratio is a neasure of the resources available to an institution
on relatively short notice, and therefore the ratio neasures only
expendabl e net assets. Permanently restricted net assets are
neither liquid or expendabl e, except in the event of sone | egal
action, and therefore do not formany part of the resource
measured by this ratio. The Secretary w shes to enphasi ze that
the non-liquid resources represented by permanently restricted
assets are neasured by the Equity ratio.

Wth regard to the conmment concerning the applicability of
the Primary Reserve ratio to the 30 Dow Jones conpanies, the
Secretary notes that the ratio nethodology is designed to neasure
the el enments of financial health that are appropriate for
post secondary institutions, not for manufacturing and i ndustri al
entities, which conprise nost of the Dow Jones conpani es.

The Secretary disagrees that fixed assets should be included
in adjusted equity or that plant assets should be included in the
definition of expendable net assets. Because the Prinmary Reserve

ratio provides a neasure of an institution’s expendabl e resource
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base in relation to its overall operating size, the logic for
excluding net investnment in plant is twofold. First, plant
assets represent sunk costs to be used in future years by an
institution to fulfill its mssion--plant assets will not
normal Iy be sold to produce cash since they will presumably be
needed to support on-going progranms. Mbreover, in some instances
there is a lack of a ready market to turn the assets into cash,
even if they are not needed progranmatically.

Second, excluding net plant assets is necessary in
identifying the expendable or relatively liquid net assets (that
woul d be used as a conponent of any neasure of liquid equity)
available to the institution on relatively short notice.

I ncl udi ng plant assets would distort the nmeasure of liquid
equity, and therefore would distort an inportant short-term
measure of the institution's financial health. (The regulatory
practice of excluding fixed assets is not unique to these rules.
Various other regul ated industries, such as depository
institutions and broker dealers, are also subject to practices
that exclude or Iimt the extent that fixed assets may conpri se
regul atory capital.) The Secretary notes that all tangible
assets are considered by the Equity ratio.

The definition of expendabl e net assets excludes fromthose

assets an institution’ s post-retirenment benefits obligation.
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The Primary Reserve ratio is not neant to capture debt or
ability to borrow, but to neasure the institution's expendabl e
reserves. A neasure of debt and ability to borrow is
incorporated in the Equity ratio.

The Secretary di sagrees that the proposed definition of
“adjusted equity” does not capture an institution’s ability to
adjust to periods of declining revenue because the bal ance sheet
ratios, Primary Reserve and Equity, represent the resources
accunul ated over tine by the institution that are available to
the institution to make necessary adj ustnents.

Changes: None.

Comrents regarding the Equity ratio: Several commenters from

proprietary institutions who opposed excluding fixed assets from
adj usted equity (in calculating the Primary Reserve rati o)
believed that this exclusion not only discourages institutions
frominvesting in educational equipnment, but rewards institutions
that invest the least, i.e., those institutions that |ease

i nstead of purchase equi pnent.

Most comrenters supported the suggestion made by the
Secretary during the extended comrent period to use an Equity
ratio instead of the proposed Viability ratio. Some of these
commenters believed that the use of an Equity ratio not only
resol ves many of the problens associated with the Viability

ratio; it is also a good neasure of how well an institution is
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capitalized and an indirect neasure of an institution's ability
to borrow. Moreover, these comenters opined that an Equity
rati o encourages the kind of behavior that the Secretary should
want to encourage--reinvestnent in the institution.

Simlarly, several comenters believed that the Equity ratio
provi des a necessary neasure of capital investnent, and argued
that it is a better ratio than the liquidity ratio under current
regul ations. One of these commenters stated that liquidity
rati os neasure assets that can be renoved fraudul ently, whereas
capital investnent ratios neasure assets that can be used to
determ ne the owner's commitnent to the institution

O her comrenters supporting the use of an Equity ratio
recommended that the ratio include endowent assets in the
nunmer at or. However, sonme of these commenters suggested the
Secretary should not raise the strength factors for the Equity
ratio to conpensate for the inclusion of endowrent assets because
this woul d di sadvantage institutions with little or no
endownents. Anot her commenter believed that excludi ng endownent
assets fromthe Equity ratio would treat all institutions nore
fairly.

Di scussion: The Secretary reiterates that fixed assets are not

expendabl e assets and are thus not included in calculating the
Primary Reserve ratio. However, fixed assets are included (as

part of the total resources of the institution) in the Equity
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ratio. In providing a neasure of capital resources, the Equity
rati o suppl enents the expendabl e resources neasured by the

Primary Reserve ratio.

By conparing equity to total assets, the Equity ratio
i ndi cates the share of assets shown on the institution’s bal ance
sheet that the institution actually owns, reflecting the
commtnment to the institution of the owners or persons that
control the institution, and provides insight into the capital
structure of the institution, i.e., it indicates whether an
institution has acquired a di sproportionate anmount of its assets
utilizing debt. Excessive anmounts of debt will adversely affect
the ratio and little or no debt will have the opposite effect.

The Secretary notes that Permanently Restricted Net Assets
(which include the permanently restricted piece of endowrent
funds) are included in the nunerator of the Equity ratio.
However, in including those assets the Secretary did not adjust
the strength factors for the Equity ratio. The strength factor
values for the Equity ratio are not normalized to the relative
equity of institutions in either sector; therefore inclusion of
permanently restricted endowrent in the calculation of the Equity
ratio wll help the ratio results of institutions wth |arge
endownents, but will not hurt the ratio results of institutions

with little or no endowrent.
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Changes: The ratios descri bed under proposed 8668. 173 are

rel ocated under 8668.172 and revised to include the Equity ratio.
The Equity ratio is specifically defined for proprietary
institutions under Appendix F and for private non-profit
institutions under Appendix G

Comrents regarding the Net Incone ratio: A few comenters

believed that the proposed Net Inconme ratio is not fair to
proprietary institutions, arguing that since the ratio is
constructed and weighted in a manner that does not all ow
institutions that have operating | osses to neet the conposite
score standard, those institutions would be forced to submt a
letter of credit. One of these comenters asserted that
operating | osses sonetines occur due to changi ng econom c
circunstances (e.g., the acquisition and redevel opnent of a
financially-troubled institution), but that this condition is
usual ly not a permanent feature of the institution's financial
condition. Accordingly, the commenter suggested that one way of
remedying this inequity would be for the Secretary to determ ne
that an institution is financially responsible if the institution
satisfies the conposite score requirenent for two years in a
three-year cycle, or three years in a four-year cycle.

Simlarly, other comenters believed that the Net |ncone
rati o should be elimnated because it represents only the results

fromoperations for one fiscal year but does not take into
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consideration prior year reserves that may be avail able to offset
negative net inconme in any year.

Several commenters representing proprietary institutions
asserted that institutions operating in states such as O egon,
Texas, Florida, Al aska, and Nevada that have taxes on gross
recei pts or property rather than on incone are di sadvantaged by
the Net Incone ratio because taxes on gross receipts or property
are always reflected as a business tax in operating expenses
rat her than an incone tax.

Many comrenters from proprietary institutions maintained
that, although it is inportant under the proposed nethodol ogy to
attain a strength factor score of at least 3.0 on the Primary
Reserve ratio (so that the Viability ratio can be counted
i ndependently), attaining that strength factor requires that
adj usted equity be at |east 30 percent of annual expenses. The
commenters argued that this strength factor was too high for
several reasons. First, the commenters opined that retaining 30
percent of equity as a reserve fund creates a disincentive to
invest in property and equi pnent. Second, the commenters stated
that retaining equity rather than distributing profits to
shar ehol ders exposes a for-profit institution to an "accumul at ed
earnings tax" of 39.6 percent on profits in excess of $250, 000,
unl ess the institution provides a reasonabl e busi ness reason for

retaining the equity and a plan for its use. Under this 30
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percent requirenment, the comenters maintained that an
institution with as little as $833, 333 in annual expenses woul d
be exposed to the accunul ated earnings tax. Third, the commenters
mai ntained that it is very unusual for a business that is
expected to provide a return on investnent to retain equity
excl usive of fixed assets in an anount equal to 30 percent of a
year's expenses.

Simlarly, several commenters representing proprietary
institutions maintained that the ratios erroneously ignore
di fferences between Chapter S and C corporations, particularly in
regard to accunul ated earnings tax. The conmenters argued that
since the treatnent of owners' salaries is discretionary under
both types of corporations, the proposed net hodol ogy creates an
incentive for owers to mani pulate their salaries (or dividends
and other equity distributions) to neet the conposite score. The
commenters further stated that this manipul ation runs afoul of
incone and payroll tax laws, and that regul ations shoul d not
entice owners to behave in this manner. One of these commenters
suggested that the Secretary define "incone before taxes" as the
profit before owners' salaries and distributions so that al
proprietary institutions are treated in the same manner with
respect to calculating the Net Incone ratio.

Di scussion: An institution nust generate surpluses to build

reserves for future programinitiatives and to increase its
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mar gi n agai nst adversity. However, the Secretary accepts that
there will be circunstances where this is not possible.

Therefore, the strength factors for the Net Incone ratio allow an
institution to earn sonme points toward its conposite score if the
institution incurs a small | oss.

Regardi ng the comrent that the Net Income ratio does not
consider prior-year reserves, the Secretary rem nds the
comenters that those reserves are considered by the Primary
Reserve and Equity ratios.

Wth regard to the Accumul ated Earni ngs Tax, the Secretary
would i ke to clarify that the only portion of stockhol ders’
equity that is subject to the tax is retained earnings. O her
conponents of equity such as common stock and other capital are
not subject to this tax. Moreover, the Secretary believes that
any potential exposure to the accunul ated earni ngs tax on excess
profits is a tax planning issue regardl ess of the value of the
strength factors for the Primary Reserve ratio (of the 507
financial statenments reviewed for proprietary institutions, the
Primary Reserve ratio was 0.30 or higher for 84 or 17 percent of
these institutions; of those 84 institutions, only 39 had equity
(retai ned earnings) greater than $250,000). These and ot her
institutions should already be considering the potential inpact
of the tax, including ways to use earnings accunul ated beyond the

IRS limts for reasonabl e business needs. |In any event, the
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Secretary notes that the changes nmade to the proposed net hodol ogy
for other reasons mnimze an institution's exposure to the
accunul ated earnings tax--the Viability ratio has been
elimnated, and a Primary Reserve ratio result of 0.15 (as
opposed to the proposed result of 0.30) is nowrequired to earn
t he maxi num strength factor score for that ratio.

| f earnings are accunul ated beyond the IRS limts, IRS
regul ation 26 CFR 1.537-2(b) provides sone broad criteria that
can be used to support the contention that earnings are being
accunmul ated for the reasonabl e needs of the business, including
to: (1) provide for bona fide business expansion or plant
repl acenent, (2) acquire a business enterprise through purchasing
stock or assets, (3) provide for the retirenent of bona fide
i ndebt edness created in connection with the trade or business,
(4) provide necessary working capital for the business, (5)
provide for investnents in or loans to custonmers or suppliers if
necessary to maintain the business of the corporation, and (6)
provide for the paynent of reasonable anticipated product
l[itability |l osses, an actual or potential lawsuit, the loss of a
maj or custoner, or self-insurance. A business contingency can be
considered a reasonable need if the contingency is likely to
occur (e.g. flood losses in a flood prone area). The
accunul ati on of earnings to provide against unrealistic

contingencies is not considered a reasonabl e need.
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The Secretary notes that there are several other ways to
determ ne reasonabl e worki ng capital needs, including the
“Bardahl” forrmula. Institutions should work with their tax
advi sor with respect to these matters.

The Secretary di sagrees that the nethodol ogy shoul d di scount
G oss Receipt Tax paid by institutions in certain States because
these taxes, just like other sales and property taxes that differ
fromState to State, are a cost of doing business.

Changes: The strength factors and wei ghti ng percentages for the
Primary Reserve and Net Inconme ratios are revised (see Analysis
of Comments and Changes, Parts 6-7).

Comrents regardi ng the market value of assets: A commenter from

a non-profit institution noted that the Viability ratio ignores
the market val ue of assets (assets are booked at cost for bal ance
sheet presentations), but that |enders |ook to market val ues when
considering collateral to secure long-termdebt. Consequently,
the comenter argued that an institution's ability to borrow in
order to liquidate or restructure debt may be a better neasure of
financial viability than an institution's ability to |iquidate
| ong-term debt from expendabl e resources.

Simlarly, several commenters fromproprietary institutions
mai nt ai ned that since the proposed ratio nethodol ogy does not
consider the market value of real estate, it depresses the

financial score of an institution that hol ds val uabl e properties,
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particularly if those properties have been depreciated over a

|l ong period of time. One commenter argued that this is evidenced
by the fact that the comrenter's institution was rated "good" by
Dun and Bradstreet as of June 30, 1995, and passes the current
financial responsibility standards under 8668. 15, but woul d fai

t he proposed ratio standards. The comenter suggested that this
probl em coul d be solved either by allowing the institution to
credit back the difference between the net book val ue of the
property and the secured debt (nortgage), or allowthe
institution to provide and include as an asset the anount of the
property's apprai sed value as certified by an appraiser. A few
coment ers suggested that the term "expendabl e net assets”

i nclude at |east the book value (if not the market val ue) of
property, plant, and equipnent, arguing that it is unrealistic to
assunme that these assets are val uel ess or incapable of being

I i qui dat ed.

Di scussion: The Secretary has decided not to consider the market

val ue of property, plant, and equi pnent because accepting the
mar ket val ue of those assets would introduce a significant anount
of subjectivity into the ratio cal cul ati ons--the apprai sed val ue
of those assets may di ffer depending on the person nmaking the
apprai sal and the nethod by which that appraisal is nade (such as

future cash flows or conparable sales). |In addition, the ratio
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met hodol ogy woul d favor unfairly an institution that chose to
bear appraisal costs over an institution that did not simlarly
do so.

Changes: None.

Comrent s regardi ng second-tier and trend anal ysis: Several

comenters suggested that the Secretary performa "second-tier
anal ysi s" or use trend data to determ ne whether an institution
that fails to achieve the required conposite score is
neverthel ess financially responsible.

O her comenters believed that trend analysis is nore
reveal i ng than the proposed one-year snapshot of an institution's
financial health and suggested that the Secretary require that
CPAs include that analysis as part of the institution's audited
statenents. One of these comenters stated that since trend data
is available to an institution's current CPA, the CPA could add a
footnote to the financial statenment that contained the required
ratio results for the institution's three nost current fiscal
years, as well as an average for that three-year period.

Anot her comrenter argued that the proposed rati o nethodol ogy
is usel ess because it enploys hybrid ratios that cannot be
benchmarked. This commenter proposed instead that the standards
consist of aliquidity ratio, a trend analysis of cash flows from
operations, and a different, better defined inconme ratio.

One comenter believed that the proposed nethodol ogy shoul d
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be discarded in favor of nore easily constructed neasures,
including a three-year averaged adjusted current ratio of 1:1
that woul d conpare tangi ble current assets wth adjusted current
liabilities and a five- to ten-year trend analysis of cash flows
from operati ons.

Di scussion: In addition to the ratios suggested by the

comenters previously discussed under this Part, the Secretary
considered other ratios (Age of Plant, Cash Incone, Secondary
Reserve, and Debt to Total Assets) that could be used as
secondary neasures.

The Secretary did not adopt these ratios because, |ike the
rati os suggested by the comenters, they neasure financial health
nmore narrowmy than the Primary Reserve, Equity, and Net |ncone
rati os. Moreover, the Secretary believes that these ratios do
not provide significant additional insight with respect to
evaluating the financial health of an institution that would
warrant their inclusion in the nethodol ogy.

Al though the Secretary believes that trend anal ysis coul d be
a useful approach or consideration in determ ning whet her an
institution is financially responsible, historical data regarding
the ratios and the ratio nmethodol ogy nmust first be obtained and
anal yzed before pronul gating regul ati ons.

Changes: None.

Comments regardi ng extraordi nary gains and | osses: Several
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comenters representing the proprietary sector opposed the
proposal under which the Secretary may exercise discretion in
determ ning whether an institution is financially responsible.
Under this proposal, the Secretary may deci de to excl ude
extraordinary gains and | osses, incone or |osses from

di sconti nued operations, prior period adjustnents, and the

cunmul ative effects of changes in accounting principles. The
commenters argued that the uncertainty inherent in this proposal
woul d make it difficult for an institution to cal culate the
ratios (preventing the institution fromdetermning its

regul atory status), and to develop a plan to conpensate for a
treatnment that may exclude these itens. Mreover, the comenters
believed that if sone institutions are favored by this

di scretionary treatnent, public confidence in the fairness of the
proposed net hodol ogy woul d be eroded. For these reasons, the
coment ers suggested that the proposal be anended by elim nating
the Secretary's discretion in favor of excluding these itens for
all institutions.

Di scussion: The commenters are correct that extraordi nary gains

and | osses, incone or |osses fromdiscontinued operations, prior
period adjustnents, and the cumul ative effects of changes in
accounting principles, should be excluded fromthe cal cul ati on of
the Net Inconme ratio because these itens are generally non-

recurring and do not reflect the institution's continuing
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operations. The Secretary notes that these itens are generally
excluded fromthe ratio cal cul ati ons.

The commenters are also correct in arguing that the ratio
nmet hodol ogy should treat all institutions fairly with respect to
these itens, and that is the basis for the Secretary’s
di scretion. It has been the Secretary’s experience that certain
institutions do not present these itens in accordance with GAAP
or enpl oy questionable accounting treatnents that beneficially
distort their financial condition. Consequently, the Secretary
retains the discretion to include or exclude these itens, or
i nclude or exclude the effects of questionable accounting
treat nents.
Changes: The itens that the Secretary may exclude fromthe ratio
cal cul ati ons proposed under 8668.173(e) are rel ocated under
8668. 172(c) and revised to provide that the Secretary generally
excl udes extraordinary gains or |osses, incone or |osses from
di sconti nued operations, prior period adjustnents, the cumul ative
effect of changes in accounting principles, and the effect of
changes in accounting estimates. This section is also revised to
provide that the Secretary may include or exclude the effects of
guestionabl e accounting treatnents.

Comments regardi ng unsecured rel ated party recei vabl es and

i ntangi bl e assets: Several commenters naintained that because

GAAP requires that an asset possess value before it can be
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included in a financial statenent, the Secretary inproperly
excl udes all unsecured related party receivables on the
assunption that those receivabl es have no value. The commenters
believed that in order to obtain a conplete and accurate picture
of an institution's cash flow, and thus financial condition, the
Secretary nust change the definition of "adjusted equity" to
i nclude intangi bl e assets, unsecured related party receivabl es,
and fixed assets that the institution's independent auditor
determ nes have value and liquidity. The comenters suggested
that adjusted equity include at |least the followng: (1) fixed
assets and intangi ble assets that the institution's CPA
determ nes to have value and liquidity, and (2) unsecured rel ated
party receivables, if the related party co-signs the
institution's Program Participation Agreenent and satisfies the
sanme financial ratios required of the institution.

O her comenters suggested that equity be defined in
accordance wth the FASB pronouncenent, "Accounting for the
| mpai rment of Long-Lived Assets", maintaining that al
aut horitative accounting pronouncenents nust be taken into
account in preparing financial statenents under GAAP

Several comenters argued that excluding intangible assets
di sregards accounting conventions used when acqui sitions occur.

A comrenter asserted that the definition of intangible assets

contained in Accounting Principles Board (APB) Opinion No. 17 is
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too vague to be useful, and that the final rules should include a
clarification of the term specifically as it relates to deferred
tax benefits, deferred direct response advertising costs,
deferred enrol |l nent expenses, and prepai d expenses.

A few commenters responding to the alternative set forth by
the Secretary during the extended comment period for dealing with
i ntangi bl e assets--that intangibles could either be excluded from
the calculation of the Equity ratio or that the strength factors
for the Equity ratio could be increased to conpensate for
i ncludi ng i ntangi bl es--generally preferred to exclude intangi bl es
because this alternative would di sadvantage fewer institutions.
One of these comenters suggested, however, that the Secretary
i ncl ude intangi bl e assets but not increase the strength factors
in cases where those assets are |less than 10 percent of
sharehol ders’ equity. Another commenter suggested that the
Secretary include in the calculation of the ratios a portion of
i ntangi bl e assets but require that an institution anortize those
assets over a limted period, for exanple eight years.

O her comrenters fromproprietary institutions believed that
the Secretary shoul d exclude intangi bl e assets because of the
difficulties in valuing those assets.

Di scussion: The Secretary uses the term"intangible assets"” with

the sane nmeaning as the definition contained in APB Opi ni on No.

17, Intangi ble Assets, and disagrees that this definition is
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unsui table for regulatory purposes. That definition, which may
not be all inclusive, includes specifically identifiable

intangi bles, i.e., patents, franchises, and trademarks. The
definition also includes the nost common intangi bl e asset,
goodwi I I. "Goodwi Il" is the commbn nane used to describe the
excess of the cost of an acquired enterprise over the sum of
identifiable net assets. The Secretary notes that itens such as
deferred tax assets and liabilities, deferred enroll nent
expenses, deferred direct response advertising costs and prepaid
expenses do not neet the definition of an intangi ble asset in
accordance wth the definition in APB Opinion No. 17.

The Secretary does not agree that intangi ble assets should be
included in the calculation of the ratios, because those assets
generally represent anounts that are not readily available to
meet obligations. |In addition, the Secretary believes that
i ncl udi ng those assets would inject a very subjective el enent
into the ratio calculations, |leading to an eval uation of
financial health that would be arbitrary, or that could overstate
significantly the financial health of an institution. Although
anounts on financial statenents are estinmates to varying degrees,
goodwi I | valuation is particularly subjective. |In review ng the
financial statenments of the proprietary sector, the Secretary
found that the two nost conmon intangi bles were goodw || (excess

purchase price over the fair value of assets purchased) and
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covenants not to conpete. Cearly there is no established market
for those assets and assigning a value to those assets for

pur poses of determ ning financial responsibility would be

subj ective at best. Moreover, there is the problemof the nature
of the asset itself--it is highly unlikely that an institution
could sell intangible assets to neet its general obligations. |If
an institution finds itself in need of |iquidating assets during
its normal business cycle to neet obligations, an asset such as
goodwi Il is likely inmpaired. Also, in review ng financi al
standards for other industries |Iike banking and securities, the
Secretary found that renoving intangibles when cal cul ati ng
regulatory equity is a generally accepted practice.

Wth regard to unsecured related party receivables, the
enpirical data show that these receivables occur mainly in the
proprietary sector where an institution is one entity in a
comonl y-control | ed busi ness group. Generally, unsecured related
party receivables result fromvarious interconpany transactions
i ncluding shifting cash fromone entity to another in the form of
advances, interconpany sales for goods and services, or through
nmore formal borrow ng arrangenments. Because the control over the
repaynent of the transaction usually lies conpletely with the
“owners” of the business group, the receivable has little or no
value to the institution whose financial responsibility is being

evaluated. Also, in an admnistrative proceedi ng, unsecured or
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uncol l ateralized related party recei vables are not recognized by
the judge as assets available to satisfy the obligations of an
institution. For these reasons, the Secretary excludes these
recei vables fromthe ratio cal cul ati ons.

Wth regard to the commenters fromprivate col |l eges and
universities who objected to the blanket exclusion of rel ated
party receivables fromthe ratio cal cul ati ons, these commenters
are likely referring to annual pl edges from churches or other
benefactors, and not to related party receivabl es as defined
under GAAP. On this matter, the Secretary foll ows the guidance
of FASB Statenent 116, which prescribes criteria for recording
pl edges (unconditional prom ses to give) in the financial
statenents of colleges and universities as net contributions
receivable. The Statenent defines the term"prom se to give"
usi ng the common neani ng of the word pronmise--a witten or oral
agreenent to do (or not to do) sonmething. A promse to giveis a
witten or oral agreement to contribute cash or other assets to
another entity. A promse carries rights and obligations--the
recipient of a promse to give has a right to expect that the
prom sed assets will be transferred in the future, and the maker
has a social and noral obligation, and generally a | egal
obligation, to make the prom sed transfer. The making or
receiving of an unconditional promse to give is an event that,

i ke other contributions, neets the fundanental recognition

115



criteria. The Secretary will include these assets (such as

pl edges from church rel ated organi zati ons, community foundations,
and trust funds) in the calculation of the nunerators of the
Primary Reserve and Equity ratios if they neet these requirenents
as set forth under FASB 116 and are recorded as an econom c
resource in an institution’s audited financial statenents.

