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Direct Loan Origination Options 
 

Responsibility 
Standard 

Origination
Origination 

Option 1 
Origination

Option 2 
Create loan origination records X X X 
Transmit loan origination records to LOC X X X 
Prepare promissory note LOC X X 
Obtain completed/signed promissory note LOC X X 
Send promissory note to LOC n/a X X 
Calculate need for Direct Loan funds LOC LOC X 
Request Direct Loan funds from GAPS LOC LOC X 
Receive funds from GAPS X X X 
Disburse loan funds to borrowers X X X 
Create disbursement records X X X 
Transmit disbursement records to LOC X X X 
Perform reconciliation X X X 

LEGEND  
X        = school’s responsibility 
LOC   = Loan Origination Center’s responsibility 
n/a      = not applicable 

 
 
The definitions of the three origination options, in 34 C.F.R. § 685.102, provide that a Direct 
Loan school must reconcile “on a monthly basis.”  The Direct Loan School Guide recommends 
steps for schools to follow to prepare for the monthly reconciliation process.  Those monthly 
reconciliations must identify unbooked loans, missing promissory notes, and the need to return 
any excess cash. 
 
Direct Loan schools also are required to close their accounts at the end of each program year.  
The Direct Loan School Guide stipulates that schools must close out each program year with an 
ending cash balance of zero.  Closeout occurs when all internal accounts balance to zero and the 
ending cash balance is zero with the Department.  A successful closeout should be the result of 
careful monthly reconciliations, and DLB 00-24 states that the annual processing deadline for 
closing out a Direct Loan program year does not relieve schools from compliance with the 
regulatory 30-day reconciliation requirement.  For Program Year 1997-1998, the Department 
published, in 64 FR 36748 (July 7, 1999), a notice indicating that institutions participating in the 
Direct Loan Program had to submit all electronic loan records and promissory notes for that 
award year to the Secretary by August 2, 1999.  For subsequent award years, the directive to 
submit those records was contained in bulletins posted on the Federal Student Aid (FSA) web 
site and sent to each institution participating in the Direct Loan Program.  DLB 00-24 required 
schools to close their Program Year 1998-1999 accounts by July 31, 2000.  DLB 01-23 
addressed closeout for Program Year 1999-2000, and required schools to either confirm or 
appeal the ending cash balances shown in the Department’s records as of August 10, 2001.  The 
schools were required to confirm or appeal those balances by September 28, 2001. 
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The University is a private, Jesuit university located in San Francisco, California.  The Western 
Association of Schools and Colleges - Senior Colleges and Universities (WASCSR) accredits the 
school. The University received initial approval to participate in Title IV Student Financial 
Assistance programs on December 1, 1965, and began participating in the Direct Loan Program 
on April 1, 1995.  The University received over $124.6 million in Direct Loan funds for the three 
program years ending June 30, 2000. 
 
 

AUDIT RESULTS 
 
The University did not reconcile and account for Direct Loan funds monthly and did not close 
Direct Loan accounts in accordance with program requirements.  As of January 31, 2001, the 
University had annual ending unaccounted for cash balances totaling approximately $25.8 
million for the last three Direct Loan program years.  The potential interest cost to the Federal 
government associated with the unaccounted for cash balances totaled approximately $1.8 
million as of August 31, 2001.  By June 7, 2002, the unaccounted for cash