Wth regard to deferred marketing costs, the Secretary is
concerned that institutions that record deferred direct response
advertising costs as an asset are not always following the letter
or spirit of the published guidance on this subject. The
Secretary has experienced significant abuses with regard to
recordi ng those costs--institutions are listing itens as assets
that do not neet the criteria in the Accounting Standards
Division - Statenment of Position (SOP) 93-7, Reporting on
Advertising Costs. In instances where the Secretary determ nes
t hat abuses are occurring the Secretary will exclude those assets
fromthe ratio cal cul ations.

Wth respect to deferred direct response advertising costs,
the Secretary will specifically determ ne whether (1) the primary
purpose of the advertising is to elicit sales to custoners who
have responded to that advertising, and (2) that advertising
results in probable future benefits.

Speci fic docunentation that the Secretary may request with

respect to the first itemincludes the follow ng:
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(1) Files indicating the custonmer nanmes and the rel ated
di rect-response advertisenent;

(2) A coded order form coupon or response card, included
with an advertisenent, indicating the custoner’s nane; and

(3) A log of custoners who have nmade phone calls to a nunber
appearing in an advertisenent, linking those calls to the
adverti senment.

The Secretary also remnds institutions that the conditions
in SOP 93-7 nmust be nmet in order to report the costs of
direct-response advertising as assets. The Secretary believes
that those conditions are narrow because it is generally
difficult to determ ne the probable future benefits of the
advertising with the degree of reliability sufficient to report
rel ated costs as deferred assets.

Changes: None.

Part 6. Comments regardi ng the proposed strength factors.

Comrents regardi ng the scoring process: Several comenters

mai nt ai ned that the proposed ratio nethodology is fl awed because
slight changes in a single factor could create an unusual
variance in an institution's conposite score.

O her comenters noted that an institution could
automatically receive a strength factor score of 1.0 on all its
ratios regardless of its financial condition, and questioned this

procedure given that it would equate institutions that have a net
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| oss or deficit with institutions that are profitable and have
positive equity.

Several comenters were concerned that the nedia would use
the conposite scores of institutions in frivolous and very
m sl eadi ng ways such as ranking institutions by those scores.

Di scussion: The Secretary agrees that under the proposed

met hodol ogy a mnor difference in a ratio result could

di sproportionately affect an institution's conposite score. For
exanple, a proprietary institution with a Primary Reserve ratio
result of 0.29 would be assigned a strength factor score of 2.0,
whereas another institution with only a marginally better ratio
result of 0.30 would be assigned a higher strength factor, 3.0.
Assuming that all other factors are equal, the latter institution
woul d receive a higher conposite score even though the ratio
results of both institutions are essentially the sane. In

addi tion, because the proposed strength factors represent a range
of ratio results, a proprietary institution wwth a Primry
Reserve ratio result of 0.30 would be assigned the sane strength
factor as an institution with a higher ratio result, 0.49. To
elimnate the effects of differences in ratio results, the
Secretary establishes in these regulations |inear algorithns
under which a strength factor score is cal cul ated based on an
institution's actual ratio result. For exanple, the strength

factor score for a proprietary institution with a Primary Reserve
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ratio result of 0.15 is calculated by nultiplying that ratio
result by a constant, using the algorithm0.15 X 20 = 3.0.

The Secretary al so agrees that the proposed procedure of
assigning a strength factor score of 1.0 for negative ratio
results does not differentiate sufficiently the financial health
of institutions on the |ower end of the scoring scale. 1In
addition, the Secretary believes that for the purpose of these
regul ations, it is not necessary to differentiate greatly anong
institutions at the higher end of the scale. Therefore, in
keeping with the nethodol ogy’ s desi gn objective that an
institution nmust denonstrate strength in one aspect of financial
health to conpensate for a weakness in another aspect and to
provide greater differentiation anong institutions on the | ower
end of the scale, the Secretary establishes in these regul ations

a scoring scale of negative 1.0 to positive 3.0.

I n devel oping the strength factor scores for each of the
ratios along this scale, the Secretary considered an
institution’s ability to satisfy its m ssion objectives relating
to technol ogy, capital replacenent, hunman capital, and program
initiatives. Specifically, the strength factor score reflects
the extent to which an institution has the financial resources
t o:

(1) Replace existing technology with newer technol ogy;
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(2) Replace physical capital that wears out over tine;

(3) Recruit, retain, and re-train faculty and staff (human
capital); and

(4) Devel op new prograns.

The Secretary acknow edges that the inportance of satisfying
t hese objectives varies frominstitution to institution but
believes that an institution nust satisfy these objectives over
time, not only to denonstrate that it has the financial resources
necessary to provide the education and services for which its
students contract, but also to nmeet the changing needs of its
students and the demands of the market pl ace.

The Secretary w shes to enphasi ze that the nethodol ogy
measures only the financial ability of an institution to carry
out these objectives. The nethodol ogy does not, nor is it
intended to, assess the quality of an institution’s educati onal
prograns or facilities; such quality assessnents are made by the

institution’s accrediting agency.

Changes: The procedures for cal cul ating the conposite score
proposed under 8668.173(a) are revised and rel ocated under

8668. 172(a) to provide for the calculation of the strength factor
scores. In addition, proposed Appendix F is revised and

suppl enmented by a new Appendix G to reflect a scoring scale from

negative 1.0 to positive 3.0, and to incorporate the |linear
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al gorithnms used to calculate the strength factor scores for each
of the ratios.

Comments regarding the strength factors:

Primary Reserve ratio: Several commenters believed that the

required ratio results associated with the strength factors
shoul d be | owered for proprietary institutions to reflect the
shorter prograns offered by those institutions, arguing that
since the ratio appears to gauge an institution's financi al
ability to conplete a program fewer resources are needed to
ensure the conpletion of short prograns.

One comrenter opined that the ratio val ues underlying the
Primary Reserve ratio strength factors for proprietary
institutions are too high, noting that none of the large
proprietary corporations he surveyed maintai ned adjusted equity
equal to 30 percent of their total year expenses. The comrenter
argued that as the strength factor levels for this ratio are
unfairly conparable to those proposed for non-profit
institutions, the Secretary should adjust the proprietary sector

strength factors as foll ows:

Rati o Result Strength Factor

.05 or less 1
.06-. 14 2
.15-. 24 3
. 25-. 34 4

.35 or nore 5
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Anot her comrenter al so reconmended that the Secretary revise
the Primary Reserve ratio strength factors as indicated
previously, arguing that the proposed factors penalize any

institution that chooses to invest in property and equi pnent.

Anot her commenter froma proprietary institution argued that
since the Primary Reserve rati o does not consider the tim ng of
expenses or the differences between variable and fixed expenses,
the ratio is difficult to value (it overl ooks too many vari abl es,
such as normal business cycles for fixed expenses, and the
ability of institutions to forego variable expenses during tinmes
of fiscal distress). The comrenter suggested that if the
Secretary establishes a Primary Reserve ratio in final
regul ations, the mddle range of the strength factors for this
rati o should reflect about 60-90 days of expenses, or about 17-25
percent of total annual expenses.

Equity ratio: Several comenters fromproprietary institutions

mai nt ai ned that the proposed ratio standards do not recognize
unused lines of credit or other direct nmeasures of ability to
borrow. One comrenter suggested that such a neasure shoul d be
constructed by conparing fixed assets to long-termdebt, with

strength factors as foll ows:
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Rati o Result Strength Factor

0.0 -0.18 1
0.19- 0.39 2
0.40 - 0.59 3
0.60 - 0.79 4

>0. 79 5

Anot her comment er maintai ned that the suggested Equity ratio
shoul d be anended to include such a neasure.

One comrenter froma proprietary institution maintained that
the strength factors for the Equity ratio should be set by
considering an acceptable ratio of long-termassets to |l ong-term
l[itabilities. The commenter argued that an institution that is
growing will expend its asset base in advance of recording incone
generated by those assets. According to the commenter, assum ng
a current ratio of 1:1, a ratio of long-termassets to |long-term

liabilities should have the follow ng strength factors:

Rati o Result Strength Factor

0.0 0
.10 1
. 20 2
.25 3
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Net Inconme ratio: Many commenters fromthe proprietary sector

bel i eved that the proposed strength factors for the Net |ncone
ratio are too high. Several of these commenters opined that the
enphasis placed on profitability under the proposed nethodol ogy
m ght tenpt institutions to raise tuition and cut back on
educational outlays, thus shortchangi ng students and | owering the

qual ity of education.

Several commenters fromthe proprietary sector objected to
the Net Inconme ratio, arguing that it would di scourage
institutions frominvesting in property, plant, and equi pnent
because it nmeasures net inconme after depreciation. The
comenters suggested two alternatives: (1) retaining the proposed
strength factors but reconstructing the ratio so that it is based
on operating profit; or (2) retaining the proposed ratio but
adjusting the strength factors.

One commenter froma proprietary institution stated that
certain accrediting agencies take a strong stance against profits
in excess of five percent. The commenter suggested therefore
that the Secretary take this into account in establishing
strength factors for the Net Incone ratio.

Al t hough several commenters agreed that the strength factors
for proprietary institutions should be higher than those for

non-profit institutions to take taxes into account, the
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commenters believed that the difference in the proposed strength
factors between these sectors is excessive. Assumng a tax rate
of 40 percent, the commenters suggested that conparabl e and
fairer strength factors for proprietary institutions should be
set at 166 percent of those for non-profit institutions. Under

this suggestion, the resulting strength factors woul d be:

Rati o Result Strength Factor

<0 1
0-.0166 2
0. 0167-. 049 3
0. 050-. 082 4
>0. 082 5

Anot her commenter argued that the strength factors for the
Net Income ratio for proprietary institutions should be set at
3.0 for a five percent profit level, and the rest of the range

set as foll ows:

Rati o Result Strength Factor

<.02 1
0.02-.035 2
0. 036-. 05 3
0. 051-.075 4

>. 075 5

One comenter suggested the follow ng strength factors,
opi ning that the proposed strength factors penalize an
institution that returns sonme of its operating profit to students

(by providing better qualified faculty and updated teaching tools
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and equi pment, and increasing student services):

Rati o Result Strength Factor

<0 1
0-.017 2
0. 018-.049 3
0. 050-. 082 4
>. 082 5

A comrent er suggested that the Secretary establish a
strength factor score of 3.0 for a net incone ratio of .03, to
reflect the amobunt of State and Federal incone taxes an
institution nmust pay.

Anot her commenter froma proprietary institution argued that
a low profit percentage does not necessarily indicate financial
weakness since incone tends to be lower for a financially healthy
institution during periods of expansion. Accordingly, the

comment er suggested the follow ng strength factors:

Rati o Result Strength Factor

<0.0 1
0.0-.015 2
>0. 015 3
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One comrenter recommended that the Secretary establish equal
strength factor levels for proprietaries and non-profits, anmend
the nunerator of the ratio for proprietaries to "lInconme After
Taxes", and inpute the taxes for proprietary institutions that

are Subchapter S corporations or partnerships.

Di scussion: The Secretary thanks the comenters for their

suggestions regardi ng the proposed strength factors. In view of

t hese comments, other comrents regarding the proposed ratios, and
the anal ysis perfornmed by KPMG during the extended conment

period, the Secretary revises the proposed strength factors.

I n devel oping the strength factor scores for each of the
ratios, the Secretary started by selecting critical points al ong
the scoring scale and determ ning the appropriate value (ratio
result) for each of those points. For exanple, a strength factor
score of 1.0 represents the |owest ratio result that the
Secretary believes an institution nust achieve to continue
oper ati ons, absent any adverse econom c conditions. Wth respect
to the Net Inconme ratio, a strength factor score of 1.0 equates
to aratio result of zero--the point where an institution just
barely operated within its nmeans. At this point, the institution
broke even on an accrual basis, but it did not add to or subtract
fromits overall wealth. Myving down the scale, a strength

factor score of zero indicates that the institution may have
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generated sufficient cash to neet its operating expenses, but, on
an accrual basis, the institution incurred a | oss. On the upper
end of the scale, a strength factor score of 3.0 indicates that
the institution not only operated within its neans, but that it
added to its overall wealth. The Secretary then drew a |ine that
best fit those values, resulting in the |linear algorithns.

Strength factor scores for the Primary Reserve rati o:

The strength factor score for the Primary Reserve ratio for a
proprietary institution is calculated using the foll ow ng
al gorithm

Strength factor score = 20 X Primary Reserve ratio result.

The strength factor score for the Primary Reserve ratio for a
private non-profit institution is calculated using the foll ow ng
al gorithm

Strength factor score = 10 X Primary Reserve ratio result.

The charts bel ow show the strength factor scores for specific

Primary Reserve ratio results.
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PRI MARY RESERVE RATI OS' STRENGIH FACTOR SCORES FOR PROPRI ETARY
I NSTI TUTI ONS

-.05 or 20 X (-.05) -1.0
| ess
0 20 X O 0
.05 20 X .05 1.0
. 075 20 X . 075 1.5
.15 or 20 X .15 3.0
greater

PRI MARY RESERVE RATI OS' STRENGIH FACTOR SCORES FCOR PRI VATE NON-

PROFI T | NSTI TUTI ONS

A Ratio Al gorithm Equal s a
Resul t (10 X Ratio Result) Strength
of Fact or

Score of

-.10 or 10 X -.10 -1.0

| ess

0 10 X O 0

.10 10 X .10 1.0

.15 10 X .15 1.5
.30 or 10 X .30 3.0

nor e
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As illustrated in the charts, for any strength factor score,

the Primary Reserve ratio result is twice as high for a

non-profit institution as it is for a proprietary institution.

There are two reasons for this difference.

First, proprietary institutions generally have shorter
busi ness cycles than non-profit institutions, i.e., a proprietary
institution generally has new cl asses starting throughout the
year whereas a non-profit institution typically has only two to
four starts (senmesters or quarters) each year. Because of these
shorter business cycles proprietary institutions are generally
not as dependent on reserves of liquid assets (as neasured by
Primary Reserve ratio) since they can rely nore on tuition
revenues for necessary liquidity. |In conparison, non-profit
institutions nmust generally nmaintain greater anounts of liquid
resources to fund short-term operations because of the |onger

period of tinme between recei pt of new revenues.

Second, proprietary institutions should generally be able to
obtain additional capital nmore quickly than non-profit
institutions because owners, unlike trustees, are free to invest
cash as needed to support operations and owners may i ncrease
expendabl e resources by leaving earnings in the institution. On
the other hand, non-profit institutions are generally dependent

on contributions fromdonors as their primry source of
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addi tional capital.

Di scussion of strength factor scores for the Prinmary Reserve

rati o:

Strength factor score of 1.0: A strength factor score of 1.0

indicates that an institution has very little margi n agai nst
adversity. For a proprietary institution, expendable resources
equal only five percent of its total expenses (stated another
way, the institution has about 18 days worth of resources that
can be liquidated in the short-termto cover current operations).
For a non-profit institution, expendable resources equal only 10
percent of its total expenses (the institution has about 37 days
worth of resources that can be liquidated in the short-termto

cover current operations).

At this level of expendable resources, the Secretary believes
that an institution may be able to make payroll and neet existing
obligations, but it will have difficulty financing any of its
m ssion objectives. Wth respect to the fundanental el enments of
financial health, a strength factor score of 1.0 indicates

relati ve weakness in viability and liquidity.

Strength factor score of zero: Myving down the scale, a strength

factor score of zero indicates than an institution has no margin
agai nst adversity--the value of its liabilities is equal to the

val ue of its expendabl e assets.
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Wth no expendabl e resources, the Secretary believes that the
institution will have difficulty neeting existing or future
obligations w thout additional revenue or support, i.e., the
institution is very sensitive to fluctuations in revenues or
unexpected | osses and will need to access shortly sonme resources
from addi tional borrowi ng, capital infusions, or conversions from
non- expendabl e assets to pay bills if it does not generate
sufficient resources fromrevenues. Wth respect to the
fundanental elenments of financial health, a strength factor score
of zero indicates weakness in financial viability and liquidity.
Below this level, an institution receives negative points toward

its conposite score.

Strength factor score of negative 1.0: A strength factor score

of negative 1.0 neans that an institution has negative expendabl e
resources--the value of its liabilities exceeds the value of its

expendabl e assets.

At this level, the Secretary believes the institution wll
have serious difficulties satisfying existing obligations, and
even nore difficulties neeting any of its m ssion objectives.
Because the institution is financing daily operations from
anot her source, it nust denonstrate sone strength in that other
source (revenue or ability to borrow) to earn positive points

toward its conposite score. A strength factor score of negative
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1.0 indicates extreme weakness in viability and liquidity.

Strength factor score of 3.0: On the other end of the scale, a

strength factor score of 3.0 indicates that an institution has a
heal t hy margi n agai nst adversity. For a proprietary institution,
expendabl e resources are equal to 15 percent of its total
expenses. The institution has about 55 days worth of resources
that can be liquidated in the short-termto cover current
operations--one or nore class starts. For a non-profit
institution, expendable resources are equal to 30 percent of its
total expenses. The institution has about 110 days worth of
resources that can be liquidated in the short-termto cover

current operations--about one senester.

At this level of expendable resources, the Secretary believes
than an institution has the resources to invest in human and
physi cal capital and new programinitiatives. The institution
denonstrates strength in the fundanental el enents of financial
viability and liquidity.

I n assessing the reasonabl eness of the strength factors for
the Primary Reserve ratio, the Secretary conpared these factors
to the standards set by Mbody's. Mdody’'s, a primary bond rating
agency, uses an expendabl e resources to operations ratio (simlar
to the Primary Reserve ratio) in analyzing credit worthiness.

The Secretary notes that the Moody’'s ratio is nore conservative
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than the Primary Reserve ratio because it considers only
unrestricted net assets as expendabl e resources whereas the
Primary Reserve ratio generally includes unrestricted net assets
and tenporarily restricted net assets as expendabl e resources.
The nedi an Mbody’s ratio for non-profit institutions wth a bond
rating of Aa is 4.58 for small institutions and 3.28 for |arge
institutions. (As this ratio decreases, the relative financi al
health of the institution decreases.) The nedian Mody’'s ratio
for institutions with a Baa bond rating is 0.669 for |arge
institutions and 0.449 for small institutions. The Mody’s
definition of their Baa grade is: “Mediumgrade obligations,
i.e., they are neither highly protected nor poorly secured. They
| ack outstanding characteristics and in fact have specul ative
characteristics as well.” Institutions in this category
represent a reasonable credit risk, but absent sone other factor
or set of circunstances, Mody’'s would not consider those

institutions to be financially healthy.

The Secretary notes that while there are differences between
the Mbody's ratio and the Primary Reserve ratio, the Primary
Reserve ratio result necessary to earn the highest strength
factor (0.30 for non-profit institutions, and 0.15 for
proprietary institutions) is |ower than the nedi an standard set

by Moody’'s for investnent grade institutions (0.669 or 0.449).
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The Secretary believes it is appropriate that the Primary
Reserve strength factors are |lower than the standards set by
Moody’s for two reasons. First, the ratio nmethodology is
designed to assess an institution’s financial health over the
short-term (a 12- to 18-nonth tine horizon), whereas the
repaynent period of the bonds being rated is generally long-term
Second, the rating agencies are assessing repaynent capabilities
in the normal course w thout abnormal events such as spending

endownent funds or liquidating fixed assets.
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Strength factor scores for the Equity ratio:

The strength factor score for the Equity ratio for both
proprietary and non-profit institutions is calculated using the

foll owi ng al gorithm

Strength factor score = 6 X Equity ratio result.

The chart bel ow shows the strength factor scores for specific
Equity ratio results.

EQUI TY RATIO

A Ratio Al gorithm Equal s a
(6 X Ratio Result) Strength
Resul t Fact or
Scor e
of : of :
-0. 167 6 X -0.167 -1
or |less
0 6 X0 0
0. 167 6 X 0.167 1
0. 250 6 X 0.250 1.5
0.50 or 6 X 0.50 3
nor e
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Di scussion of strength factor scores for the Equity ratio:

Strength factor score of 1.0: For a proprietary institution, a

strength factor score of 1.0 indicates that the owner is just
begi nning to denonstrate a financial commtnent to the business
since the institution's assets are greater than its liabilities,
but not by much. For a non-profit institution, a strength factor
score of 1.0 may reflect a permanent endowrent that provides sone
revenue or that nmay be drawn upon in extreme circunstances. In
either case, nost of the institution’s assets are subject to
clains of third parties--for every $10.00 in assets, the
institution has $8.33 in liabilities. Stated another way, the
institution's liabilities are five tinmes greater than its equity.
The Secretary believes that this relatively small anount of
equity indicates that the institution will have difficulty
borrowi ng at favorable market rates and that it has
a very limted ability to neet its technology and capital
repl acenent needs. Wth respect to the fundanental el enments of
financial health, a strength factor score of 1.0 indicates
relative weakness in financial viability, ability to borrow, and
capital resources.

Strength factor score of zero: Myving down the scale, an absence

of equity (strength factor score of zero) provides no evidence of

an owner's financial commtnent to the busi ness since there are
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no accunul ated earnings or invested anmounts beyond the
institution's liabilities to third parties. For a non-profit
institution, the absence of net assets indicates that there is
l[ittle or no permanent endowrent to draw upon in extrene

ci rcunst ances.

At this level, the value of the institution’s assets is equal
to the value of its liabilities. Consequently, the Secretary
believes that the institution wll have difficulty obtaining
addi tional financing because there may not be any assets to
secure that financing. For an institution with relatively old
pl ant assets that have been fully depreciated, zero equity
inplies that the institution nust rely on additional revenues,

i ncl udi ng pl edges or capital infusions, to build or invest in the
future. For an institution with newer plant assets, zero equity
inplies that the institution has stretched its borrow ng capacity
beyond a reasonable |imt. Wth respect to the fundanental

el emrents of financial health, a strength factor score of zero

i ndi cates weakness in viability, ability to borrow, and capital
resources. Below this level, an institution receives negative
points toward its conposite score.

Strength factor score of negative 1.0: A strength factor score

of negative 1.0 neans that the institution is virtually insolvent
since its obligations to third parties are greater than the

assets it has to satisfy those obligations. For every $11.67 (or
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nore) in liabilities, the institution has just $10.00 in assets.

At this level, the Secretary believes that the institution
has no ability or a significantly dimnished ability to borrow
because it has no resources, or very limted resources, to offer
as collateral that are not already subject to clainms of third
parties. Mreover, the institution will have difficulty nmeeting
any of its mssion objectives. The institution wll need to
denonstrate strength in another source (profitability), or the
owner will need to nake a capital infusion, to earn positive
points toward its conposite score. Wth respect to the
fundanental elenments of financial health, a strength factor score
of negative 1.0 indicates extrene weakness in viability, ability
to borrow, and capital resources.

Strength factor score of 3.0 On the upper end of the scale, a

strength factor score of 3.0 provides evidence of an owner’s
financial commtnent to the business, and for a non-profit
institution, it indicates the accunul ation of substantial net
assets, including permanent endowrent. The institution’s assets
are significantly greater than its liabilities--for every $10.00
in assets the institution has $5.00 in liabilities. Stated
anot her way, the institution’s liabilities are less than its
equity.

At this level, the Secretary believes that an institution has

t he resources necessary to borrow significant anmounts at
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favorabl e market rates, replace physical capital as needed, and
fund new programinitiatives. A strength factor score of 3.0
indicates strength in financial viability, ability to borrow, and
capital resources.

As wth the Primary Reserve ratio, the Secretary tested the
reasonabl eness of the Equity ratio strength factor scores by
conparing the scores in this case, to the data conpil ed by Robert
Morris Associates (RVA). The Secretary notes that although RVA
conpil es survey data fromvarious industries, it forns no
concl usi ons about those industries fromthat data. RMA uses a
total liabilities to tangible net worth ratio (total liabilities
divided by (total tangible assets - total liabilities)) that is
simlar to the Equity ratio ((total tangible assets - total
l[iabilities) divided by tangi ble assets). By using the RVA data,
l ending institutions and other investors can see how a particul ar
institution’s ratio result conpares to industry averages.

In the RVA 1996 Annual Statenent Studies, the nedian total
l[iabilities to tangible net worth ratio score for coll eges and
universities (SIC #8221) was generally around 0.50 but went as
high as 2.7 for small institutions--a 0.50 ratio result indicates
that for every $3.00 of assets, there is $1.00 in liabilities.
For SI C #8299, Services-School and Educational Services
(proprietary institutions), the nedian was around 1.3, but went

as high as 2.4--aratio result of 1.3 indicates that for every
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$1.77 of assets, there is $1.00 in liabilities.

Al though the 2 to 1 (assets to liabilities) relationship
necessary to earn the highest score for the Equity ratio is
slightly Iower than the RVA nedian for proprietary institutions,
2.3 to 1 (and nuch lower than the RVA nedian for non-profit
institutions, 3 to 1), the Secretary believes that the strength
factor score for the Equity ratio is reasonable for two reasons.
First, the nethodology is designed to differentiate nore anong
institutions on the lower end of the scoring scale, not at the
medi an or high end ranges. Second, the nethodol ogy neasures an
institution’s financial health over a relatively short tine
hori zon, 12-to-18 nonths, whereas users of the RVA data are
eval uating the institution over a nuch |longer tinme frane.

Strength factor scores for the Net |Incone ratio:

The strength factor score for the Net Incone ratio for a
proprietary institution is calculated using the foll ow ng
al gorithm

Strength factor score =1 + (33.3 X Net Incone ratio result).

The strength factor score for the Net Incone ratio for a private
non-profit institution is calculated using the follow ng
al gorithns:

If the Net Incone ratio result is negative, the Strength

factor score =1 + (25 X Net Incone ratio result);

If the Net incone ratio result is positive, the Strength
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factor score =1 + (50 x Net Incone ratio result); or

If the Net Incone ratio result is zero, the Strength factor

score = 1.
The charts bel ow show the strength factor scores for specific

Net | ncone ratio results.
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NET | NCOMVE RATI OGS

STRENGTH FACTOR SCORES FOR PROPRI ETARY

A Ratio
Resul t

of :

I NSTI TUTI ONS

Al gorithm

Equal s a

1 + (33.3 X Net Inconme Ratio Strength

Resul t)

Fact or
Scor e
of :

-0.06 or 1+ (33.3 X -0.06) -1.0
| ess
-0.03 1+ (33.3 X -0.03) 0
0. 00 1 + (33.3 X 0.00) 1.0
0. 015 1 + (33.3 X 0.015) 1.5
0. 06 or 1 + (33.3 X 0.06) 3.0
nmor e

NET | NCOVE RATI GS8

STRENGTH FACTOR SCORES FOR PRI VATE NON- PROFI T

A Ratio
Resul t
of :

I NSTI TUTI ONS

Al gorithm (see bel ow)

Equal s a
Strength
Fact or
Score
of :

-0.08 1 + (25 X -0.08) -1.0
(or
| ess)
-0.04 1 + (25 X -0.04) 0
0. 00 If ratio equals zero, 1.0
strength factor score
automatically equals 1
0.01 1 + (50 X 0.01) 1.5
0.04 (or 1 + (50 X 0.04) 3.0
greater)
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The Secretary is convinced by the comenters not to unduly
penalize institutions that incur a small operating |loss, and to
mai ntain a nore neutral position on those institutions that break
even. Therefore, the Secretary allows an institution with a
smal | operating |oss to earn positive points toward its conposite
score by taking into account that the institution may be

generating positive cash flow despite those | osses.

Based on the anal ysis conducted by KPMG during the extended
coment period, the Secretary found that, on average, three
percent of the expenses for proprietary institutions related to
non-cash itens such as depreciation or anortization. The
correspondi ng anmount for non-profit institutions was
approximately four percent. The Secretary believes that an
institution should generally be able to endure three or four
percent | osses before being forced to rely on expendabl e reserves
or its ability to raise additional capital or sell off any of its
infrastructure to continue operations. Although the Secretary
found that sonme institutions had significantly higher anmounts of
depreciation, limting the depreciation estimate to these
percent ages adds a degree of conservatismto the nethodol ogy. |If
hi gher percentages were adopted, an institution would be able to
i ncur larger operating |losses (including cash | osses) before

recei ving negative points toward its conposite score. Moreover
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hi gher depreciation estimtes woul d have the perverse effect of
rewarding an institution that incurred sizable operating | osses
but had little or no depreciation expense (the institution’s
assets nmay be nearly or fully depreciated, indicating

t echnol ogi cal and physi cal obsol escence). Therefore, the
Secretary set a strength factor score of 1.0 for the Net I|ncone
ratio at the point where an institution is estimated to break

even on an accrual basis, and a strength factor score of zero at

the point where an institution is estimated to break even on a

cash basi s.

The Secretary also agrees with the coomenters fromthe
proprietary sector that the conbined effect of the proposed
strength factors and wei ghting placed too nuch enphasis on the
Net Inconme ratio. |In addition, research conducted by KPMG during
t he extended comrent period indicates that a six percent return
on revenue for proprietary institutions, and a four percent
return for non-profit institutions, are reasonabl e val ues for
those institutions to earn the highest strength factor score for

the Net |Inconme ratio.

I ndustry Norns and Key Busi ness Ratios, published by Dun &

Bradstreet, indicates that the return on sales ratio (net profit
after taxes divided by annual sales) for the mddle quartile of

conparabl e industries (SIC codes 82, 8243, 8244, and 8299) is
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three or four percent. The Al manac of Business and I ndustri al

Fi nanci al Ratios, authored by Leo Troy, Ph.D., shows that simlar

industries’ typical pre-tax profit as a percentage of net sales
is between two and seven percent. As with the Mbody' s and RVA

data di scussed earlier, the information published by Dun &

Bradstreet and Leo Troy is used only to test the reasonabl eness

of the strength factor scores for the Net Incone ratio.

In addition, Mody' s uses a return on unrestricted net assets
ratio and their literature shows that the nedian results for
smal|l non-profit institutions is 0.043--very close to the 0.04
Net Income ratio result needed to earn the highest strength
factor score. For large non-profit institutions, the nedian
result is 0.052. The Secretary notes that the ratio used by
Moody’ s excl udes i nvestnent gains and neasures net inconme as a
percent age of net assets, not total revenue, so it is not

perfectly conparable with the Net Incone ratio.

Di scussion of strength factor scores for the Net Incone ratio:

Strength factor score of 1.0: A strength factor score of 1.0

indicates that an institution just barely operated within its
means. On an accrual basis, the institution broke even. At this
|l evel the institution is able to fund historical capital

repl acenent costs, but is not conpletely providing for the future

repl eni shnment of its capital assets.
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The Secretary believes that an institution needs to generate
operating surpluses because, absent those surpluses, it cannot
grow its margi n agai nst adversity w thout capital infusions or
donor contributions. A strength factor score of 1.0 indicates
rel ati ve weakness on the fundanental financial elenment of
profitability.

Strength factor score of zero: Myving down the scale, a strength

factor score of zero indicates than an institution did not
operate within its neans during its operating cycle, but may have
broken even on a cash basis, i.e., the institution may have
generated sufficient cash to neet its operating expenses, but it
did not fund its non-cash expenses. On an accrual basis, a
proprietary institution incurred a | oss equal to three percent of
its total revenues, and a non-profit institution incurred a |oss

equal to four percent of its total revenues.

At this level, the Secretary believes that an institution is
unable to fund its capital replacenent costs and that it cannot
continue operations for an extended tinme w thout depleting its
equity. A strength factor score of zero indicates weakness on
the fundanental financial elenment of profitability. Belowthis
| evel, an institution receives negative points toward its

conposite score.

Strength factor score of negative 1.0: A strength factor score
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of negative 1.0 indicates that an institution not only did not
operate within its neans, but that its operations nost |ikely
produced negative cash flow since | osses exceeded non-cash
expenses. On an accrual basis, a proprietary institution
incurred | osses equal to 6 percent (or nore) of its total
revenues, while a non-profit institution incurred | osses equal to
8 percent (or nore) of its revenues.

At this level, the institution decreased its nmargin against
adversity and continued | osses will deplete its other resources.
A strength factor score of negative 1.0 indicates weakness in the

fundanmental financial element of profitability.

Strength factor score of 3.0 On the upper end of the scale, a

strength factor score of 3.0 indicates that an institution not
only operated within its neans, but added to its overall wealth,
thus increasing its margin agai nst adversity. On an accrual
basis, a proprietary institution generated operating surpluses
equal to at least six percent of its total revenues, and a non-
profit institution generated surpluses equal to at |east four
percent of its total revenues.

At this level, the Secretary believes that the institution is
not only funding its capital replacenent costs, but that it has
operating surpluses to invest in new programinitiatives and

human and physical capital. A strength factor score of 3.0
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i ndi cates strength on the fundanental financial elenent of
profitability.

Changes: As discussed in this Part, proposed Appendix F is

revi sed and suppl enented by a new Appendix Gto reflect the
strength factor scores for each of the ratios, and to provide the

linear algorithnms used to cal cul ate those scores.

Part 7. Comments regarding the weighting of the proposed rati os.

Comments: A commenter froma proprietary institution believed
that the proposed strength factor val ues and wei ghting of the
Primary Reserve ratio for proprietary institutions are too | ow
The commenter argued that the weighting given to the Primary
Reserve ratio should be at |east equal to the weighting given to
the Net Incone ratio because the retained wealth of an
institution, which can be used to weather financial difficulties,
is just as inportant as the one-year profit earned by the
institution. Accordingly, the commenter suggested that the
Secretary weight the ratios as follows: 40 percent for the
Primary Reserve ratio, 30 percent for the Net Incone ratio, and
30 percent for the Viability ratio.

A commenter froma proprietary institution opined that if the
Secretary substitutes an Equity ratio for the Viability ratio,
the Secretary should weight the Equity ratio the nost because it

is the ratio that best neasures long-termfinancial stability.
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Commenters fromproprietary institutions believed that a 50
percent weighting on the Net Incone ratio placed too nuch
enphasis on the short-termfinancial situation of the
institution. One of these comrenters suggested instead that al
of the ratios should be weighted equally. Along the sane |ines,
ot her comrenters fromproprietary institutions favored | owering
the weighting of the Net Inconme ratio from50 percent to 30
percent or 40 percent, while another commenter suggested that the
Secretary assign the sane weight to the Net Incone ratio for
proprietary institutions that is assigned to non-profit

institutions.

Some commenters believed that the proposed wei ghting of the
inconme ratio would lead to fiscal m smanagenent (institutions
woul d need to stockpile profits to neet the ratio standards) or
encourage unscrupul ous for-profit institutions to declare and pay

out huge dividends to owners.

One comrenter representing proprietary institutions
appreci ated the Secretary's willingness to revise the proposed
ratio weights in response to public comrent, but believed that
t he suggested revised weights noved too far in reducing the
wei ght of the Net Incone ratio and increasing the weight of the
Primary Reserve ratio for proprietary institutions. The

comenter asserted that because the proprietary sector consists
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of a variety of institutions of different sizes, structures, and
managenent phil osophies (and nust deal with a variety of
different tax issues), the Secretary should place the majority of
t he wei ght on the conbination of the ratios that neasure
financial health in the short and long-term the Net |Incone and
Equity ratios. The comrenter suggested that an equitable

wei ghting woul d be in the neighborhood of 40 percent for the

Equity ratio, 40 percent for the Net Inconme ratio, and 20 percent

for the Primary Reserve rati o.

Anot her comrenter believed that the two nost inportant
factors for determning the financial responsibility of a
proprietary institution are whether the institution is making a
profit and the anount of tangible net worth the institution has
avail able to sustain |losses. Accordingly, the commenter
suggested that the Secretary weight the Net Inconme ratio at 50
percent, the Equity ratio at 30 percent, and the Primary Reserve
ratio at 20 percent. Alternatively, the commenter opined that
wei ghting the Net Incone and Equity ratios at 40 percent each
woul d al so be reasonable. The comenter believed strongly that
the weighting for the Primary Reserve coul d be increased above 20
percent, but only if the ratio results required for the
correspondi ng strength factors are reduced or if the Secretary

nodi fies the definition of adjusted equity to include fixed
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assets.

O her comrenters suggested various ot her weighting
percentages that the Secretary should adopt for proprietary
institutions, including weighting the Equity ratio at 30 percent,
the Primary Reserve ratio at 20 percent, and the Net Incone ratio

at 50 percent.

A conmmenter representing private non-profit institutions
argued that the Secretary should consider any institution to be
financially responsible if that institution has positive
expendabl e net assets and generates an annual surplus of revenues
over expenses because such an institution does not represent a
threat to Federal funds. Accordingly, the comenter recomended
that the Secretary weight the Net Income ratio nore heavily and
in a manner that establishes the financial responsibility
standard for private non-profit institutions as breaking even or
running a small surplus annually. Simlarly, another comrenter
froma private non-profit institution objected that the proposed
rati o met hodol ogy wei ghts the two bal ance sheet ratios (Viability
and Primary Reserve) nore heavily than the incone statenent ratio
(Net Incone). The commenter believed that this weighting schene
m nimzes the value of strong operating results (as neasured by
annual changes in unrestricted net assets), and favors unfairly

institutions with substanti al expendabl e net assets. Along the
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sane |ines, another commenter suggested that the Prinmary Reserve
and Net Incone ratios for private non-profit institutions be

wei ght ed equal | y.

O her comrenters fromthe non-profit sector believed that the
Primary Reserve ratio was too heavily weighted (55 percent),
argui ng that such a weighting would create a disincentive for
institutions to invest internal funds in plant assets even if

t hose assets were revenue producing (such as dormtories).

Di scussion: The Secretary thanks the comenters for their

suggestions regardi ng the wei ghting percentages.

Di scussion regarding the relative inportance (wei ghting

percent ages) of each of the ratios for proprietary institutions:

Regardi ng these and other comments from proprietary
institutions that the weighting percentage for the Primary
Reserve rati o should not be increased fromthe proposed | evel of
20 percent, the Secretary notes that expendabl e resources are
measured by two of the proposed ratios, Primary Reserve and
Viability, that together carry a conbi ned wei ght of 50 percent.
The Primary Reserve rati o neasures expendabl e resources in
relation to total expenses and the Viability rati o neasures
expendabl e resources in relation to total Iong-termdebt. Since
the proposed Viability ratio has been elimnated in favor of the

Equity ratio, the Secretary believes that the weighting
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percentage for the Primary Reserve ratio nust be increased
because it is the only remaining nmeasure of an institution’s
expendabl e resources. However, the Secretary does not believe
that the weighting percentage of the Primary Reserve ratio should
be increased to reflect the conbined weight given to expendable
resources under the proposed net hodol ogy because the inportance
of expendabl e resources to proprietary institutions is sonmewhat
mtigated for two reasons. First, since proprietary institutions
have frequent class starts they can rely nore on tuition revenues
than on reserves of liquid assets to neet near-term needs.

Second, by conparing expendable equity to debt, the Viability
ratio provided a neasure of an institution's ability to borrow

that is now provided by the Equity rati o.

The Secretary agrees with the commenters who argued that the
Primary Reserve and Equity ratios are just as or nore inportant
than the Net Incone ratio because together these bal ance sheet
ratios reflect all of the resources accunul ated over tine by an
institution that are available to the institution to support its
current and future operations. By conparing tangible equity to
tangi ble total assets, the Equity ratio provides a neasure of the
total resources that are financed by accunul ated earni ngs and
owner investnents, or, stated another way, the anount of an

institution’s assets that are subject to clains of third parties.
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In so doing, the Equity ratio provides an indication of the

comm tnment of an owner to the institution--a higher ratio
indicates a greater conm tnment on the owner’s part because a
greater percentage of the owner’s capital is at risk than would
otherwi se be the case if that institution was either highly

| everaged or the owner had taken capital out of the institution.
However, unlike the Primary Reserve ratio (or the Viability
ratio), the Equity ratio does not provide a direct neasure of the
amount of resources that an institution has to neet its near-term
obligations. Rather, the Equity ratio provides a high-level view
of an institution’s overall capitalization, and by inference its
proportionate ability to borrow. Thus, the Equity ratio

suppl enents the direct neasure of the resources that an
institution has available in the near-term (i.e., expendable
resources neasured by the Primary Reserve ratio) by providing a
measure of all of the resources available to the institution to
support its operations. |In conbination, the Primary Reserve and
Equity ratios reflect the financial viability of an institution;
that is, the ability of the institution to continue to achieve

its operating and m ssion objectives over the long-term

Wth regard to the weighting of the Net Incone ratio, the
Secretary is convinced by the commenters that in enphasizing

profitability (by weighting the Net Incone ratio at 50 percent),
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t he proposed net hodol ogy may encourage proprietary institutions
to cut back on necessary educational expenses or engage in other
i nappropriate behaviors. In addition, the Secretary agrees with
t hese and ot her comrenters that m nor operating |osses or year-
to-year fluctuations in profits may not severely inpair an
institution fromneeting its operating objectives in any
particul ar year as long as the institution has other resources
avail able to support its operations. For these reasons, the
Secretary believes that the weighting percentage for the Net

| ncome ratio nmust be reduced. However, the Net Incone ratio nust
still carry a significant weight because operating profits
increase the institution’s financial health over tine and are
necessary for a proprietary institution to neet one of its
primary objectives--to distribute earnings to owners and

shar ehol ders.

Di scussion regarding the relative inportance (wei ghting

percent ages) of each of the ratios for non-profit institutions:

The Secretary agrees that the weighting percentage for the
Net Inconme ratio nmust be increased because the proposed
met hodol ogy does not adequately account for strong operating
performance. However, that increase nmust be limted because,
unli ke proprietary institutions, generating operating surpl uses

is not an objective of many non-profit institutions. In
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addi tion, accunul ated operating surpluses are reflected in the
Equity ratio.

The Secretary al so agrees with the coments that the proposed
wei ghting of Primary Reserve ratio (55 percent) is too high and
t hat enphasi zi ng the inportance of expendabl e resources nmay
create a disincentive for institutions to invest internal funds
i n necessary non-expendabl e assets. By using internal funds to
finance the cost of plant assets, an institution s expendabl e
resources are reduced, lowering both its Primary Reserve and
Viability ratios. Because these two ratios carry a conbi ned
wei ght of 90 percent under the proposed net hodol ogy, a business
decision to use internal funds for these purposes nmay
substantially inpact an institution’s conposite score. Although
the Secretary believes that the weighting percentage of the
Primary Reserve ratio nust be reduced, it nust still carry a
significant weight for two reasons. First, since the operating
cycles for non-profit institutions are generally tied to
senesters or terns (as conpared to proprietary institutions that
general ly have nore frequent class starts), non-profit
institutions must rely nore on expendabl e reserves than on
tuition revenues to neet near-termneeds. Second, since the
Viability ratio has been elimnated in favor of the Equity ratio

that considers all of an institution’s resources (including fixed
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assets and endownents), the inpact of any reduction in expendabl e
reserves reflected by the Viability ratio is also elim nated.
Changes: In view of this discussion, and the professional

j udgment of the Departnent and KPM5 the Secretary establishes

the follow ng wei ghting percentages:

Proprietary Private Non-

institutions profit
institutions
Primary 30 percent 40 percent
Reserve
Equity 40 percent 40 percent
Net | ncone 30 percent 20 percent

Proposed Appendix F is revised and suppl enmented by a new Appendi x

Gto reflect these weighting percentages.
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Part 8. Comments regardi ng the proposed rati o nethodol ogy as a

test of financial responsibility.

Comments regardi ng the conposite score standard: Many commenters

fromprivate non-profit institutions opposed the creation of a
"bright line" standard (i.e., the 1.75 conposite score) based on
the KPMG report. These conmmenters naintai ned that the KPMG
report did not establish a test of financial responsibility, but
nmerely recomrended a screening process under which the Secretary
could easily identify probleminstitutions. The commenters
recomended that the Secretary renove the bright |ine standard as
a test of financial responsibility and instead perform additional
anal yses of institutions falling below the 1.75 conposite score
bef ore determ ni ng whether those institutions are financially
responsi bl e.

Several comenters fromproprietary institutions maintained
that the 1.75 conposite score was too high, and that the
Secretary shoul d either abandon or revise the proposed
met hodol ogy.

One commenter froma proprietary institution suggested that
because of the uncertainty of the inpact of these ratios, the
Secretary should establish a three-year period of eval uation
during which the conposite score would be set at 1.25.

Several comenters opined that the Secretary shoul d not

conclude that an institution is not financially responsible
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solely because it failed to achieve a 1.75 conposite score. The
commenters asserted that certain occurrences, such as retirenent
incentive plans fornul ated to downsi ze an institution, could nmake
it appear that the institution is not financially responsibly
under the proposed rati o nethodol ogy, when in fact the
institution is financially healthy. The comenters suggested
that the Secretary should determne that an institution is not
financially responsible only if an independent auditor indicates
concern about the institution's financial health in the

| ndependent Auditor's Report or Managenent Letter comments.

A commenter froma proprietary institution suggested that the
Secretary establish the conposite score requirenent based on the
followng rationale: if the Secretary allows an institution that
| oses noney to pass the conposite score requirenent, the
institution should be allowed to pass only if it is able under
the other ratios to operate for 45 days by using its equity to
meet current expenses. According to the commenter, this would
lead to the follow ng set of strength factors and wei ghtings for
a passing conposite score of 1.0: a Primary Reserve Ratio result
of .06 would equal a strength factor score of 1.0, weighted at 20
percent; an Equity Ratio result (defined as net worth/expenses)
of .125 would equal a strength factor score of 2.0, weighted at
40 percent; and a Net Incone Ratio result that was negati ve,

resulting in a strength factor score of zero, weighted at 40
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percent. The commenter suggested that the absolute val ue of the
Net I nconme Rati o, when negative, should be no |less than 50
percent of equity in order for the institution to pass. The
comenter al so suggested that an institution with negative
equity, or wwth an operating loss that is in excess of 50 percent
of its net worth, should fail the ratio tests.

Di scussion: Wth regard to the first set of comments, the

Secretary acknow edges that there were differing expectations
about the intended use of the nethodol ogy. However, the
Secretary disagrees that the KPMG report did not provide a basis
for proposing a regulatory test (the conposite score standard)
sol ely because the report did not describe how the Secretary
woul d determ ne the disposition of those institutions that would
not satisfy that test. The Secretary provided alternatives for
those institutions as part of the proposed rule. Mreover, the
nmet hodol ogy detailed in that report provided a neasure of the
financial health of institutions along a scale fromwhich the
Secretary could reasonably propose a regulatory test of financial
responsi bility.

The Secretary agrees with the conmenters that the conposite
score standard under the proposed nethodology is too rigorous,
mai nl y because that net hodol ogy was designed to eval uate the
financial health of an institution over a two- to four-year tine

hori zon.

162



In the nmethodol ogy established by these regul ations, the
strength factor scores and wei ghting percentages are revised to
measure the financial health of an institution over a nuch
shorter tinme horizon, 12-to-18 nonths, to correspond with the
period that generally passes before the Secretary receives
financial statenments frominstitutions and nakes financi al
responsi bility determ nati ons based on those statenents.

In determ ning the m ni mum val ue of the conposite score that
an institution would need to achieve to denonstrate that it is
financially responsible, the Secretary sought to identify the
score at which an institution should not only have sone margin
agai nst adversity, but also the resources to fund to sonme extent
its technol ogy, capital replacenent, human capital, and program
needs. The Secretary understands that institutions have
differing funding needs and that it may not be necessary for sone
institutions to fully fund those needs every year. However, the
Secretary believes that for an institution to denonstrate that it
has the financial ability to provide, and to continue to provide
in times of fiscal distress, the education and services for which
its students contract, it nust over tinme generate or acquire the
resources to adequately fund its needs and to grow, if necessary,
its margin agai nst adversity. Along these lines, the Secretary
establi shes a conposite score standard of 1.5.

As di scussed previously under Analysis of Comments and
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Changes, Part 6, a strength factor score of 1.0 represents the

| owest ratio result that the Secretary believes an institution
must achi eve to continue operations, absent any adverse economc
conditions. A hypothetical institution with strength factor
scores of 1.0 for all of the ratios achieves a conposite score of
1.0. At this level on the scoring scale, the institution has
very little margin agai nst adversity, is just barely living with
its neans, and nost of its assets are subject to clainms of third
parties. Although the institution may be able to nmake its
payroll and neet its existing obligations, it wll have
difficulty borrowing at favorable market rates. Moreover,
because it has very limted resources, the institution wll have
difficulty funding its technol ogy, capital replacenent, and
program needs. Moving below this |evel on the scoring scale, it
beconmes very difficult for the institution to satisfy existing
obligations, and even nore difficult to fund any of its

technol ogy, capital replacenent, hunman capital, and program
needs. Moving up the scale, the institution’s overall financial
health increases increnentally. At a conposite score of 1.5, the
institution operated within its neans and added sonewhat to its
overall wealth, and has sone margi n agai nst adversity. At this
level, the institution is funding historical capital replacenent
costs and has operating surpluses to provide funding for sone

i nvestnent in human and physical capital, but it has no excess
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funds to support new programinitiatives or major infrastructure
upgrades. In addition, while the institution nay be able to
borrow at favorable market rates, it nay need to borrow to

repl ace physical capital.

The Secretary notes that the specific financial
characteristics of institutions may differ sonewhat fromthose of
this hypothetical institution, depending on the strength or
weakness those institutions denonstrate in the fundanment al
el ements of financial health. However, since the nethodol ogy
measures those strengths and weaknesses al ong a comon scal e and
takes into account the relative inportance of the fundanental
el enents, the overall financial health of an institution at any
gi ven conposite score is the same as that of any other
institution with that conposite score.

To illustrate the differences between groups of institutions
scoring above and bel ow the conposite score standard, the
foll ow ng charts show the nedi an value of each ratio for those
i nstitutions.

Enpirical Data for Proprietary Institutions,
median ratio results

Range of Primary Net | ncome
conposite Reserve rati o
scores rati o
0.5to 0.9 0. 089 0. 008 0. 017
1.0to 1.4 0. 180 0. 038 0. 024
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1.5to0 1.9 0. 294 0. 094 0. 009

Enpirical Data for Non-profit Institutions,
median ratio results

Range of Equity Primry Net | ncone
conposite ratio Reserve ratio
scores rati o
0.5to0 0.9 0. 388 -0. 087 -0.017
1.0to 1.4 0. 583 0. 009 -0.001
1.5t0 1.9 0. 602 0. 087 0. 004
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These ranges are selected to reflect the difference between
the m ni num conposite score that the Secretary believes an
institution nmust attain to continue operations (1.0) and the
conposite score that an institution nust attain to be financially
responsible (1.5). To characterize the ratio results of
institutions in these ranges, the nedian (the value that falls in
the mddl e of the range) was chosen as the neasure of central
t endency because unli ke the nean or node, the nedian ignores
extrenme val ues, except to account for their location with respect

to the mddl e val ue of the range.

For proprietary institutions in the 0.5 to 0.9 conposite
score range, the nedian value of the Net Incone ratio indicates
relative strength in one fundanental elenent of financial
health--profitability. However, that strength is outwei ghed by
weaknesses in the Equity and Primary Reserve ratios. 1In
contrast, the proprietary institutions scoring inthe 1.5to 1.9
range show relative strength in the Equity and Primary Reserve
ratios. These strengths in viability, liquidity, capital
resources, and ability to borrow, account for 70 percent of the
conposite score and outwei gh those institutions’ relative
weakness in profitability.

For non-profit institutions in the 0.5 to 0.9 conposite score

range, the median value for the Equity ratio indicates relative
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strength in ability to borrow, viability, and capital resources,
but that strength is outwei ghed by serious weaknesses in the
Primary Reserve and Net Income ratios which account for 60
percent of the conposite score. In the 1.5 to 1.9 range, the
positive Primary Reserve and Net Incone ratios, although

rel atively weak, supplenent those institutions’ strength in the
Equity ratio.

Changes: The conposite score standard proposed under 8668.172(a)
is relocated to 8668.171(b) and revised to provide that to be
financially responsible an institution nust achieve a score of at
| east 1.5.

Part 9. Comments regarding alternative nmeans of denonstrating

financial responsibility.

Comrents regardi ng the proposed precipitous closure alternative:

A comrenter froma higher education association believed that the
Secretary shoul d anend the proposed precipitous closure
alternative by elimnating the qualifying requirenent that an
institution nust satisfy the general standards of financial
responsibility for its previous fiscal year. The commenter
opined that the ratios are not short-term neasures of financi al
heal th that can be corrected quickly by an institution and
suggested that an institution should only have to show that its
financial condition has not worsened during the year in which the

institution relied on this alternative in order to use it again.
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The commenter reasoned that if the institution's financial health
is inmproving, it poses less of a risk in subsequent years.

Many comrenters from proprietary institutions opposed the
proposed precipitous closure requirenents. The comenters
beli eved that by including personal financial guarantees, the
Secretary el evated the precipitous closure standard beyond the
current past performance and goi ng concern requirenents. These
commenters and many others fromthe non-profit sector maintained
that the proposed requirenment of personal financial guarantees is
nei t her supported by, nor in keeping with, section 498(c)(3) (0O
of the HEA. The commenters believed that the Secretary should
retain the current alternatives described in 8668.15(d)(2) under
which an institution that fails to satisfy the general standards
may denonstrate that it is nevertheless financially responsible.

Many ot her conmenters opposed the concept of requiring
personal financial guarantees under any circunstances. Sone
commenters fromnon-profit institutions maintained that personal
financi al guarantees would be inpossible to obtain fromtheir
trustees or would | ead persons to refuse to serve as trustees or
woul d create conflicts of interest for trustees. Several
comenters representing proprietary institutions believed that
personal financial guarantees are unfair and arbitrary, because
t he guarantees woul d expose the owners of small fam |y businesses

to the | oss of personal assets, including their hones and
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savi ngs.

Several other commenters recommended that instead of
imredi ately requiring a letter of credit or personal financial
guarantees froman institution that fails to achieve the
conposite score, the Secretary should use a | onger term anal ysis
of the institution's financial condition, including the
institution's managenent record. These commenters believed that
if an institution failed the general standards one year out of
several, nore extensive forns of reporting or nonitoring should
be required to determ ne whether the institution is inproving
(particularly when the institution's failure to neet the ratio
standards results fromnornmal fluctuations in the business
cycle).

Di scussion: Wth regard to the corment that the Secretary should

elimnate the requirenent that an institution nust satisfy the
general standards of financial responsibility for its previous
fiscal year to qualify for the proposed alternative, the
Secretary notes that this requirement was originally established
as part of the precipitous closure exception under the financial
responsi bility regulations published on April 29, 1994. Under
that exception an institution was not required to post a surety
or enter into provisional certification to continue participating
inthe title IV, HEA prograns. To mnim ze the Federal risks

fromunprotected participation, the Secretary structured the
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exception so that it was available only to an institution that
(1) was financially responsible in its fiscal year prior to the
year in which it sought to qualify under the exception, (2)
denonstrated that its deteriorated financial condition was not
exacerbated by benefits given to owners or related parties, and
(3) otherw se denonstrated, by satisfying certain conditions,
that it had sufficient resources to ensure that it woul d not

cl ose precipitously. That structure allowed a qualifying
institution one year to inprove its financial condition and
prevented that exception frombecom ng a neans for the
institution to continue participating under a | ower standard of
financial responsibility than that required of all other
institutions (for nore information, see 59 FR 34964- 34965).

In keeping with the concept that the precipitous closure
exception should provide an opportunity for a financially weak
institution to inprove its financial condition, but instead of
requiring the institution to denonstrate that it had not engaged
in certain practices that could have led to its deteriorated
financial condition, the Secretary proposed that an institution
woul d need to attain a conposite score of at least 1.25 and the
owners, trustees, or other persons exercising substantial control
over the institution would have to provide personal financi al
guarantees. The proposed conposite score was intended to

establish a mnimumthreshol d bel ow which an institution’s
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financial condition had so seriously deteriorated that additional
protections, such as surety or provisional certification, would
be required imediately to protect the Federal interest. For
institutions scoring at or above that m nimumthreshold, the
Secretary proposed requiring personal financial guarantees based
on the reasoning that if the owner or person exercising
substantial control over the institution was willing to risk the
| oss of his or her personal assets on behalf of the institution,
the Secretary woul d accept the corresponding risk to the Federal
interest by allowing that financially weak institution to
continue to participate in the title IV, HEA prograns.

In light of the coments, the Secretary acknow edges that
requiring personal financial guarantees may prevent sone
institutions fromqualifying under the proposed alternative.
Moreover, the Secretary is convinced by these and ot her
commenters that instead of imrediately requiring personal
financial guarantees or a surety, a nore considered and | ess
burdensonme approach shoul d be adopted for institutions that do
not satisfy the conposite score standard. Along these |ines, and
in view of the preceding discussion, the Secretary establishes in
t hese regul ations the “zone” alternative under which a
financially weak institution has up to three consecutive years to
inprove its financial condition wi thout having to post a surety,

provi de personal financial guarantees, or participate under a
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provi sional certification. To qualify initially under this
alternative, an institution nust achieve a conposite score in the
zone from1l.0 to 1.4, and to continue to qualify, nust achieve a
conposite score of at least 1.0 in each of its two subsequent
fiscal years. |If the institution does not score at least 1.0 in
one of those subsequent fiscal years or does not sufficiently
inprove its financial condition so that it satisfies the
conposite score standard (achi eves a conposite score of at |east
1.5) by the end of the three-year period, the institution nust
satisfy another alternate standard under these regulations to
continue to participate in the title IV, HEA prograns. However,
the institution may qualify again under the zone alternative for
its fiscal year followi ng the next fiscal year in which it

achi eves a conposite score of at |east 1.5.

The zone alternative is not available to an institution
scoring below 1.0 because there is considerable uncertainty
regarding the ability of the institution to continue operations
and satisfy its obligations to students and to the Secretary.

For that institution, the Secretary believes that additional
oversight and surety are required i mediately to protect the
Federal interest.

On the other hand, an institution scoring in the zone should

generally be able to continue operations for the next 12-to-18

nont hs, absent any adverse econom c event. However, because of
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that institution’s limted ability to deal with adversity and its
overall weak financial condition, the Secretary believes it is
necessary to nonitor nore closely the operations of that
institution, including its admnistration of title IV, HEA
program funds. Accordingly, under the zone alternative the
Secretary requires an institution to provide tinely information
regardi ng certain oversight and financial events that may
adversely inpact the institution’s financial condition, but that
the Secretary would not generally becone aware of until siXx
nmonths after the end of the institution’s fiscal year when that
institution submts its audited conpliance and fi nanci al
statenents. The follow ng chart conpares the proposed

preci pitous closure alternative to the zone alternative.
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Proposed preci pitous

closure alternative,

Zone alternative,

Pr ovi si on

To qualify
initially under the
alternative, an
institution nust:

§668. 174(a) (3)

1. Achieve a
conposite score of
1.25to 1.74 (on a
scale from1l.0 to
5.0);

2. Satisfy all of

t he general standards
of financi al
responsibility for
its previous fiscal
year,

3. Provide persona

financi al guarant ees
fromowners, board of
trustees, or other

per sons exerci sing
substantial control
over institution; and

4. Denonstrate to
the Secretary that it
wi |l not close
preci pi tously.

§668. 175( d)

1. Achieve a
conposite score of
1.0to 1.4 (on a
scal e from negative
1.0 to positive 3.0).

| nformati onal and
Adm ni strative

Pr ocedur es

Rat her than having to
satisfy the
qual i fyi ng

requi renents under

t he proposed
preci pi tous cl osure
alternative, an
institution nust
provi de information
regarding certain
oversi ght and
financi al events and
conply with cash
managenent and ot her
provi si ons.

To continue to
qualify, an
institution nust:

Not avail able; an
institution could
qualify under this
alternative for only
one year.

Achi eve a conposite
score no | ess than
1.0 in each of its
next two years under
the alternative and
continue to conply
with the

| nf or mat i onal
Adm ni strative
Procedur es above.

and
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I nstitution may For its fiscal year
qual i fy again under [For its fiscal year foll owi ng the next
the alternative: foll ow ng the year year that it
that it satisfies the [satisfies the
conposite score conposite score
standard (1.75). standard (1.5 or
greater).

Wth regard to the reporting requirenents under the zone
alternative, an institution nust provide information to the
Secretary no later than 10 days after the foll owi ng events occur:
(1) any adverse action taken against it by its accrediting
agency, (2) any event that causes the institution, or related
entity, to realize any liability that was noted as a contingent
l[tability in the institution's or related entity’s nost recent
audi ted financial statenents, (3) any violation by the
institution of any existing | oan agreenent, (4) any failure of
the institution to make a paynent in accordance with its existing
debt obligations that results in a creditor filing suit to
recover funds under those obligations, (5 any wthdrawal of
owner’s equity fromthe institution by any neans, including by
declaring a dividend, or (6) any extraordinary | osses.

In addition, the Secretary may, on a case-by-case basis,
require an institution to submt its conpliance and financi al
statenent audits earlier than six nonths after the end of its

fiscal year or provide information about its current operations
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and future pl ans.

Wth regard to admnistering title IV, HEA program funds, the
Secretary is mndful of the concerns raised by commenters about
the onerous nature of the reinbursenent paynent nethod.
Therefore, the Secretary anends the Cash Managenent regul ations
under subpart K to include a new paynent nethod, cash nonitoring,
that is in several respects simlar to reinbursenent but nuch
| ess onerous. Like the reinbursenent paynent nethod, an
institution under the cash nonitoring paynment nethod nust first
make di sbursenents to eligible students and parents before the
Secretary provides title IV, HEA programfunds to the institution
for the anmount of those disbursenents.

However, under cash nonitoring, the Secretary (1) allows the
institution itself to nake a draw of title IV, HEA program funds
for the anmount of the disbursenents the institution has nade to
eligible students and parents, or (2) reinburses the institution
for those disbursements based on a nodified and nore streanlined
review and approval process. For exanple, instead of requiring
the institution to provide specific docunentation for each
student to whomthe institution nmade a di sbursenent, and
reviewi ng that docunentation before providing funds to the
institution, the Secretary may sinply require the institution to
identify those students and their respective disbursenent anmounts

and provide title 1V, HEA programfunds to the institution based
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solely on that information. The Secretary further anends subpart
Kto provide that an institution that is placed under the cash
nmoni toring paynent nmethod is subject to the disbursenent and
certification provisions that apply to FFEL Program funds, but in
keeping with the nature of cash nonitoring, the Secretary may
nodi fy those provisions.

For an institution that qualifies under the zone alternative,
the Secretary determ nes whether to provide title IV, HEA program
funds to the institution under one of the cash nonitoring paynent
options or by reinbursenent. As part of its conpliance audit, an
institution must require its auditor to express an opinion on its
conpliance with the requirenents under the zone alternative,
including its admnistration of the paynent nethod under which
the institution received and disbursed title IV, HEA program
funds. If an institution fails to conply with the information
reporting or paynent nethod requirenents, the Secretary may
determne that the institution no |onger qualifies under this
alternative.

Finally, with respect to the other coments regardi ng personal
financial guarantees, the Secretary would like to clarify that
the under section 498(e) of the HEA the Secretary nay require
t hese guarantees froman institution with past perfornance
problens or froman institution that fails, or has failed in the

preceding five years, to satisfy the general standards of

178



financial responsibility.

Changes: The precipitous closure alternative proposed under
8668. 174(a)(3) is replaced by the zone alternative. The zone
alternative is | ocated under 8668.175(d) of these regul ations.

The Cash Managenent regul ati ons under subpart K are revised in
several ways. First, 8668.162(a)(1l) is anended to include cash
nmonitoring as a paynent method under which the Secretary may
provide title IV, HEA prograns funds to an institution. Second,
a new paragraph (e) is added to 8668. 162 that sets forth the
provi sions of the cash nonitoring paynent nethod. Lastly, a new
paragraph (f) is added to 8668. 167 to provide that the Secretary
may require an institution under the cash nonitoring paynent
met hod to conply with the disbursenent and certification
provi sions that apply to institutions placed under the
rei nbursenent paynent nmethod. This paragraph al so provides that
the Secretary nmay nodi fy those di sbursenment and certification
procedures for institutions under cash nonitoring.

The provisional certification alternatives proposed under
8668. 178(b) through (d) are relocated under 8668.175(f) and (Q)
and revised to clarify when and the conditions under which the
Secretary nmay require an institution, or the persons who exercise
substantial control over the institution, to provide personal
financial guarantees. Also, these sections are anmended by

removi ng the proposed requirenent that an institution nust
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denonstrate that it will not close precipitously and providing in
pl ace of that requirenment that an institution nust conply with
the zone provisions under 8668.175(d)(2) and (3).

Comrents regarding the irrevocable letter of credit alternative:

Many comrenters mai ntained that the proposed rules continue to
contradict statutory |l anguage in specifying that letters of
credit be for one-half of all annual title IV, HEA di sbursenents,
rather than for one-half of potential annual liabilities.

A conmenter representing private non-profit institutions
asserted that the letter of credit alternative was not feasible
for small, frugal, tuition-driven institutions. The comrenter
suggested that the Secretary should not require these
institutions to provide letters of credit unless the institutions
have audit or programreview liabilities.

Many comrenters contended that providing a letter of credit
payable to the Secretary erodes an institution's financial
condition, affects negatively an institution's ability to provide
educational services, and could lead to the precipitous closure
of an institution that woul d otherw se have conti nued operations.
One of these commenters reasoned that this provision is counter-
intuitive--an institution that could afford to secure a letter of
credit would not need to because it would probably pass the ratio
standards, but an institution that did not pass the ratio

st andards probably could not afford to secure the letter of
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credit.

Simlarly, another comenter recommended that in cases where
institutions fail to neet the conposite score standard for one
year, the Secretary shoul d adopt an accrediting agency approach
and work with those institutions by helping themcreate a fornal
recovery plan instead of inposing letter of credit requirenents
t hat woul d weaken those institutions' financial condition.

Several commenters fromthe proprietary sector suggested that
the Secretary expand the alternative nmethods of denonstrating
financial responsibility for small institutions to include a
provi si on under which those institutions could provide a letter
of credit in the anmount of five percent or 10 percent of their
prior-year title IV, HEA program funds. The comrenters stated
that this alternative would be nore equitable because a smal
institution my not be able to afford the cost of obtaining a
large letter of credit, or have avail able sufficiently |arge
credit lines to secure a 50 percent letter of credit. The
commenters al so recomended that for all institutions, an
alternative should be the provision of a letter of credit in an
anmount ranging fromfive percent to 50 percent of the
institution's prior-year title IV funds, tied to the perceived
shortfall in funds, or to the operating |oss that triggered the
institution's failure to neet the standards.

Di scussion: The Secretary continues to believe that the practice

181



of equating the institution’s potential liabilities with the
anount of funds received during a prior year is reasonable,
especially since the |aw takes into consideration the val ue of
potential |oan discharges and unpaid student refunds. The

t hreshol ds used to neasure financial responsibility, and to
establish appropriate mninmum surety |evels, do not take into
consideration additional risks that may be present at
institutions where there have been denonstrated conpliance
problens in admnistering the title IV, HEA prograns. For that
reason, the larger surety that allows an institution to be
considered financially responsi ble may be as | ow as 50 percent,
the m ni numrequired under the |aw which states that such a
surety must be not |ess than one-half of its annual potenti al
liabilities. In the alternative, the Secretary may certify the
institution provisionally and require the institution to post a
letter of credit as low as 10 percent of its prior year’s

f undi ng.

Where conpliance issues are identified with an institution
t hat does not denonstrate financial responsibility under these
regul ati ons, or where greater risks are identified in the
institution's deteriorated financial condition, the correspondi ng
anounts of surety required to either denonstrate financial

responsibility or participate under provisional certification
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wi Il be higher. Al though this |larger surety nay inpose
addi ti onal hardships on an institution that is experiencing
financial difficulties, the correspondi ng higher risks arising
fromthat institution’s continued participation in the title IV,
HEA prograns warrant the additional protection to the Federal

i nterests.

Wth respect to the coments that the Secretary shoul d provide
an alternative under which an institution would be allowed to
post a small letter of credit to denonstrate that it is
financially responsible, the Secretary notes that this
alternative is not permtted under the law. Under section
498(c)(3)(A) of the HEA, an institution that does not satisfy the
general standards of financial responsibility nmust post a letter
of credit of not less than one-half of its potential annual
liabilities to denonstrate that it is financially responsible.

For this reason, the Secretary structured the zone alternative to
allow a financially weak institution with no conpliance probl ens
to continue to participate as a financially responsible
institution for up to three consecutive years. This alternative
provides institutions scoring in the zone a reasonabl e period of
time to inprove their financial condition by working with their
accrediting bodies through the formal recovery plans nentioned by
the comenter, or by other neans. To the extent that an

institution is unable to raise its conposite score to 1.5 or

183



hi gher after three years, or if the institution’ s conposite score
decreases below 1.0, that institution will generally be able to
continue to participate in the title 1V, HEA prograns by posting
a large surety or under a provisional certification with a
smal l er surety.

Changes: None.

Comrents regarding other alternatives: One commenter froma non-

profit institution believed that the calculation of a few ratios
cannot begin to conpare as a true neasure of financial strength
to a credit rating received by an institution froma major rating
agency. Therefore, instead of the proposed nethodol ogy the
coment er suggested that the Secretary consider any institution
whose debt is rated as investnent grade (BBB/Baa) or better to be
financially responsible.

Many comrenters fromproprietary institutions argued that in
accordance wth the | anguage contained in section 498(c)(3)(A) of
the HEA, the Secretary should allow institutions to post
performance bonds as well as letters of credit as an alternative
to meeting ratio standards of financial responsibility.

A commenter from a higher education organization representing
public and non-profit institutions suggested the foll ow ng
alternatives for any degree-granting, regionally accredited
institution that is designated as a public institution by the

State in which it is |located or that has been in conti nuous
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exi stence for 25 years or since the authorization of the HEA in
Novenber 1965: (1) the institution can neet reasonable tests of
sel f-insurance covering the potential liability of one-half of
its annual funding under the title IV, HEA progranms, (2) the
institution participates in an insurance pool approved by the
Secretary that indemmifies the institution for one-half of its
annual funding under the title 1V, HEA prograns, (3) the
institution presents a letter of credit covering at |east one-
hal f of its annual funding under the title IV, HEA prograns, or
(4) the institution presents other financial instrunents,
satisfactory to the Secretary, to cover one-half of the
institution's funding under the title IV, HEA prograns.

Simlarly, another comenter froma non-profit institution
suggested the Secretary (1) should consider that an institution
is financially responsible if the institution has been
continuously operating with the sane nanagenent structure for the
past 20 years, (2) apply financial responsibility standards only
if an institution has exceeded the maxi num al | owabl e def aul t
rate; and (3) should consider an institution a financial risk and
pl ace that institution on sone type of probation if the
institution has experienced five or nore consecutive years of
operating deficits, declining net assets, declining net worth, or
declining enrol | nents.

A commenter from a higher education association representing
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proprietary institutions believed that the 50 percent letter of
credit alternative was onerous and excessive and suggested that
the Secretary consider the followng alternatives: (1) a letter
of credit equal to 25 percent of the anobunt of title IV, HEA
program funds received by an institution during the previous
year, (2) a performance bond, (3) a 10 percent letter of credit
if the institution participates in a State tuition recovery
program (4) instead of reinbursement, the use of an escrow
account under which an institution would be allowed to draw title
|V, HEA program funds when it earned those funds, (5) a financial
guarantee, or infusion of additional capital, by a parent
corporation on behalf of an institution, or (6) a 10 percent
letter of credit conbined wth provisional certification but not
t he rei mbursenent paynent nethod.

Di scussion: Sone of the suggested alternatives, such as those

relating to longevity, trend analysis, and smaller letters of
credit, are not included in these regul ati ons based on the
di scussi on under Analysis of Comments and Changes, Part 9.
Regardi ng the suggestion that the Secretary permt
institutions to post performance bonds rather than letters of
credit, it has been the Secretary’s experience that perfornmnce
bonds are virtually uncollectible and thus provide little or no
protection to the Federal interest.

Wth respect to the comenters' suggestion that institutions
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shoul d be able to use self-insurance or insurance pooling as a
met hod of providing surety, the Secretary notes that a letter of
credit may be obtained on behalf of an institution froma bank by
a nunber of different entities, and that these regul ati ons do not
prevent several institutions (or other entities) fromentering
into an arrangenent with a bank under which their pool ed
resources woul d be used to obtain a letter of credit for an
institution that is required to post surety. |In the absence of
any specific information fromthe commenters regardi ng self-

i nsurance or insurance pooling, the Secretary does not nodify the
regulations to permt any type of insurance pooling that would
provi de anything other than a letter of credit as surety for an
institution.

In response to the coment regarding bond ratings, the
Secretary believes that it is unlikely that an institution with
an investnment grade bond rating will not achieve a conposite
score of at least 1.5 because, as noted under Analysis of
Comrent s and Changes, Part 6, the financial standards used by
rating agencies are nore stringent than the standards under these
regul ati ons.

While the regulations permt an institution to use its
participation in an approved State tuition recovery plan as a
substitute for a surety that would otherwi se be required if the

institution failed to nake its refunds in a tinely manner, the
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Secretary does not believe that these plans are appropriate
resources to consider for paying liabilities that arise from an
institution's admnistration of the title IV, HEA prograns.

The Secretary notes that the cash nonitoring paynent nethod
may al so be used instead of reinbursenent for institutions that
participate under a provisional certification. This new paynent
method will reduce the relative burden noted by the commenters
who suggested that the reinbursenent requirenent should be
elimnated fromthe provisional certification procedures.
Changes: The provisional certification alternatives proposed
under 8668.178(b) through (d) are rel ocated under 8668.175(f) and
(g) and revised to provide that the Secretary may require an
institution under either of these alternatives to di sburse and
request title IV, HEA program funds under the cash nonitoring
paynment met hod.

Comments regarding alternatives for new institutions: Sone

commenters objected to the proposal contained in 8668.174(b)(2)
under which the Secretary has the discretion to establish the
anmount of a letter of credit based on the anmpbunt of title IV, HEA
program funds the Secretary expects that a new institution wll
receive for the first year it participates under these prograns.
The comenters believed that the Secretary could use this

di scretion to establish arbitrarily high letters of credit. As

an alternative, the commenters suggested that the Secretary enter
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into an agreenment with an institution establishing the anount of
title I'V, HEA programfunds the institution may draw down during
its initial year of participation. Under this arrangenent, the
institution would initially submt a letter of credit based on

t he agreed anount and submt additional letters of credit during
the year if the institution needed to draw down title IV, HEA
program funds in excess of the agreed anount.

Di scussion: Wiile the commenters’ suggestion has nmerit, even if

an institution agreed to submt additional letters of credit as a
condition under a provisional certification, there is no
assurance that the institution would be able to submt those
letters of credit. In that circunstance, the institution’s
continued participation in the title IV, HEA prograns woul d be
severely jeopardized, placing at risk both students who relied on
Federal funds to attend the institution and the Secretary for
provi di ng those funds.

To the extent that the Secretary accepts the risk to the
Federal interest by allowing a financially weak institution to
participate for the first time in the title IV, HEA prograns,
that risk nust be mtigated at the onset by a letter of credit
for an anbunt that the Secretary estimates is sufficient to cover
the institution's potential liabilities. This is not to say that
the Secretary will determ ne the anmount of that letter of credit

wi thout conferring with the institution.
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Changes: None.

Part 10. Comments regardi ng past perfornmance.

Comments regardi ng substantial control: A comenter representing

proprietary institutions was concerned that the past performance
st andards under proposed 8668. 167(a) (1) could adversely affect

i nnocent people. The commenter described a situation where an

i ndi vi dual acting as a court-appointed officer of an institution
under goi ng reorgani zati on under Chapter 11 could be harned if the
institution has title IV, HEA programliabilities and that

i ndividual is unable to bring the institution out of Chapter 11
status. The comenter believed that under the current rules, the
Secretary woul d consider that the individual exercised
substantial control over this failed institution and thus,
because of the unpaid programliabilities could not subsequently
exerci se substantial control over another institution, i.e.,
because of the individual's past performance, another institution
would not risk losing its ability to participate in the title IV,
HEA prograns by allow ng the individual to exercise substantial
control. The commenter suggested that the Secretary nodify the
regul ations to exclude fromthese provisions a person who was not
enpl oyed by an institution at the tinme that the institution
incurred title 1V, HEA, programliabilities but who is retained
either for the purpose of assisting in a reorganization plan or

by a bankrupt corporation under a court-approved process.
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D scussion: The commenter correctly notes that the regul ations

cause an institution to fail the financial responsibility
standards if a person that exercises substantial control over the
institution either held an ownership interest in another
institution that owes a liability or exercised substanti al
control over that other institution. The regulations also
provi de that such a failure can be cured either by show ng that
the liability fromthe other institution is being repaid under an
agreenent with the Secretary, or that the person has repaid a
portion of that liability that is equivalent to the forner
ownership interest. |[|f the person did not hold an ownership
interest in the other institution, but was instead a board nmenber
or executive officer of that institution or related entity, that
person’s repaynent liability is capped at 25 percent of the
applicable liability. Furthernore, the regul ations provide that
the institution whose financial responsibility is being
determ ned may show that the person identified as exercising
substantial control over the institution should neverthel ess be
considered to |ack that control, or the institution may show t hat
the person | acked that control over the institution that owes the
liability.

The anal ysis made under this provision will take into
consi deration whether the liability arose when the person was

exercising control over the institution, and whether that person
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shoul d have ensured that the institution paid the liability. 1In
the comenter’s exanple, it could be reasonable to concl ude that
a court-appoi nted bankruptcy trustee with no prior dealings with
the institution, who took control when no funds renmai ned
available to pay the liability, would not now

cause another institution to fail the financial responsibility
requi renents. In other situations where soneone has taken
control over an institution that continued to participate in the
title IV, HEA prograns, it may be appropriate to hold that person
accountabl e under the regulations if prior liabilities remained
unpai d.

Changes: None.

Comments regardi ng adm ni strative actions, programreview and

audit findings: One conmenter representing proprietary

institutions questioned the provision in proposed 8668.177(a)(2)
under which an institution would not be considered financially
responsible if it had been Iimted, suspended, or term nated
(LS&T) by the Secretary or by a guaranty agency. The comrenter
mai ntained that limtations by guaranty agencies coul d have
nothing to do with the financial condition of the institution
(for exanple, the practice of an agency to limt the level of its
guarantees to a certain anount per year). Therefore, the
commenter believed that these limtations, or any other action

taken by guaranty agencies, fall beyond the scope of this
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provi sion. The commenter suggested that if a guaranty agency
guestions the financial condition of an institution, the agency
should refer that institution to the Secretary before any action
i s taken.

Q her commenters representing proprietary institutions opined
that the proposed provisions under 8668.177(a)(3) are arbitrary.
Under these provisions, the Secretary woul d consider that an
institution is not financially responsible based on a materi al
finding in an audit or programreview in one of the previous five
years. The commenters argued that such a finding m ght have
nothing to do with the financial responsibility of an
institution.

Several commenters noted that since the Secretary does not
conduct programreviews of all institutions on a regular basis,
the limtation on financial responsibility tied to the findings
of the institution's two nbst recent programreviews should be
changed to reflect a fixed period of tine.

One comenter noted that erroneous programreview findings
that are settled in favor of an institution are sonetines not
settled in a tinely fashion. The conmmenter suggested that the
Secretary delay nmaking a determnation that an institution is not
financially responsi bl e under the past performance standards
until after the appeal process is conpl eted.

Di scussion: The Secretary rem nds the commenters that in
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addition to satisfying the nunmeric standard regarding its
financial condition (i.e., the conposite score standard), to be
financially responsi bl e under the provisions in the HEA, an
institution nmust denonstrate that it adm nisters properly the
title I'V, HEA prograns in which it participates and that it neets
all of its financial obligations, including repaynents to the
Secretary for debts and liabilities arising fromits
participation in those prograns. An institution that is the

subj ect of an adverse action taken by the Secretary or a guaranty
agency, or that a had a material finding of a programviolation
in an audit or programreview, has clearly m smanaged title 1V,
HEA program funds and is therefore not financially responsible
under these provisions.

The Secretary agrees with the conmenters who noted that the
proposed past performance provision under which an institution is
not financially responsible if that institution had a materi al
finding in either of its two nost recent programreviews should
be changed because those reviews are not conducted of al
institutions on a routine basis.

Changes: The past performance provision regardi ng program
reviews under proposed 8668.177(a)(3)(ii) is relocated under
8668. 174(a)(2) and revised to parallel the two-year conpliance
audit requirenent.

Part 11. Comments regarding adm nistrative actions and ot her

194



requi renents.

Comrent s regardi ng the procedures under which the Secretary

initiates an LS&T action: A commenter representing proprietary

institutions argued that the provision under proposed

8668. 177(a)(3)(iii) is arbitrary and highly punitive, because the
Secretary would determ ne that an institution is not financially
responsible if the institution submts its financial statenents a
day late or the Secretary rejects the institution's financial
statenents. The comenter maintained that this provision is
unnecessary since the Secretary already has recourse under
8668.178(a) to initiate an action to limt, suspend, or termnate
an institution.

Several comenters fromprivate non-profit institutions
asserted that the Secretary should not take an action to limt,
suspend, or termnate an institution unless (1) the institution
fails to correct or cure deficiencies cited in an audit report
Wi thin ninety days after receiving formal notification of those
deficiencies fromthe Secretary, or (2) the institution fails to
submt an audit report within 30 days after receiving fornmal
notification that the Secretary has not received that audit
report.

Di scussion: Under the regulations, an institution is required to

submt audits within a fixed time period, and an institution’s

failure to do so is a serious matter. The Secretary expects that
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institutions will work diligently to ensure that the conbi ned
financial statenment and conpliance audit is submtted on tine.
To the extent that the commenters suggest that an institution may
i nadvertently fail to submt an audit on tinme, that mstake is
routinely corrected when the institution is contacted by the
Department and asked to provide the mssing audit imredi ately.
The question of whether it may be appropriate to initiate an
adm ni strative action against an institution based upon
deficiencies or programviolations that are identified in an
institution’s audit is best resolved on a case-by-case basis.
Furthernmore, an institution should not wait for the Secretary to
notify it of programviolations identified in its own audit
report before the institution takes steps to correct those
vi ol ati ons.
Changes: None.

Commrents regardi ng teach-out plans: Many comenters from

proprietary institutions opposed any additional requirenments
relating to institutions on provisional certification, on the
grounds that current requirenents already provide the Secretary
with sufficient oversight authority. The commenters specifically
opposed the suggested provision that would require teach-out
plans frominstitutions on provisional certification, arguing
that earlier teach-out proposals failed because of serious

i npl enent ati on probl ens.
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Di scussion: The Secretary is still considering whether it is

feasible to require institutions to routinely provide teach-out

pl ans when a review of the financial statenents shows that the
institution does not denonstrate financial responsibility.

Al though the Secretary may ask for this information on a case-by-
case basis where sone heightened risk of closure is indicated, no
broader requirenment will be included in the regulations at this
tine.

Changes: None.

Part 12. Conments regarding the proposed transition period.

Commrents: Many commenters supported the concept of a transition
peri od under proposed 8668. 171 during which the Secretary woul d
consider an institution to be financially responsible if it
failed the proposed ratio standards but passed the current
standards. However, the comenters suggested that the proposed
one-year transition rule be extended to a two-year or three-year
period. Sonme of these commenters agreed that a one-year
transition period was necessary to ensure that the standards are
not applied retroactively, but suggested that an additional year
woul d be required to allow the Secretary to test and assess the
i npact of the standards. Oher comenters stated that a | onger
transition period was necessary so that institutions could
structure their operations to neet the standards. Sever al

commenters recommended that the Secretary allow institutions to
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use either the current or proposed standards for an indefinite
period of tine.

Many comrenters fromthe proprietary sector reconmended that
the Secretary allow institutions to use the exceptions to the
general standards now contai ned under 8668.15(d) during the
transition period.

Several commenters fromthe proprietary sector asked the
Secretary to clarify how the transition period would work for
institutions that have fiscal years endi ng Decenber 31.

Di scussion: The Secretary has consi dered the suggestions from

the commenters to extend the transition period, but continues to
believe that the proposed one-year w ndow during which an
institution may use either the current standards or the new
standards is reasonable. Mreover, a nunber of changes have been
made to the proposed regulations that will mnimze any
difficulties that an institution may encounter in adjusting to
the new neasures. For exanple, an institution whose conposite
score is less than 1.5 may continue to participate as a
financially responsible institution for up to three consecutive
years under the zone alternative so long as its conposite score
is greater than 1.0. Furthernore, by extending the coment

peri od and del aying the issuance of final regulations until 1997,
the final regulations will not go into effect until July 1, 1998.

This delay in publication while additional coments were sought
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has al so provided institutions with additional tine to eval uate
their operations under the ratio analysis framework that has been
proposed and di scussed with the community.

The Secretary agrees to allow an institution that does not
satisfy the conposite score standard for the transition year to
denonstrate that it is financially responsible by satisfying the
standards or alternative requirenents under 8668. 15 or by
qual i fying under an alternative standard in 8668. 175 of these
regul ations. The Secretary clarifies that such an institution
may use the transition-year alternative only once and only for
its fiscal year beginning between July 1, 1997 and June 30, 1998.
For any fiscal year beginning on or after the effective date of
these regulations, July 1, 1998, an institution nust satisfy the
requi renents under these regul ations.

In the commenter's exanple, the transition-year alternative
is available to an institution for its fiscal year beginning on
January 1, 1998 and endi ng on Decenber 31, 1998.

Changes: The transition-year provisions proposed under
8668. 171(c) are relocated under 8668.175(e) and revised to
provide that an institution nmay denonstrate that it is
financially responsible by satisfying the requirenments under

§8668. 15(b) (7), (b)(8), (d)(2)(ii), or (d)(3), as applicable.
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Part 13. Comments regardi ng debt paynents.

Comments: One conmenter representing proprietary institutions
guestioned the need for the general standard regardi ng debt
paynments contained in the proposed 8668.172(a)(3), particularly
in view of the proposed ratio nmethodol ogy. The commenter
mai nt ai ned that there m ght be reasons why an institution would
be late in paying debts or be in violation of a | oan agreenent,
i ncl udi ng di sputes over the nature and anount of the debt. The
commenter believed that in those cases, the violation or

del i nquency does not indicate financial instability. Another
coment er recomended that the general standards contain a
provision that allows for the resolution of disputes between an
institution and a creditor who has filed suit on a debt that is
120 days past due. Along the sane |ines, another comrenter noted
that since there are no alternatives for an institution that is
not current in its debt paynents, the Secretary shoul d not
initiate an action to term nate such an institution w thout
providing the institution an opportunity to rectify this

si tuation.

Di scussion: As a condition of denonstrating financi al

responsibility, an institution is expected to conduct its
business affairs in a manner that enables the institution to pay
its debts in a tinmely manner. \Wen any creditor files suit

against an institution to collect a debt that is nore than 120
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days late, the Secretary believes that there is a significantly

i ncreased risk that Federal funds could be used inproperly, or
that Federal funds held in the institution’s bank account could
be sought by a creditor through the | egal system Furthernore,
since such a lawsuit between an institution and a creditor is
unlikely to present Federal questions where the Departnent woul d
be likely to intervene in the |egal proceedings, it is reasonable
torequire the institution to be provisionally certified and post
a small letter of credit. The Secretary believes that this
additional protection to the taxpayers is warranted where an
unpai d, or even disputed, debt has pronpted a creditor to
initiate a legal proceeding to obtain a judgnment agai nst the
institution. Wen an institution fails to denonstrate financi al
responsi bility under the regulations due to the filing of such a
lawsuit, the institution would be given an opportunity to be
certified provisionally and post a surety unless other problens
were identified that involved the institution’s adm nistration of
the federal student aid prograns.

Changes: None.

Part 14. Comments regarding the definition of terns.

Commrents: Several commenters requested that the Secretary
provi de detailed definitions for the followng terns used for the
financial ratios under proposed 8668.173: intangibles, total

expenses, incone before taxes, total revenues (particularly if
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refunds, returns, and all owances are deducted), and |long-term
debt and total |ong-termdebt (especially as to whether the | ast
two ternms include or exclude the current portion of the debt, and
whet her the terns include | ong-term debt owed stockhol ders or
other related parties or entities). One of these commenters
believed that the term"inconme before taxes" should be defined as
"income from continuing operations before extraordinary itens and
changes in accounting principles.™

One comrent er asked whether total revenues include those
itenms included under gross revenues or net revenues as those
terms are used on financial statenments. This comenter also
asked how the definition of total expenses related to the
captions "operating expenses" and "ot her expenses and incone" on
financial statenents, and whether drop and w t hdrawal accounts,

i nterest, and ot her non-operating expenses should be included in
the definition of total expenses.

Anot her commenter asked for clarification of the term
"unrestricted income.” This commenter asserted that under
Statenent of Financial Accounting Standards 117, unrestricted
i ncome can be defined either as total unrestricted incone
(tuition, fees, contributions, auxiliary revenues, etc.) before
considering net assets released fromrestrictions, or it can be
defined as unrestricted i ncone plus any net assets released from

restrictions.

202



Di scussion: To assist in clarifying the final regulations, the

Secretary provides definitions for the follow ng terns:

Total Expenses - Expenses are outflows or other using up of

assets or incurrences of liabilities (or a conbination of both)
fromdelivering or producing goods, rendering services, or
carrying out other activities that constitute the entity’s
ongoi ng maj or or central operations. Losses are decreases in
equity (net assets) from peripheral or incidental transactions of
an entity and fromall other transactions and ot her events and

ci rcunstances affecting the entity except those that result from
expense or distributions to owners. Total expenses in the
context of this final rule include both operating and non-
operati ng expenses and | osses, except extraordinary | osses
nmeeting the criteria of APB Opinion No. 30, paragraph 19.
Therefore, total expenses for proprietary institutions includes
itens such as costs of sales, selling and adm ni strative expenses
(including interest and depreciation) and ot her non-operating

| osses. Total expenses for private non-profit institutions
includes simlar itenms of expense and is defined as the required
line itemin the Statenent of Activities entitled Total Expenses
for those institutions reporting under the new accounting
standards FASB Statenment 117

Tot al Revenues - Revenues are inflows or other enhancenents

of assets of an entity or settlenents of its liabilities (or
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conbi nation of both) fromdelivering or produci ng goods,
rendering services, or other activities that constitute the
entity’ s ongoing major or central operations. Gains are
increases in equity (net assets) from peripheral or incidental
transactions of an entity and fromall other transactions and
ot her events and circunstances affecting the entity except those
that result fromrevenues or investnents by owners. Total
revenues in the context of this final rule includes both revenues
and gai ns, except extraordinary gains neeting the criteria of APB
Opi nion No. 30, paragraph 19. Therefore, total revenues for
proprietary institutions includes itens such as tuition and fees,
bookstore revenues, investnent gains, other inconme and
m scel | aneous revenue. Revenues are reported net of refunds,
returns, allowances and di scounts (including tuition discounts)
and drop and wthdrawals. Total revenues for private non-profit
col l eges and universities includes simlar itens of revenue and
is defined as the required line itemin the Statenent of
Activities typically entitled Total Unrestricted Incone for those
institutions reporting under the new accounting standards FASB
Statenment 117. Unrestricted inconme includes unrestricted
revenues, gains and other support including net assets rel eased
fromrestrictions during the period.

The Secretary wishes to clarify that the definition of total

revenues i ncludes net assets released fromrestricti ons of

204



private non-profit colleges and universities. |n accordance with
the AICPA Audit and Accounting CGuide for Not-for-Profit

Organi zations as of June 1, 1996, certain itens such as

i nvestment gains may be reported net of fees with appropriate

di sclosure in the footnotes to the financial statenents.

| ncone Before Taxes - I ncome before taxes is defined as

income from operations before extraordinary itens, discontinued
operations, and changes in accounting principles. The Secretary
wi shes to clarify that the definition of inconme before taxes does
not include incone or |oss fromdiscontinued operations.

However, the Secretary may consider the effect of extraordinary
itenms, discontinued operations, and changes in accounting
principle in the overall evaluation of financial responsibility.
Changes: None.

Part 15. Comments regarding the proposed standards and

requirenents for institutions undergoing a change i n ownership.

Comrents regardi ng the proposed letter of credit and personal

financi al guarantee provisions: Several commenters believed that

the Secretary took an extreme position that will prevent owners
fromselling their institutions by proposing under 8668. 175 that
a new owner either (1) submt a letter of credit equal to 50
percent of the title IV, HEA program funds that the Secretary
estimates the institution will receive during its first year

under new ownership, or (2) provide personal financial
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guar ant ees.

Sone commenters opposed the requirenent of financial
guarantees for several reasons. First, the commenters naintai ned
t hat since recent changes of ownership have resulted in
financially stronger rather than financially weaker institutions,
t he guarantees are not necessary. Second, they believed that the
guar antees woul d sl ow the process of obtaining approval fromthe
Secretary for a change of ownership. Third, the commenters
argued that the provision for personal financial guarantees is
not common in the business world and woul d negate the concept of
a corporation. Moreover, the comenters opined that personal
financial liability should only be required in cases involving
per sonal wrongdoing; in other cases, it only serves to discourage
strong owners frombuying financially troubled institutions.

Many ot her conmenters fromproprietary institutions stated
that they woul d support the proposed rules for institutions that
change ownership only if (1) the new rules speed up the process
under which the Secretary determ nes whether to all ow those
institutions to participate in the title IV, HEA prograns, or (2)
provide uninterrupted participation for institutions that change
ownership. However, the commenters did not believe the proposed
rul es woul d achi eve either of these objectives.

Comments regarding the consolidating date of the acquisition

bal ance sheet: Several commenters maintained that requiring a
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consolidating date of the acquisition bal ance sheet woul d be
unnecessary, expensive, and tinme consum ng. Sone of these
commenters asserted that such a requirenent would limt the
mar ketability of institutions, or destroy the value of smal
institutions, because it would require an institution to cl ose
its books as of the acquisition date and have a conpl ete audit
performed, resulting in large audit costs and | osses of tine.
According to one of the commenters, these costs could be avoi ded
for a publicly traded corporation if the Secretary would agree to
determ ne financial responsibility fromthe information contained
in the financial statenents included as part of the corporation's
quarterly reports to the SEC. The commenter noted that these
financial statements would be no nore than 90 days old, and
believed that the Secretary could rely on their accuracy for two
reasons: the SEC |l evies crimnal penalties against corporations
that file inaccurate statenents, and the statenents are revi ewed
by an i ndependent CPA.

Anot her commenter requested the Secretary to clarify how the
current requirenment under which an institution provides an
audi ted bal ance sheet when it applies for a change of ownership
differs fromthe proposed requirenent that the institution submt
a consolidating date of acquisition balance sheet.

Comments containing alternative proposals for institutions

under goi ng a change in ownership: Several comrenters suggested
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that an institution undergoing a change of ownership that neets
the general requirenents should be exenpt fromthe letter of
credit or personal financial guarantees requirenents if the
institution achieves the required ratio score based on a bal ance
sheet audit or an audited financial statenent that covers only
part of a year. The commenters preferred this approach over the
proposed requi renents under which the Secretary would maintain
the letter of credit or keep in place the personal financial
guarantees until the institution conpleted a full fiscal year.
One comenter offered several ways to deal w th changes of
ownership. First, the comenter suggested that the Secretary
charge a reasonable fee for processing change of ownership
applications, believing that it is fair to conpensate the
Secretary for conmtting trained staff to process application
requests tinmely. Moreover, the commenter opined that this
suggestion would elimnate frivol ous and unqualified requests.
Second, the commenter believed that the Secretary shoul d exam ne
applications fromexisting owners purchasing existing
institutions differently fromnew owners with no experience in
t he school business entering the business. |In either case, the
commenter argued that the Secretary should approve a change of
ownership request without interrupting the acquired institution's
title IV, HEA programfunds if the owner satisfies certain

conditions. For an existing owner, the owner nust denonstrate
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that he or she has managed an institution participating in the
title I'V, HEA prograns to the highest standards. According to
the comenter, the owner's current institution nust have: (1) a
| ow cohort default rate (20 percent or lower), (2) an excellent
j ob placenent rate (80 percent or nore), (3) less than 1 percent
audit exceptions, (4) been in business for five years or nore,
and (5) resolved any actions taken by the Secretary, an
accrediting agency, or the State.

For a new owner purchasing an existing institution, the
comment er suggested that the Secretary (1) require that owner to
submt a letter of credit (or cash) for an anmount equal to three
nmont hs of the amount of title IV, HEA program funds that the
institution received in the prior year, and (2) limt any
increase in the amount of title IV, HEA program funds the
institution receives during its first 12 nonths under new
ownership to 10 percent over the anount the institution received
in the prior year.

Anot her comrent er suggested | owering the percentage of the
letter of credit, asserting that no business acquiring an
institution could possibly post a letter of credit for 50 percent
of the title IV, HEA program funds that the institution would
receive

Finally, a conmmenter froma proprietary institution

suggested that the Secretary could establish standards for the
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Equity and Primary Reserve ratios for institutions that change
ownership that are higher than the standards established for
participating institutions.

Commrent s regardi ng other change of ownership issues: A conmmenter

requested that the Secretary clarify whether the proposed

requi renents for an institution undergoing a change woul d
elimnate the current provision under which that institution is
provisionally certified.

Anot her comrenter inquired whether the excluded transactions
descri bed under 8600.31(e) would continue to exenpt an
institution fromthe change of ownership provisions under
proposed 8668. 175.

One commenter argued that it was erroneous to assune that a
change of ownership results in a change of control. The
commenter believed that a change of ownership occurs when a
corporation releases a majority of its stock on the narket.
However, the commenter reasoned that a change of control does not
occur if a large nunber of sharehol ders acquire that stock since
no sharehol der acquires a controlling interest. Mreover, the
comment er concl uded the Secretary should not require a financial
statenent audit or surety if the corporation was financially
responsi bl e before such an event because the financial condition
of the corporation does not change as a result of this event.

Therefore, the commenter suggested that the Secretary anend
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proposed 8668.175(a) so that it applies only to a change of
ownership that results in a new person or entity exercising
substantial control over the institution, or if the institution's
financial statenent is affected by the change.

Comments regardi ng additional |ocations: Several commenters

opposed the proposal under which the Secretary could require
personal financial guarantees or letters of credit for additional
| ocations of an institution, arguing that it is inappropriate to
require such letters or guarantees in any situation other than
one invol ving past m sconduct. Mreover, the commenters believed
that the Secretary should not consider the expansion of
operations as an event that requires heightened scrutiny.

Anot her commenter added that it was inappropriate to single
out additional |ocations for heightened scrutiny since other
forms of expansion, including the rental of additional buildings
or the expansion of housing or research facilities, could have an
equal inpact on an institution's financial situation. In any
event, the commenter suggested that the guarantees should only
remain in place until the institution denonstrates that it is
financially responsi ble and that such guarantees shoul d not
exceed 50 percent of the amount of title IV, HEA program funds
that woul d be received by the additional |ocation.

One comrenter asked that the Secretary clarify the types of

financial surety that would be required for an additi onal
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| ocation. The comrenter stated that if the surety was |imted to
personal financial guarantees, a publicly traded corporation
coul d not add | ocations, because sharehol ders who are purely

i nvestors would al so be required, but would refuse, to provide
personal guarantees. Therefore, the commenter recommended t hat
the Secretary accept instead irrevocable letters of credit.

Anot her comment er suggested that decisions regarding
addi tional |ocations should be made by accrediting agencies in
accordance with the regul ati ons contained in 8602.27. Under this
suggestion, if the accrediting agency determ nes that an
institution is admnistratively capable and financially
responsi ble, then the institution would be allowed to open the
additional |ocation wthout any other restrictions. |If the
accrediting agency determ nes otherwi se, then the institution
woul d not be allowed to open that |ocation even if the
institutionis wlling to provide a surety.

A comrenter asserted that it was inportant to describe the
condi tions under which the Secretary woul d draw upon a surety
provi ded when an institution adds an additional |ocation, because
these conditions wll profoundly affect the cost of the surety.
In particular, the conmenter asked whether the Secretary woul d
draw upon the surety only if an institution closed, or under
ot her circunstances, and whether the anount drawn woul d be the

anount equal to unpaid refunds and inproperly disbursed title IV,
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HEA program funds, or sone other anount.

Di scussion: The Secretary thanks the comenters for their

suggestions and recomendati ons under this Part, but notes that
several issues raised by the coomenters relating to institutional
participation, application and certification procedures, and
additional locations fall beyond the scope of the proposed
financial responsibility regulations. Consequently, the
Secretary could not anmend the applicable sections of the

regul ations that address those areas and procedures. Mboreover,
because changes to those areas and procedures will |ikely affect
how t he Secretary determ nes whether institutions undergoing a
change of ownership are financially responsible, and to harnonize
any new financial standards with those changes, the Secretary

wi |l delay promulgating final financial responsibility

regul ations for those institutions. |In the neantinme, the
financial responsibility of an institution that undergoes a
change of ownership will be determ ned under current regul ations
and adm ni strative procedures.

Changes: The Secretary w thdraws the provisions under proposed
8668. 175 that an institution undergoing a change in ownership
woul d be financially responsible only if the persons or entities
acquiring an ownership interest in that institution provide
personal financial guarantees or letters of credit. The

Secretary will in the future propose regul ati ons regardi ng
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changes of ownership and other rel ated issues.

Final Regulatory Flexibility Analysis

The Secretary has determ ned that a substantial nunber of
smal |l entities are likely to experience significant econom c
inmpacts fromthis regulation. Thus, the Regulatory Flexibility
Act (RFA) required that an Initial Regulatory Flexibility
Anal ysis (I RFA) of the economi c inpact on small entities be
performed and that the analysis, or a sunmary thereof, be
published in the Notice of Proposed Rul enaki ng. The | RFA was
performed and a summary was published in the Notice of Proposed
Rul emaking for this rule. This Final Regulatory Flexibility
Anal ysis (FRFA) discusses the comments received on the | RFA and
fulfills the other RFA requirenents.

The Departnent of Education has a long history of providing
conpliance assistance to institutions participating in the Title
|V, HEA progranms, in the formof guidance, training, and access
to staff for individualized assistance. The Departnment wl|
provide simlar support to institutions in inplenenting this new
rule. This assistance fulfills the letter and the spirit of the
RFA requirenent that this assistance is provided to snal
entities.

Summary of significant issues raised by the public coments on

the | RFA, a summary of the assessnent of the Departnment of such

i ssues, and a statenent of any changes nmade in the proposed rule
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as a result of such coments.

In the notice of proposed rul emaking, the Secretary invited
comments on the I RFA, particularly comments on the definition of
small entities, the estimation of the nunber of institutions
likely to experience economc inpacts, and the estimted costs of
alternative denonstrations of financial responsibility. No
comments were received on these issues, but other comments on the
RFA and small entities were received. These comments are
di scussed here.

Comments: Many commenters fromthe proprietary sector maintained
that the Secretary had not net the burden of proof required in
the RFA regarding the Departnent’s reasons for taking action.

Di scussion: The RFA requires the Secretary to publish a

description of the reasons why action by the Departnment was taken
and a succinct statenment of the objectives of, and | egal basis
for, the final rule. 1In the next section of this FRFA and in the
preanbl e, the Secretary descri bes why the Departnent took action.
The Secretary believes this explanation satisfies the RFA
requirenents.

Changes: None.

Comments: A commenter representing proprietary institutions
guestioned the manner in which the first KPMG study was
conducted. The commenter believed that small business interests

were not considered since no representatives of small proprietary
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institutions were anong those institutional representatives that
assisted with the first KPM5 study. Moreover, the conmmenter
asserted that this omssion, as well as the fact that the
Secretary did not consider the cormments submitted by a group of
CPAs on behal f of proprietary institutions regarding the first
KPMS report, violated the requirenent in the RFA that the
Secretary confer with representatives of small businesses.

Di scussion: The Secretary has conferred extensively with

representatives of all types of postsecondary institutions

t hroughout the period of this rul emaking process. This

consul tati on goes well beyond the RFA requirenent that the
Secretary confer with representatives before the final rule is
publi shed. This consultation is evidenced by the fact that the
group of CPAs to whomthis comenter referred had received the
first KPM5 report when that report was in its draft stage, and
had time to consider and provi de extensive comments on that draft
report. The Secretary distributed a draft of that report to al
sectors, including representatives of small proprietary
institutions. The comments received were considered carefully by
the Departnent and KPMG before the August 1996 KPMG report was

i ssued, and consi dered again before the NPRM was publi shed.
During the comrent period on this rule, the Secretary had
extensi ve discussions with the postsecondary community, as

di scussed in the preanble. These discussions included several
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representatives of small for-profit and small non-profit

i nstitutions.

Changes: None.

Comments: Many commenters from proprietary institutions

concl uded fromthe discussion in the | RFA section of the NPRM
that the ratio standards are wei ghted heavily against the for-
profit sector.

Di scussion: The Secretary feels that the ratio standards are

correctly tailored to neasure financial health at different
institutions. The final rule has been designed so that
institutions across all sectors that denonstrate simlar |evels
of financial health receive simlar scores. Thus, a proprietary
institution that earns a score of 2.0 will have approxinmately the
sane | evel of financial health as a non-profit institution with
the sane score. As discussed in the IRFA the estimates of the
nunber of institutions experiencing economc inpacts used in that
anal ysis were based on the best infornmation available at that
time. That information cane froma judgnental sanple of

financial statenments in which financially weak institutions were
intentionally over-sanpled in order to provide as clear a picture
as possible of these institutions. The estimates contained in
this FRFA were obtained froma non-judgnmental sanple of
institutions and thus represent inproved estimtes of the nunber

of institutions likely to experience economc inpacts. It is
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true that institutions in the proprietary sector are nore likely
to experience negative economc inpacts fromthis rule. The
degree to which a higher proportion of proprietary institutions
do not attain passing scores is consistent with the |lower |evels
of financial health in that sector evidenced by the audited
financial statenents anal yzed by the Departnent and KPMG
Changes: The FRFA contains inproved estimtes of the nunber of
institutions likely to experience econom c inpacts. These
estimates are based on a | arger and non-judgnental sanple.
Comments: Several comenters fromproprietary institutions
asserted that the proposed standards favor |arge or publicly
traded corporations at the expense of small and new institutions.
O her comrenters believed that many small institutions with good
educational and conpliance records that pass the current
standards would fail the proposed standards. The conmenters
opined that this outcone points to a flaw in the manner in which
the methodol ogy treats small institutions. An accountant for a
proprietary institution argued that because the proposed

nmet hodol ogy does not provide an adjustnent for size, it is unfair
to conpare an institution with $10 mllion in tuition revenue to
an institution with $500,000 in tuition revenue by applying the
sanme standards and criteria to both institutions.

Di scussion: As discussed el sewhere in the preanble, the final

nmet hodol ogy does account for the size of the institution by using
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rati os that consider an institution’s financial strength in
relation to certain characteristics of the institution. It is
estimated that between 105 and 165 small institutions that pass
the current standards would fail the new standards. The
Secretary believes that, based on this nore conprehensive and
accurate nmeasure, these institutions have a sufficiently poor
financial condition to warrant additional oversight of the
Federal funds adm nistered by these institutions, irrespective of
their educational and conpliance records.

Changes: None.

Comments: A commenter representing private non-profit
institutions asserted that the letter of credit alternative was
not feasible for small, frugal institutions that are tuition-
driven. The comenter suggested that these institutions should
not be required to provide letters of credit, or that only those
institutions that have audit or programreview liabilities be
required to provide a letter of credit. Several commenters from
the proprietary sector stated that a small institution may not be
able to afford the cost of obtaining a large letter of credit, or
have avail able sufficiently large credit lines to secure a 50
percent letter of credit. The commenters stated that a nore
equitable alternative would be for the Secretary to expand the
alternative nethods of denonstrating financial responsibility for

small entities to include a provision under which those entities
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could provide a letter of credit in the amount of five percent or
10 percent of their prior-year title IV, HEA program funds. The
commenters al so recomended that for all institutions, an
alternative should be the provision of a letter of credit in an
anmount ranging fromfive percent to 50 percent of the
institution's prior-year title IV funds, tied to the perceived
shortfall in funds, or to the operating |oss that triggered the
institution’s failure to neet the standards.

Di scussion: The Secretary understands that snmall (and |arge)

institutions that are in poor financial condition may have
difficulty obtaining a 50 percent letter of credit. This
requirenent is only inposed on institutions whose ability to
continue operations is highly uncertain. Furthernore, there are
other alternatives by which institutions can continue to
participate in the title IV, HEA prograns w thout posting a 50
percent letter of credit. For instance, institutions can
partici pate under provisional certification by posting a 10
percent letter of credit. Qher alternative nethods were
considered and rejected, including the alternatives descri bed by
the commenters. These alternatives are discussed earlier.
Changes: This final rule contains the zone alternative, under
which financially weak institutions nay continue to participate
W t hout posting a letter of credit.

Comments: Several comenters representing proprietary
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institutions believed that personal financial guarantees are
unfair and arbitrary, because the guarantees woul d expose the
owners of small famly businesses to the | oss of personal assets,
i ncludi ng their hones and savi ngs.

Di scussion: The proposed alternative of providing personal

financial guarantees was intended to provide owners with

addi tional options, and was avail able at the discretion of the
owner of the institution. The provision of collateral is
standard operating practice in the financial sector and this
proposed alternative was offered to provide institutions with
flexibility in neeting the financial responsibility standards.
The Secretary does not feel that providing an alternative that
can be exercised at the option of the small business owner is
unfair or arbitrary. However, the resources of the Departnent
can be better utilized in adm nistering the provision associ at ed
with the zone alternative than in adm nistering persona
financi al guarant ees.

Changes: The personal financial guarantee alternative has been
removed fromthe final rule.

Description of the reasons why action by the Departnent was taken

and a succinct statenment of the objectives of, and | egal basis

for, the final rule.

The Secretary is directed by section 498(b) of the HEA to

establish that institutions participating intitle IV, HEA
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prograns are financially responsible. The Departnent, as part of
its regulatory reinvention process, has analyzed the current
standards for institutions to denonstrate financial
responsibility and found that inprovenents are both possible and
needed. The tests of financial responsibility are being nodified
so that they nore accurately reflect the financial health of the
institutions participating in the prograns. The nodifications
provide different tests for each postsecondary sector.
Institutions are eval uated according to standards appropriate to
their sector and financial practices and conditions. More

i nformati on about the need and justification for this rule can be
found el sewhere in the preanble.

Description and estimate of the nunber of small entities to which

the proposed rule will apply.

The Secretary has applied the U S. Small Business
Adm ni stration (SBA) Size Standards to the set of institutions
that will be affected by this rule. Postsecondary educati onal
institutions are classified in the Standard | ndustry
Classification (SIC) in Major Industry 82—Educati onal Services.
Wthin this SIC, all subclassifications except Flight Training
School s have the sane criterion for qualifying as a snal
business. This criterion is that the business have total annual
revenue less than or equal to $5 mllion. Thus, for the purposes

of analyzing this regulation, for-profit and non-profit
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busi nesses with total annual revenue | ess than or equal to $5
mllion are considered snmall entities. For public institutions,
the SBA standard is that the governnental body that is
responsible for the institution have a popul ation | ess than

50, 000. For instance, a postsecondary vocational institution
that is operated by a county with a popul ati on under 50, 000 woul d
be considered a small governnental entity using the SBA Size

St andar d.

In order to determ ne the nunber of small institutions to
which the rule will apply, an analysis was perfornmed using a
census of postsecondary educational institutions. This census is
named the Integrated Postsecondary Educational Data System
(I PEDS) and is maintained by the U S. Departnment of Education’s
Nati onal Center for Education Statistics (NCES). Al
post secondary educational institutions that participate in the
title I'V, HEA prograns are required, as a condition of
participation, to fully participate in the | PEDS data
collections. The last year for which finance data were collected
covered the 1993-94 academ c year. These data were required to
categorize the institutions by their total revenue. The actual
data point that is collected is “Total Current Fund Revenue,”
which is used as a proxy for Total Revenue. The differences
between this neasure and the neasure used by SBA are consi dered

negligible; in any case, this is the only neasure available. For
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smal | governnental entities, data on the size of the population
of the governing body was not available for this analysis.
However, a decision was nmade to err on the side of including nore
institutions rather than run the risk of including too fewin the
“smal | category. For that reason, any public institution that
was controlled at any |level below that of a state was consi dered
a small institution for this part of the analysis. No adjustnent
was avail able for growh or shrinkage of the nunber of
participating institutions. However, the analysis shows that a
substantial nunber of small entities wll be affected by the
proposed rule and no adjustnment factor would change that, so the
guestion of adjusting to current program participation levels is
not inportant for the determ nation of whether a substanti al
nunmber of small entities would be affected by the proposed
regul ati on.

The estimates are that this rule will apply to 1,690 snal
for-profit entities, 660 small non-profit entities, and 140 snall
governnmental entities. The RFA directs that these small entities
be the sole focus of the Regulatory Flexibility Analysis.

Estimate of the nunber of institutions experiencing econonic

i npacts fromthe rule.

There are no significant adverse econom c inpacts of these
regul ations on public entities. This is because public entities

are assuned to satisfy the financial responsibility requirenents
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by virtue of their backing by the full faith and credit of the
State or other governnental body where they are |ocated. The

m nimal reporting requirenents contained in this rule for public
entities to establish their public status do not represent a
significant economc inpact. It is estimated that this would
represent four hours of time per institution. Using a |oaded

| abor rate of $20.00 per hour, this would cost each snall public
institution $80.00. This is simlar to the paperwork burden
associated with the current rule with regard to public
institutions, so no change in the econom c inpact on these
entities is expected.

The smal|l for-profit and small non-profit entities that
woul d experience adverse economc inpacts fromthis rule are
those that would not pass the new financial responsibility test
and would be required to provide additional surety to continue
participating in the title IV, HEA prograns, or to conply with
t he hei ghtened nonitoring required of institutions.

Any institution that does not pass the financial ratio test
can post a letter of credit worth at |east 50 percent of its
previous year’'s title IV, HEA program funds. Institutions that
use this alternative will be considered financially responsible.

Institutions that fail the financial ratio test can post a
letter of credit worth at |east 10 percent of their previous

year’s title IV, HEA program funds, conply with additiona
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reporting requirenents, provide early financial audits if
requested, and participate under reinbursenent or one of the cash
nmoni toring paynent nmethods. |Institutions that use this
alternative will not be considered financially responsible and
will be provisionally certified to participate in the prograns.

Institutions that fall into the zone can participate by
conplying with additional reporting requirenents, providing early
financial audits if requested, and participating under
rei nmbursenent or one of the cash nonitoring paynent nethods.
Institutions in the zone that use this alternative wll be
considered financially responsible. This alternative nethod of
denonstrating financial responsibility for institutions in the
zone is available for only three out of any four years. An
institution which was in the zone for three years nust pass the
ratio test at the end of the third year or it will be considered
to have failed the financial ratio test and nust participate
under one of the alternatives described above (50 percent letter
of credit, or 10 percent letter of credit wth provisional
certification and hei ghtened nonitoring).

The Departnent contracted with KPMG to perform an anal ysis
of the financial tests that will be conducted on audits submtted
by participating institutions. Using the KPMG sanple to infer to
t he popul ation, the follow ng estimates were obtained. An

estimated total of 220-390 small institutions that failed the old
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financial responsibility test would have passed the new test or
been eligible for the zone alternative, had it been in effect
during this period. For these institutions, the proposed changes
woul d have had a positive econom c inpact because they woul d have
been spared the expense of an alternative denonstrati on of
financial responsibility. At the same tine, an estinmated total

of 280-415 small institutions that passed the old financial
responsibility test would have failed or fallen into the zone
under the new test. For these institutions, these changes would
have had a negative inpact because they would have had to go to

t he expense of posting surety or heightened nonitoring, or both,
as discussed in the next section. A fuller description of these
institutions, broken down by the type of organization, is

presented in Table 1.
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Tabl e 1.

Esti mat ed Nunber of

Econom ¢ | npacts

Sour ce:

I nstitutions Experiencing

Medi um Medi ur
Smal | and Smal | and
Status with regard to old for- | ar ge non- | ar ge
and new fi nanci al profit for- profit for-
responsibility tests instit profit instit profit
u-tion instit u-tion instit
u-tion u-tior
Ad test: Pass
New test: Pass 1, 300- 75-125 300- 350 | 875-9
(no econom c i npact) 1, 400
56% 71% | 29% 83% | 50% 81% | 53% 6.
Ad test: Pass
New test: Zone 150- 200 15- 25 25-50 20-4
(adverse econom c i npact)
6% 10% 6% 17% | 4% 12% 1% 3
Ad test: Pass
New test: Fail 100- 150 15- 25 5-15 10-2
(adverse econom c i npact)
4% 8% 6% 17% 1% 3% 0% 1'
adtest: Fail
New test: Pass 75-125 10- 20 50- 100 400- 4
(positive econom c inpact)
3% 6% 4% 13% 8% 23% | 24% 3
adtest: Fail
New test: Zone 75-125 5-15 20-40 50- 1C
(positive econom c inpact)
3% 6% 2% 10% 3% 9% 3% 7'
adtest: Fail
New test: Fail 275- 325 30-50 30-50 50- 1C
(possi bl e positive
econom c i npact) 12% 16% | 12% 33% | 5% 12% 3% 7'
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Esti mat es of Econom c | npacts

The econom c inpact of the new financial tests depends on the
alternative nethod that the institution uses to continue
participating in the title IV, HEA prograns. It is inpossible to
determ ne what alternative these entities will choose. O
course, one alternative that is available to entities is to
di scontinue participation in the prograns. Using the economc
principle of profit-maxim zation (or cost-mnimzation for non-
profit entities), entities that would choose to di scontinue
partici pation have denonstrated that their cost of withdrawal is
| oner than their cost of these alternative nethods for
denonstrating financial responsibility. Therefore, these costs
represent estimtes of maxi mum econom ¢ costs associated with the
choice of alternative certification or withdrawal fromthe title
|V, HEA prograns. It is difficult to determ ne the cost of
w t hdrawal from participation in these prograns.

Post a Letter of Credit Equal to at Least 50 Percent of the

Institution’s Prior Year Title IV, HEA Program Funds

The cost of posting a letter of credit varies according to
the particular financial situation of the institution enploying
this alternative. The cost al so depends on the type of
relationship that the institution has with its bank. The costs
estimated here assune that the institution has no rel ationship

with a bank that would allow the bank to rely on its
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institutional know edge to nore accurately determ ne the risk of
having to pay out the letter of credit. Thus, the estinmtes here
are overstated for at |east sone institutions that have such a
relationship with their banks.

For the purposes of this analysis, costs will be estimted
for a small institution of typical size. An institution with
annual title IV revenue of $2 mllion would be required to post a
letter of credit of $1 million. The bankers representing |ocal,
regi onal, and national commrercial banks contacted by KPMG stated
that they would charge a fee of between 0.75 percent and 1.25
percent for such an institution, or between $7,500 and $12, 500.
In addition, the bankers stated that the institution would be
required to collateralize the letter of credit. Using an
opportunity cost of the collateral of four points above the prine
rate (12.5 percent), this would represent an estimted
opportunity cost of $125,6000. The bankers indicated that the
fees and requirements would be simlar for both proprietary and
private non-profit institutions.

It is estimated that about one-fifth of the institutions that
fail the financial responsibility test will choose to post a 50
percent letter of credit. This estimte represents the best
pr of essi onal judgnent of Departnent programstaff. Institutions
that fail the old and new standards and are already participating

with this alternative will not experience an econom c inpact from
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this provision. This estimate is based on the assunption that
none of the institutions in the zone will choose to post a 50
percent letter of credit, since the other alternative for
institutions in the zone has a | ower economc inpact. The letter
of credit alternative is available for institutions in the zone
under the statute. Sone institutions may experience different
econom ¢ costs than those estimted here and find the 50 percent
letter of credit alternative nore attractive than the other
requirenents in the zone alternative.

Post a Letter of Credit Equal to at Least 10 percent of the

Institution’s Prior Year Title IV Funds and Parti ci pate Under

Provi sional Certification

As di scussed above, the costs of securing a letter of credit
depend on the particular financial situation of the institution
and the type of relationship that the institution has with its
bank.

For the purposes of this analysis, costs will be estimted
for a small institution of typical size. An institution with
annual Title IV revenue of $2 mllion would be required to post a
letter of credit of $200,000. The bankers contacted by KPMG
stated that they would charge a fee of between 0.75 percent and
1.25 percent for such an institution, or between $1,500 and
$2,500. In addition, the bankers stated that the institution

woul d be required to collateralize the letter of credit. Using
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an opportunity cost of the collateral of four points above the
prime rate (12.5 percent), this would represent an estimated
opportunity cost of $25,6000. The bankers indicated that the fees
and requirenents would be simlar for both proprietary and
private non-profit institutions.

It is estimated that about four-fifths of the institutions
that fail the financial responsibility test will choose to post a
10 percent letter of credit. This estimate represents the best
pr of essi onal judgnment of Departnent programstaff. Institutions
that fail the old and new standards, and are already
participating with this alternative, wll not experience an
econom ¢ inpact fromthis provision.

Addi ti onal Reporting

Institutions that fail the financial responsibility ratio
test or use the zone alternative to denonstrate financial
responsibility will be required to report significant adverse
financial or oversight events to the Departnent. It is estinmated
t hat about one-fifth of institutions using the zone alternative
wi |l have an average of 1.5 events per year that they woul d have
to report to the Departnment. It is estimated that about one-
third of institutions that fail the ratio test will have an
average of two events per year that they would have to report to
t he Depart nent.

Reporting each event is expected to take about 15 m nutes.
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Using a | oaded | abor rate of $20.00 per hour, reporting each
event will cost the institutions $5.00. An estinmated one-fifth
of the institutions using the zone alternative will experience an
average econom c inpact of $7.50. An estimated one-third of the
institutions that fail the ratio test will experience an average
econom c i nmpact of $10. 00.

These estimates represent the best professional judgnent of
Depart ment program staff.

Early Subm ssion of Audits

Institutions that fail the financial responsibility ratio
test or use the zone alternative to denonstrate financial
responsibility may be required to submt early financial audits
to the Departnent, at the Departnent’s discretion. It is
expected that these institutions wll be required to submt these
audits within 60 days of the end of the fiscal year. It is
estimated that the Departnent will exercise that discretion for
about one-half of the institutions using the zone alternative,
and about two-thirds of the institutions that fail the ratio
test.

The only economic inpact institutions will experience from
being required to submt their audited financial statenents early
is any higher fees that may be charged to the institutions by
their auditors. KPMG researched the types of fees that a

national, regional and |ocal accounting firmwould typically
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charge for this service. It was estimted that a smal
institution with about $2.5 nmillion in total revenue and one
canpus woul d be charged between $6, 000 and $8, 000 in additi onal
fees for a conbined financial and conpliance audit perfornmed in
January or February. The accounting firnms al so stated that
institutions with fiscal years that do not end on Decenber 31
woul d probably not be subject to additional fees as |ong as they
recei ve sufficient advance notice of this requirenent.

Cash Monitoring, Type 1

Institutions that are required to obtain title 1V, HEA
program funds through the first type of cash nonitoring will be
requi red under 8668.162(e)(1l) to credit students’ accounts before
drawi ng federal funds. The institution s conpliance audit wll
contain verification that this did occur throughout the year.
There is no additional paperwork associated with this option.
There will be sonme mninmal one-tine costs associated with
changi ng fromthe advance paynment nethod to this paynent nethod.
It is difficult to estimate what changi ng paynent systens m ght
cost since it would vary depending on the admnistrative
structure of the institution. It is expected that it m ght take
a small institution an estinmated 40 hours to reprogramits
financial system and make other adjustnents. Using a |oaded
| abor rate of $50.00 per hour for this type of technical work,

the estinmated econonic inpact is $2,000. Since institutions are
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expected to credit students’ accounts and draw federal funds in

t he same banki ng day, there should be no borrow ng costs
associated wth this paynent method. Under the advance paynent
system institutions are allowed to keep up to $250 in interest
earned from depositing federal funds in advance of disbursing it
to students. Institutions that are no |longer able to participate
on advance paynent would | ose the portion of that $250 they were
able to earn.

It is estimated that about three-fourths of the institutions
participating under the zone alternative will be placed on this
| evel of cash nonitoring. It is estinmated that about five-
eighths of institutions who fail the ratio test and participate
under the 10 percent letter of credit alternative wll be placed
on this level of cash nonitoring.

Institutions that fail the old and the new test of financial
responsibility and partici pate under provisional certification
may experience a positive economc benefit fromthis provision.
Under current rules, institutions can only participate under the
current reinbursenment system To the degree that these
institutions are allowed to participate using a |l ess stringent
type of cash nonitoring than that avail able under current rules,
they will experience a positive econom c benefit.

Cash Monitoring, Type 2

Institutions that are required to obtain title IV, HEA
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program funds through the second type of cash nonitoring wll be
requi red under 8668.162(e)(2) to credit students’ accounts and
provi de sone docunentation of students and anmounts before
receiving federal funds. The institution’s conpliance audit wl|
contain verification that this did occur throughout the year.
Institutions will be required to docunent students and anmounts
and submt this to the Departnment. This is expected to represent
about one hour of paperwork for the small institution and cost
about $20.00 using a | oaded | abor rate of $20.00 per hour. As

di scussed above, there will be sonme one-tinme costs associ at ed
with changing fromthe advance paynment nethod to this paynent

net hod, which are estinmated at $2,000. Institutions are expected
to credit students’ accounts and receive federal funds within six
days. Institutions will be receiving sone or even all of the
federal funds in the formof student charges, so they are not
expected to be required to borrow the entire anount of the

del ayed funds. However, they w |l experience the econom c i npact
of not having the opportunity to use these funds for that six-day
period. The opportunity cost of capital is estimated here at the
borrowing rate. It is assuned that institutions in such a
situation could obtain a short-terml|oan at their bank for an
annual interest rate of prinme plus four points, or about 12.5
percent. This yields an econom c cost of about $2,000 per

mllion dollars of title IV, HEA program funds received annually.
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As di scussed above, institutions would also lose up to $250 in
interest fees on advance paynents they nay have been earni ng.

It is estimated that about one-eighth of the institutions
participating under the zone alternative will be placed on this
type of cash nmonitoring. It is estimated that about one-eighth
of the institutions who fail the ratio test and partici pate under
the 10 percent letter of credit alternative will be placed on
this type of cash nonitoring.

Institutions that fail the old and the new tests of financi al
responsi bility and participate under provisional certification
may experience a positive economc benefit fromthis provision.
Under current rules, institutions can only participate under the
current reinbursenent system under 8668.162(d). To the degree
that these institutions are allowed to participate using a | ess
stringent type of cash nonitoring than that avail abl e under
current practice, they will experience a positive economc
benefit.

Rei nmbur senent

Institutions that are required to obtain title IV, HEA
program funds through the current reinbursenment systemwl| be
required to credit students’ accounts and provide supporting
docunentation to the Departnent before receiving federal funds.
The institution’s conpliance audit will contain verification that

this did occur throughout the year. Institutions wll be required
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to conpile the paperwork and submt this to the Departnment. This
is expected to represent about five hours of paperwork, that wll
cost about $100 using a | oaded |abor rate of $20.00 per hour. As
di scussed above, there will be sonme one-tinme costs associ at ed

wi th changing fromthe advance paynent nethod to this paynent

nmet hod, which are estinmated at $2,000. Institutions are expected
to credit students’ accounts and be reinbursed with federal funds
wi thin 24 banking days. As discussed in nore detail above, there
is an econom ¢ cost of not having the use of those funds for that
24 day period, which is estimated at $8,000 per mllion dollars
of title IV, HEA funds received annually. As discussed above,
institutions would also |l ose up to $250 in interest fees on
advanced paynents they may have been earning.

It is estimated that about one-eighth of the institutions
participating under the zone alternative will be placed on
reinbursenent. It is estimated that about one-fourth of the
institutions who fail the ratio test and participate under the 10
percent letter of credit alternative will be placed on
rei mbur senent .

Optional Disclosure in Audited Financial Statenent of HEA

I nstitutional G ants

Institutions that would otherwise fail or be required to use
the zone alternative that wish to have their HEA institutiona

grants excluded fromthe calculation of their ratios would be
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required to have the anount of the HEA institutional

disclosed in a note to their financial

separate attestation

national, regional and | ocal
charge for this service.

institution with about $2.5 mllion in total

It was estimted that a snal

statenents, or in

gr ant
a
KPMG researched the types of fees that a

accounting firmwould typically

revenue and one

canmpus woul d be charged about $300 for this information disclosed

as a note to the financial statements, and between $2, 000 and

$3,000 if the institution chose to have this disclosed as a

separate attestation

choose the note disclosure due to its | ower cost.

It was not possible to estimte the nunber of
that could be able to take advantage of this option,

data were not available fromthe audited financi al

anal yzed here.

Table 2: Summary of Estimated Adverse Econonic |npacts on Snall

It is assuned that institutions wll

institutions

si nce these

statenents

Entities

Action (not all
actions are

requi red of al
institutions.)

Institutions that fail the ratio test

Institutions using the
zone alternative

50 percent letter
of credit

One-fifth of institutions wll pay
fees of $7,500 to $12, 500 per

No institutions eligible
for the zone alternative

cost of $125,000 per nillion

mllion, plus estinmated opportunity are expected to post
cost of $125,000 per mllion. letters of credit.
10 percent letter |Four-fifths of institutions will pay No institutions eligible
of credit fees of $7,500 to $12,500 per for the zone alternative
mllion, plus estinmated opportunity are expected to post

letters of credit.
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Addi tiona
reporting

One-third of institutions wll have
aver age paperwork costs of about $10

One-fifth of institutions
wi || have average
paperwor k costs of about
$7. 50

Early subm ssion
of audits

Two-thirds of institutions wll have
i ncreased audit costs of between

$6, 000 and $8, 000

One-hal f of institutions
wi || have increased audit
costs of between $6, 000
to $8, 000

Cash nonitoring,
type 1

Five-ei ghths of institutions who fai
the ratio test and partici pate under
the 10 percent letter of credit
alternative will have: costs of
changi ng paynent system of about
$2,000; and | oss of interest revenue
up to $250.

Thr ee-fourths of
institutions will have:
costs of changi ng paynent
system of about $2, 000;
and | oss of interest
revenue up to $250

Cash nonitoring,
type 2

One-eighth of institutions who fail
the ratio test and partici pate under
the 10 percent letter of credit
alternative will have: paperwork
costs of $20; costs of changing
paynment system of about $2,000;
borrowi ng costs (or opportunity cost
of capital) of about $2,000 per
mllion dollars of Title IV funds
received; and | oss of interest
revenue up to $250

One-ei ghth of
institutions will have:
paperwork costs of $20;
costs of changi ng paynent
system of about $2, 000;
borrowi ng costs (or
opportunity cost of
capital) of about $2,000
per mllion dollars of
Title IV funds received,
and | oss of interest
revenue up to $250

Rei mbur senment

One-fourth of institutions who fai
the ratio test and partici pate under
the 10 percent letter of credit
alternative will have: paperwork
costs of $100; costs of changing
paynment system of about $2,000;
borrowi ng costs (or opportunity cost
of capital) of about $8,000 per

One-ei ghth of
institutions will have:
paperwork costs of $100;
costs of changi ng paynent
system of about $2, 000;
borrowi ng costs (or
opportunity cost of
capital) of about $8, 000

di scl osure of HEA
institutiona
grants

wi I | have an econom c inmpact of $300

mllion dollars of Title IV funds per mllion dollars of
received. Title IV funds received.
Act i on Institutions that initially fail but Institutions that
enpl oy optional disclosure to raise initially fall into the
score into zone zone but enpl oy optiona
di scl osure to raise score
to passing
Opt i onal An unknown nunmber of institutions An unknown number of

institutions will have ar
economi ¢ i npact of $300

Not e: Al

of the figures in this table are estinmates.

The previous

di scussion provides a conpl ete explanati on of how these estimates were nade.
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Description of significant alternatives which acconplish the

stated objectives of applicable statutes and which m nimze any

significant economc inpact of the final rule on small entities.

Wil e the Departnent considered alternative neans of
satisfying many specific provisions, as discussed in the Analysis
of Coments and Changes to this final rule, there are no other
significant alternatives that would satisfy the sane | egal and
policy objectives while mnimzing the inpact on small entities.

The factual, policy, and | egal reasons for selecting the

alternative adopted in the final rule.

The adopt ed approach bal ances regul atory reform val ues and
i nproved accountability in a reasonable fashion. Consistent with
the Secretary’s Regulatory Relief Initiative, participating
institutions are subject to the m nimumrequirenents that
adequately protect the Federal fiscal interest. A substantial
nunmber of institutions will experience a reduced regul atory
burden as a result of these rules. The Secretary believes that
t he proposed approach is the | east conplicated and burdensone for
small (and large) entities involved in the adm nistration of the
title IV, HEA prograns while still allowing for the proper
protection of the Federal fiscal interest and the interests of
students and their parents.

For the purposes of performng this regulatory flexibility
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anal ysis, the alternative of “no action” could be considered a
significant alternative. |[|f the Secretary did not undertake any
action in this area, small (and large) entities would not
experience the economc inpacts inposed by this regul ation.
However, as described in the preanble to this final rule, the
Secretary believes that this action is required to further
Department initiatives and to better protect the Federal fiscal
interest. This is discussed further in the next section.

Wiy each one of the other significant alternatives to the rule

consi dered by the Departnent which affect the inpact on snal

entities was rejected.

The Departnent considered many alternatives to this rule.
Significant alternatives that were considered but determ ned not
to nmeet the policy objectives are discussed in the next section.
The policy objectives for this rule are discussed at length in
the preanble. These various alternatives m ght have had an
effect on the inpact on snall entities to the degree that they
m ght have led to a different result fromthe ratio test. Sone
of these alternatives are discussed at greater |ength el sewhere
in the Analysis of Comments and Changes.

Case- by-case precipitous closure alternative. The Departnent

consi dered perform ng a case-by-case analysis of institutions

that marginally failed the regulatory standard (i.e., the
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conposite score standard) to determne if they were in danger of
closing precipitously. This alternative was rejected for several
reasons. This alternative would have required significantly nore
resources than the Departnent has avail able for such an activity
and woul d have been difficult to enforce. This alternative could
have concei vably reduced the inpact on snall entities, if there
was additional information not available in the ratio approach
that woul d have | ed an individualized analysis to determ ne that
the institution was not in danger of precipitously closing.
However, the fairness of such a system could be suspect and the
policy goal of having a fair rule that is known and consistently
appl i ed woul d have been underm ned. In addition, the Secretary
believes that the ratio analysis takes the total financi al
condition into account, so that it would be an exceedingly rare
event for an institution with a very |low score to have sufficient
financial strength to warrant continued participation. The zone
al ternative chosen enpl oys as nuch case-by-case treatnent as the
Departnent consi ders appropriate and manageable. The alternative
chosen gives the case nanagenent teans sone discretion with
regard to the stringency of the additional nonitoring that wll
be required.

Conti nuous i nprovenent zone alternative. The Departnent

considered requiring institutions to denonstrate conti nuous
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i nprovenent to be eligible to use the zone alternative. This
alternative was rejected for several reasons. |In such a system
an institution would be required to have a score that was
continuously rising. For instance, an institution wwth a score
of 1.1 would have to score higher in the subsequent year in order
to be able to use the zone alternative in a second year. The
Secretary believes that the final score accurately reflects the
institution’s financial health. A continuous inprovenent node
woul d nean, for instance, that two institutions with a score of
1.3 would be treated differently depending on their scores the
previous year. An institution with a score of 1.3 in the current
year that scored a 1.0 the previous year woul d have denonstrated
i nprovenent while the institution that scored 1.3 in both years
woul d not have denonstrated inprovenent, |eading to different
regul atory results. The policy goal of treating institutions in
a simlar situation equitably would not have been satisfied if a
conti nuous i nprovenent nodel were chosen. The zone alternative
chosen does require institutions to denonstrate inprovenent, in
that institutions nmust score at or above the regulatory standard
by the end of the third year. 1In addition, this option would add
to the conplexity of adm nistering the rule.

Secondary anal ysis. The Departnent considered various types of

secondary analysis for institutions that marginally failed the
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ratio test. One type of secondary anal ysis that was consi dered
was to cal cul ate some additional ratios and assign bonus points
for institutions with high values in these additional ratios.
These alternatives were rejected for several reasons. Extensive
anal ysis of the audited financial statenents did not uncover any
additional ratios that provided sufficient useful information
about an institution’s financial condition, such as the secondary
reserve ratio or a ratio of equity to expenses. Qher ratios
were rejected because they | ent thenselves to mani pul ati on, such
as cash flowratios or current ratios. Some ratios were rejected
because they could not be calculated for all institutions, such
as the Viability ratio or a debt service ratio.

Personal financial guarantees. The Departnent considered

allowing institutions to denonstrate financial responsibility by
provi di ng personal financial guarantees at their option. This
alternative was proposed in the NPRM but rejected for severa
reasons. This proposed alternative was not considered to be
desirable by the community. The resources that the Departnent
woul d have devoted to adm nistering this alternative were
determ ned to be better enployed in managing the zone
alternative.

Requiring institutions only to pass the ratio test for nost

years. The Departnent considered a nethodol ogy by which
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institutions would have only been required to pass the ratio test
in two of three years, or in three of four years. This
alternative was rejected for several reasons. Such a nethodol ogy
woul d have allowed an institution to marginally pass for two
years, while failing mserably the third year. However, an

anal ysis of data of closed institutions indicates that
institutions that fail the ratio test should not be allowed to
continue to participate wthout sone additional surety to protect
t he Federal interest.

Anal ysis of information not on general purpose audited financi al

statenents. The Departnent considered including information that

was not avail able on audited financial statenents. This
alternative was rejected for several reasons. The Departnent
does not have sufficient resources to determ ne the veracity of
unaudited information that institutions would have provi ded under
this alternative, such as enrollnent data or simlar types of
information. The Departnent did consider requiring certain types
of information that could have been attested to by the
institution's auditor and disclosed in a note to the audited
financial statement. KPMG advised the Departnment about the types
of information that could be audited, and it was determ ned t hat
the types of information that could have been attained using this

met hod, conmbined with the difficulties in inplenenting a note
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di scl osure, would not provide sufficient additional information
beyond that contained in the ratio nmethodol ogy chosen.

Concl usi on

The Secretary concludes that a substantial nunber of smal
entities are likely to experience significant adverse economc
i npacts fromthe proposed rule, offset by significant positive
econom c effects on a slightly smaller nunber of small entities.
As discussed in the section referring to the cost-benefit
assessnent of this proposed rule pursuant to Executive O der
12866, the Secretary has concluded that the costs are justified
by the benefits. In this case, the benefits are reduced Federal
fiscal liabilities as well as inproved service to students
participating in the title IV, HEA prograns.

Paperwor k Reduction Act of 1995

Sections 668.171(c), 668.172(c)(5), 668.174(b)(2)(i),
668. 175(d)(2)(ii), 668.175(f)(2)(iii), and 668.175(g)(2) (i)
contain information collection requirenents. As required by the
Paperwor k Reduction Act of 1995, the U S. Departnment of Education
has submtted a copy of these sections to OVB for its review
(44 U.S.C. 3504(h)).

Assessnent of Educational | npact

In the NPRM published Septenber 20, 1996, the Secretary

requested comrent on whether the proposed regulations in this
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docunment woul d require transm ssion of information that is being
gathered by, or is available from any other agency or authority
of the United States.

Based on the response to the proposed rules on its own
review, the Departnent has determ ned that the regulations in
this docunment do not require transm ssion of information that is
bei ng gathered by, or is available from any other agency or
authority of the United States.

El ectronic Access to This Document

Anyone may view this docunent, as well as all other
Departnent of Education docunents published in the Federal
Regi ster, in text or portable docunent format (pdf) on the Wrld
Wde Wb at either of the follow ng sites:

http://gcs. ed. gov/fedreg. ht m

http://ww. ed. gov/ news. ht n
To use the pdf you nmust have the Adobe Acrobat Reader Program
with Search, which is available free at either of the previous
sites. |If you have questions about using the pdf, call the U S
Government Printing Ofice toll free at 1-888-293-6498.

Anyone may al so view these docunents in text copy only on an
el ectronic bulletin board of the Departnent. Tel ephone: (202)
219- 1511 or, toll free, 1-800-222-4922. The docunents are

| ocat ed under Option G -Files/Announcenents, Bulletins and Press
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Rel eases.
Note: The official version of this docunent is the document

publ i shed in the Federal Register.

Li st of Subjects

34 CFR Part 668

Adm ni strative practice and procedure, Colleges and
universities, Student aid, Reporting and recordkeeping
requirenents.

Dat ed:

Richard W Ril ey,
Secretary of Education.

(Catal og of Federal Donestic Assistance Nunmber: 84.007 Federal
Suppl enent al Educational Qpportunity Grant Program 84.032
Federal Fam |y Educational Loan Program 84.032 Federal PLUS
Program 84.032 Federal Supplenental Loans for Students Program
84. 033 Federal Work-Study Program 84.038 Federal Perkins Loan
Program 84.063 Federal Pell G ant Program 84.069 Federal State
Student Incentive Gant Program and 84.268 Direct Loan Progran
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The Secretary anends part 668 of title 34 of the Code of
Federal Regul ations as foll ows:
PART 668 - STUDENT ASSI STANCE GENERAL PROVI SI ONS
1. The authority citation for part 668 continues to read as
fol |l ows:

AUTHORI TY: 20 U.S.C. 1085, 1088, 1091, 1092, 1094, 1099c and
1141, unl ess ot herw se not ed.
Subpart B - Standards for Participation in the Title IV, HEA
Pr ogr ans
2. Section 668.13 is anended by renoving paragraphs (d) and (e),
and by redesignating paragraph (f) as paragraph (d).
3. Section 668.23 is anended by renoving paragraph (f) and
redesi gnati ng paragraphs (g) and (h) as paragraphs (f) and (g),
respectively.
Subpart K - Cash Managenent
4. Section 668.162 is anmended by revising paragraph (a)(1), and
by addi ng a new paragraph (e) to read as foll ows:

8668. 162 Requesting funds.

(a) Ceneral. (1) The Secretary has sole discretion to
determ ne the nethod under which the Secretary provides title 1V,
HEA program funds to an institution. |In accordance with
procedures established by the Secretary, the Secretary may

provide funds to an institution under the advance, rei nbursenent,
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just-in-time, or cash nonitoring paynent nethods.

* * * * *

(e) Cash nonitoring paynent nethod. Under the cash

nmoni toring paynent nethod, the Secretary provides title IV, HEA
program funds to an institution under the provisions described in
paragraph (e)(1) or (e)(2) of this section. Under either
paragraph (e)(1) or (e)(2) of this section, an institution nust
first make di sbursenents to students and parents for the anount
of title IV, HEA program funds that those students and parents
are eligible to receive, before the institution--

(1) Submts a request for funds under the provisions of the
advance paynent nethod described in paragraph (b) of this
section, except that the institution's request may not exceed the
amount of the actual disbursenents the institution nmade to the
students and parents included in that request; or

(2) Seeks reinbursenent for those di sbursenents under the
provi sions of the rei nbursenent paynment nethod described in
paragraph (d) of this section, except that the Secretary may
nmodi fy the docunentation requirenents and review procedures used
to approve the rei nbursenent request.

5. Section 668.167 is anended by addi ng a new paragraph (f) to

read as fol |l ows:

251



8668. 167 FFEL program funds.

* * * * *

(f) An institution placed under the cash nonitoring paynent

nmet hod. The Secretary may require an institution that is placed
under the cash nonitoring described under paragraph 8668. 162(e),
to conply with the di sbursenment and certification provisions
under paragraph (d) of this section, except that the Secretary
may nodi fy the docunentation requirenents and review procedures
used to approve the institution’s disbursenent or certification
request.

6. A new subpart L is added to read as foll ows:

Subpart L - Financial Responsibility

Sec.

668. 171 GCeneral.

668. 172 Financial ratios.

668. 173 Refund reserve standards.

668. 174 Past performance.

668. 175 Alternative standards and requirenents.

8668. 171 General .

(a) Purpose. To begin and to continue to participate in
any title IV, HEA program an institution nust denonstrate to the
Secretary that it is financially responsible under the standards
established in this subpart. As provided under section 498(c) (1)
of the HEA, the Secretary determ nes whether an institution is

financially responsi ble based on the institution's ability to--

(1) Provide the services described in its official
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publications and statenents;

(2) Adm nister properly the title IV, HEA prograns in which
it participates; and

(3) Meet all of its financial obligations.

(b) General standards of financial responsibility. Except

as provided under paragraphs (c) and (d) of this section, the
Secretary considers an institution to be financially responsible
if the Secretary determ nes that--

(1) The institution's Equity, Primary Reserve, and Net
I ncone ratios yield a conposite score of at least 1.5, as
provi ded under 8668.172 and Appendices F and G

(2) The institution has sufficient cash reserves to nake
required refunds, as provided under 8668.173;

(3) The institution is current in its debt paynents. An
institution is not current in its debt paynents if--

(1) It isin violation of any existing | oan agreenent at its
fiscal year end, as disclosed in a note to its audited financi al
statenments or audit opinion; or

(i) 1t fails to nake a paynent in accordance with existing
debt obligations for nore than 120 days, and at | east one
creditor has filed suit to recover funds under those obligations;
and

(4) The institution is nmeeting all of its financial

obligations, including but not limted to--
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(1) Refunds that it is required to nake under 8668.22; and
(11) Repaynents to the Secretary for debts and liabilities
arising fromthe institution’s participation in the title IV, HEA

progr ans.

(c) Public institutions. The Secretary considers a public

institution to be financially responsible if the institution--

(1)(i) Notifies the Secretary that it is designated as a
public institution by the State, |ocal or nunicipal governnent
entity, tribal authority, or other governnent entity that has the
| egal authority to make that designation; and

(1i) Provides a letter froman official of that State or
ot her governnent entity confirmng that the institution is a
public institution; and

(2) Is not in violation of any past performance requirenent
under 8668. 174.

(d) Audit opinions and past performance provisions. Even if

an institution satisfies all of the general standards of
financial responsibility under paragraph (b) of this section, the
Secretary does not consider the institution to be financially
responsible if--

(1) In the institution's audited financial statenents, the
opi ni on expressed by the auditor was an adverse, qualified, or
di scl ai med opi nion, or the auditor expressed doubt about the

conti nued existence of the institution as a going concern, unless
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the Secretary determnes that a qualified or disclained opinion
does not have a significant bearing on the institution's
financial condition; or

(2) As provided under the past performance provisions in
8668. 174(a) and (b)(1), the institution violated a title IV, HEA
program requirenment, or the persons or entities affiliated with
the institution owe a liability for a violation of a title IV,
HEA program requirenent.

(e) Admnistrative actions. |If the Secretary determ nes

that an institution is not financially responsible under the
standards and provisions of this section or under an alternative
standard in 8668.175, or the institution does not submt its
financial and conpliance audits by the date permtted and in the
manner required under 8668.23, the Secretary may--

(1) Initiate an action under subpart G of this part to fine
the institution, or limt, suspend, or termnate the
institution's participation in the title IV, HEA prograns; or

(2) For an institution that is provisionally certified, take
an action against the institution under the procedures
established in 8668.13(d).

(Authority: 20 U S. C. 1094 and 1099c and section 4 of Pub. L.
95-452, 92 Stat. 1101-1109)

8668. 172 Financial ratios.

(a) Appendices F and G Ratio Methodol ogy. As provided
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under Appendices F and Gto this part, the Secretary determ nes
an institution’ s conposite score by--

(1) Calculating the result of its Primary Reserve, Equity,
and Net Incone ratios, as described under paragraph (b) of this
section;

(2) Calculating the strength factor score for each of those
rati os by using the corresponding al gorithm

(3) Calculating the weighted score for each ratio by
mul ti plying the strength factor score by its corresponding
wei ghti ng percent age;

(4) Summng the resulting weighted scores to arrive at the
conposite score; and

(5) Rounding the conposite score to one digit after the
deci mal point.

(b) Ratios. The Primary Reserve, Equity, and Net |ncone
rati os are defined under Appendix F for proprietary institutions,

and under Appendix G for private non-profit institutions.
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(1) The ratios for proprietary institutions are:

For proprietary
i nstitutions:

Adj usted Equity
Tot al Expenses

Primary Reserve ratio

Modi fied Equity
Equity ratio = Modified Assets

| ncone Before Taxes
Net | ncone ratio = Total Revenues

(2) The ratios for private non-profit institutions are:

Expendabl e Net Assets

Primary Reserve ratio = Total Expenses
Modi fied Net Assets
Equity Ratio = Modified Assets
Change in Unrestricted Net Assets
Net Income ratio = Total Unrestricted Revenues
(c) Excluded itens. 1In calculating an institution's rati os,

the Secretary--
(1) GCenerally excludes extraordinary gains or |osses,

i ncone or | osses fromdiscontinued operations, prior period
adj ustnents, the cunul ative effect of changes in accounting
principles, and the effect of changes in accounting estimates;

(2) My include or exclude the effects of questionable
accounting treatnents, such as excessive capitalization of
mar keti ng costs;

(3) Excludes all unsecured or uncollateralized related-party

recei vabl es;
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(4) Excludes all intangible assets defined as intangible in
accordance with generally accepted accounting principles; and

(5) Excludes fromthe ratio cal cul ati ons Federal funds
provided to an institution by the Secretary under program
aut horized by the HEA only if--

(1) In the notes to the institution's audited financi al
statenment, or as a separate attestation, the auditor discloses by
name and CFDA nunber, the amount of HEA program funds reported as
expenses in the Statenent of Activities for the fiscal year
covered by that audit or attestation; and

(i) The institution's conposite score, as determ ned by the
Secretary, is less than 1.5 before the reported expenses arising
fromthose HEA funds are excluded fromthe Primary Reserve
ratio.

(Authority: 20 U S.C. 1094 and 1099c and section 4 of Pub. L.
95-452, 92 Stat. 1101-1109)

8668. 173 Refund reserve standards.

(a) Ceneral. The Secretary considers that an institution
has sufficient cash reserves (as required under 8668.171(b)(2))
to make any refunds required under 8668.22 if the institution--

(1) Satisfies the requirenents of a public institution under
8668. 171(c) (1);

(2) Is located in a State that has a tuition recovery fund

approved by the Secretary and the institution contributes to that
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fund; or
(3) Denonstrates that it makes its refunds tinely, as
provi ded under paragraph (b) of this section.

(b) Tinely refunds. An institution denonstrates that it

makes required refunds within the tinme permtted under 8668.22 if
the auditor(s) who conducted the institution's conpliance audits
for the institution's two nost recently conpleted fiscal years,
or the Secretary or a State or guaranty agency that conducted a
review of the institution covering those fiscal years--

(1) Ddnot find in the sanple of student records audited or
reviewed for either of those fiscal years that--

(1) The institution made | ate refunds to 5 percent or nore
of the students in that sanple. For purposes of determ ning the
percentage of |ate refunds under this paragraph, the auditor or
reviewer nust include in the sanple only those title IV, HEA
program recipients who recei ved or should have received a refund
under 8668.22; or

(i) The institution nmade only one late refund to a student
in that sanple; and

(2) D dnot note for either of those fiscal years a materi al
weakness or a reportable condition in the institution's report on
internal controls that is related to refunds.

(c) Refund findings. Upon a finding that an institution no

| onger satisfies a refund standard under paragraph (a)(1l) or (2)
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of this section, or that the institution is not nmaking its
refunds tinely under paragraph (b) of this section, the
institution nmust submt an irrevocable letter of credit,
accept abl e and payable to the Secretary, equal to 25 percent of
the total amount of title IV, HEA programrefunds the institution
made or shoul d have made during its nost recently conpleted
fiscal year. The institution rmust submt this letter of credit
to the Secretary no later than--

(1) Thirty days after the date the institution is required
to submt its conpliance audit to the Secretary under 8668.23, if
the finding is made by the auditor who conducted that conpliance
audit; or

(2) Thirty days after the date that the Secretary, or the
State or guaranty agency that conducted a review of the
institution notifies the institution of the finding. The
institution nmust also notify the Secretary of that finding and of
the State or guaranty agency that conducted that review of the
institution.

(d) State tuition recovery funds. |In determ ning whether to

approve a State's tuition recovery fund, the Secretary considers
the extent to which that fund--

(1) Provides refunds to both in-State and out-of-State
st udent s;

(2) Allocates all refunds in accordance wth the order
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requi red under 8668.22; and

(3) Provides a reliable nechanismfor the State to repl enish
the fund should any clains arise that deplete the fund' s assets.
(Authority: 20 U.S.C. 1094 and 1099c and section 4 of Pub. L. 95-
452, 92 Stat. 1101-1109)

8668. 174 Past perfornmance.

(a) Past performance of an institution. An institutionis

not financially responsible if the institution--

(1) Has been limted, suspended, term nated, or entered into
a settlenent agreenent to resolve a |limtation, suspension, or
termnation action initiated by the Secretary or a guaranty
agency, as defined in 34 CFR part 682, within the preceding five

years;

(2) In either of its two nost recent conpliance audits had
an audit finding, or in a report issued by the Secretary had a
programreview finding for its current fiscal year or either of
its preceding two fiscal years, that resulted in the
institution's being required to repay an anmount greater than 5
percent of the funds that the institution received under the
title IV, HEA progranms during the year covered by that audit or
programreview,

(3) Has been cited during the preceding five years for

failure to submt in a tinely fashion acceptable conpliance and
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financial statenment audits required under this part,
or acceptable audit reports required under the individual title
|V, HEA program regul ations; or

(4) Has failed to resolve satisfactorily any conpliance
problens identified in audit or programreview reports based upon
a final decision of the Secretary issued pursuant to subpart G or
H of this part.

(b) Past performance of persons affiliated with an

institution. (1)(i) Except as provided under paragraph (b)(2)

of this section, an institution is not financially responsible if
a person who exercises substantial control over the institution,
as described under 34 CFR 600. 30, or any nenber or nenbers of
that person's famly, alone or together--

(A) Exercises or exercised substantial control over another
institution or a third-party servicer that owes a liability for a
violation of a title IV, HEA programrequirenent; or

(B) Omes a liability for a violation of a title IV,

HEA program requirement; and

(1i) That person, famly nmenber, institution, or servicer
does not denonstrate that the liability is being repaid in
accordance wth an agreenent with the Secretary.

(2) The Secretary may determne that an institution is
financially responsible, even if the institution is not otherw se

financially responsi bl e under paragraph (b)(1) of this section,
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if--

(1) The institution notifies the Secretary, within the tine
permtted and in the manner provided under 34 CFR 600. 30, that
the person referenced in paragraph (b)(1) of this section
exerci ses substantial control over the institution; and

(1i) The person referenced in paragraph (b)(1) of this
section repaid to the Secretary a portion of the applicable
liability, and the portion repaid equals or exceeds the greater
of - -

(A) The total percentage of the ownership interest held in
the institution or third-party servicer that owes the liability
by that person or any nenber or nenbers of that person's famly,
either alone or in conbination with one another;

(B) The total percentage of the ownership interest held in
the institution or servicer that owes the liability that the
person or any nenber or nenbers of the person's famly, either
al one or in conbination wth one another, represents or
represented under a voting trust, power of attorney, proxy, or
simlar agreenent; or

(© Twenty-five percent, if the person or any nenber of the
person's famly is or was a nenber of the board of directors,
chi ef executive officer, or other executive officer of the
institution or servicer that owes the liability, or of an entity

hol ding at | east a 25 percent ownership interest in the
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institution that owes the liability; or

(iii1) The applicable liability described in paragraph (b)(1)
of this section is currently being repaid in accordance with a
witten agreenent with the Secretary; or

(tv) The institution denonstrates to the satisfaction of the
Secretary why- -

(A) The person who exercises substantial control over the
institution should neverthel ess be considered to | ack that
control; or

(B) The person who exercises substantial control over the
institution and each nenber of that person's famly neverthel ess
does not or did not exercise substantial control over the
institution or servicer that owes the liability.

(c) Omership interest. (1) An ownership interest is a

share of the legal or beneficial ownership or control of, or a
right to share in the proceeds of the operation of, an
institution, an institution's parent corporation, a third-party
servicer, or a third-party servicer's parent corporation. The
term "ownership interest” includes, but is not limted to--

(1) An interest as tenant in common, joint tenant, or tenant
by the entireties;

(1i) A partnership; and

(tit) An interest in a trust.

(2) The term"ownership interest"” does not include any share
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of the ownership or control of, or any right to share in the
proceeds of the operation of a profit-sharing plan, provided that
all enpl oyees are covered by the plan.

(3) The Secretary generally considers a person to exercise
substantial control over an institution or third-party servicer
if the person--

(1) Directly or indirectly holds at |east a 20 percent
ownership interest in the institution or servicer;

(i1) Holds, together with other nmenbers of his or her
famly, at least a 20 percent ownership interest in the
institution or servicer;

(ii1) Represents, either alone or together with other
persons under a voting trust, power of attorney, proxy, or
simlar agreenent, one or nore persons who hold, either
individually or in conbination with the other persons represented
or the person representing them at |east a 20 percent ownership
in the institution or servicer; or

(iv) 1Is a nmenber of the board of directors, the chief
executive officer, or other executive officer of--

(A) The institution or servicer; or

(B) An entity that holds at |east a 20 percent ownership
interest in the institution or servicer.

(4) The Secretary considers a nenber of a person's famly to

be a parent, sibling, spouse, child, spouse's parent or sibling,
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or sibling's or child s spouse.
(Authority: 20 U.S.C. 1094 and 1099c and section 4 of Pub. L. 95-
452, 92 Stat. 1101-1109)

8668. 175 Alternative standards and requirenents.

(a) Ceneral. An institution that is not financially
responsi bl e under the general standards and provisions in
8668. 171, may begin or continue to participate in the title IV,
HEA prograns by qualifying under an alternate standard set forth
in this section.

(b) Letter of credit alternative for newinstitutions. A

new institution that is not financially responsible solely
because the Secretary determnes that its conposite score is |ess
than 1.5, qualifies as a financially responsible institution by
submtting an irrevocable letter of credit, that is acceptable
and payable to the Secretary, for an anpbunt equal to at |east
one-hal f of the amount of title IV, HEA programfunds that the
Secretary determnes the institution will receive during its
initial year of participation. A newinstitution is an
institution that seeks to participate for the first tinme in the
title I'V, HEA prograns.

(c) Letter of credit alternative for participating

institutions. A participating institution that is not

financially responsi ble either because it does not satisfy one or

nore of the standards of financial responsibility under

243



8668. 171(b), or because of an audit opinion described under

8668. 171(d), qualifies as a financially responsible institution
by submtting an irrevocable letter of credit, that is acceptable
and payable to the Secretary, for an anount determ ned by the
Secretary that is not |ess than one-half of the title IV, HEA
program funds received by the institution during its nost
recently conpleted fiscal year.

(d) Zone alternative. (1) A participating institution that

is not financially responsible solely because the Secretary
determ nes that its conposite score is less than 1.5 may
participate in the title IV, HEA prograns as a financially
responsi ble institution for no nore than three consecutive years,
beginning with the year in which the Secretary determ nes that
the institution qualifies under this alternative.

(1)(A) Aninstitution qualifies initially under this
alternative if, based on the institution’s audited financi al
statenent for its nost recently conpleted fiscal year, the
Secretary determnes that its conposite score is in the range
from1l.0 to 1.4; and

(B) An institution continues to qualify under this
alternative if, based on the institution’s audited financi al
statenent for each of its subsequent two fiscal years, the
Secretary determnes that the institution’ s conposite score is in

the range from1.0 to 1.4.
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(i) An institution that qualified under this alternative
for three consecutive years or for one of those years, may not
seek to qualify again under this alternative
until the year after the institution achieves a conposite score
of at least 1.5, as determ ned by the Secretary.

(2) Under this zone alternative, the Secretary--

(1) Requires the institution to make di sbursenments to
eligible students and parents under either the cash nonitoring or
rei mbur senent paynent nethod described in 8668. 162;

(1i) Requires the institution to provide tinely information
regardi ng any of the follow ng oversight and financial events--

(A) Any adverse action, including a probation or simlar
action, taken against the institution by its accrediting agency;

(B) Any event that causes the institution, or related entity
as defined in the Statenent of Financial Accounting Standards
(SFAS) 57, to realize any liability that was noted as a
contingent liability in the institution's or related entity’s
nost recent audited financial statenent;

(C© Any violation by the institution of any | oan agreenent;

(D) Any failure of the institution to make a paynent in
accordance with its debt obligations that results in a creditor
filing suit to recover funds under those obligations;

(E) Any withdrawal of owner’s equity fromthe institution by

any neans, including by declaring a dividend; or
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(F) Any extraordinary |osses, as defined in accordance with
Accounting Principles Board (APB) Opinion No. 30.

(tit) My require the institution to submt its financial
statenment and conpliance audits earlier than the tinme specified
under 8668.23(a)(4); and

(tv) My require the institution to provide information
about its current operations and future plans.

(3) Under the zone alternative, the institution nust--

(1) For any oversight or financial event described under
paragraph (d)(2)(ii) of this section for which the institution is
required to provide information, provide that information to the
Secretary by certified mail or electronic or facsimle
transm ssion no later than 10 days after that event occurs. An
institution that provides this information electronically or by
facsimle transm ssion is responsible for confirmng that the
Secretary received a conplete and | egi bl e copy of that
transm ssion; and

(i) As part of its conpliance audit, require its auditor to
express an opinion on the institution's conpliance wth the
requi renents under the zone alternative, including the
institution’s admnistration of the paynent nethod under which
the institution received and disbursed title IV, HEA program
f unds.

(4) If aninstitution fails to conply wwth the requirenents
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under paragraphs (d)(2) or (3) of this section,
the Secretary nay determne that the institution no | onger
qualifies under this alternative.

(e) Transition year alternative. A participating

institution that is not financially responsible solely because
the Secretary determines that its conposite score is |less than
1.5 for the institution's fiscal year that began on or after
July 1, 1997 but on or before June 30, 1998, may qualify as a
financially responsible institution under the provisions in
8668. 15(b)(7), (b)(8), (d)(2)(ii), or (d)(3), as applicable.

(f) Provisional certification alternative. (1) The

Secretary may permt an institution that is not financially
responsible to participate in the title IV, HEA prograns under a
provi sional certification for no nore than three consecutive
years if--

(1) The institution is not financially responsible because
it does not satisfy the general standards under 8668.171(b) or
because of an audit opinion described under 8668.171(d); or

(i) The institution is not financially responsi bl e because
of a condition of past performance, as provided under
8668. 174(a), and the institution denonstrates to the Secretary
that it has satisfied or resolved that condition.

(2) Under this alternative, the institution nust--

(1) Submt to the Secretary an irrevocable letter of credit
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that is acceptable and payable to the Secretary, for an anount
determ ned by the Secretary that is not |ess than 10 percent of
the title IV, HEA program funds received by the institution
during its nost recently conpleted fiscal year;

(1i) Denonstrate that it was current on its debt paynents
and has net all of its financial obligations, as
requi red under 8668.171(b)(3) and (b)(4), for its two nost recent
fiscal years; and

(ti1) Conply with the provisions under the zone alternative,
as provided under paragraph (d)(2) and (3) of this section.

(3) If at the end of the period for which the Secretary
provisionally certified the institution, the institution is stil
not financially responsible, the Secretary nay again permt the
institution to participate under a provisional certification, but
the Secretary--

(1) My require the institution, or one or nore persons or
entities that exercise substantial control over the institution,
as determ ned under 8668.174(d), or both, to submt to the
Secretary financial guarantees for an anount determ ned by the
Secretary to be sufficient to satisfy any potential liabilities
that may arise fromthe institution's participation in the title
|V, HEA prograns; and

(ii) May require one or nore of the persons or entities that

exerci se substantial control over the institution, as determ ned
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under 8668.174(d), to be jointly or severally liable for any
liabilities that may arise fromthe institution's participation
inthe title IV, HEA prograns.

(g) Provisional certification alternative for persons or

entities owng liabilities. (1) The Secretary may permt an

institution that is not financially responsible because the
persons or entities that exercise substantial control over the
institution owe a liability for a violation of a title IV, HEA
programrequirenment, to participate in the title IV, HEA prograns
under a provisional certification only if--

(1)(A) The persons or entities that exercise substantial
control, as determ ned under 8668.174(d), repay or enter into an
agreenent with the Secretary to repay the applicable portion of
that liability, as provided under 8668.174(c)(2)(ii); or

(B) The institution assunes that liability, and repays or
enters into an agreenent with the Secretary to repay that
l'iability;

(i) The institution satisfies the general standards and
provi sions of financial responsibility under 8668.171(b) and (d),
except that institution nust denonstrate that it was current on
its debt paynents and has net all of its
financial obligations, as required under 8668.171(b)(3) and
(b)(4), for its two nost recent fiscal years; and

(tit) The institution submts to the Secretary an
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irrevocable letter of credit that is acceptable and payable to
the Secretary, for an anmobunt determ ned by the Secretary that is
not | ess than 10 percent of the title IV, HEA program funds
received by the institution during its nost recently conpl eted
fiscal year

(2) Under this alternative, the Secretary--

(1) Requires the institution to conply with the provisions
under the zone alternative, as provided under paragraph (d)(2)
and (3) of this section;

(i) My require the institution, or one or nore persons or
entities that exercise substantial control over the institution,
or both, to submt to the Secretary financial guarantees for an
anmount determ ned by the Secretary to be sufficient to satisfy
any potential liabilities that nay arise fromthe institution's
participation in the title IV, HEA prograns; and

(tit) May require one or nore of the persons or entities
t hat exercise substantial control over the institution to be
jointly or severally liable for any liabilities that may arise
fromthe institution's participation in the title IV, HEA
pr ogr ans.

(Authority: 20 U.S.C. 1094 and 1099c and section 4 of Pub. L. 95-

452, 92 Stat. 1101-1109)
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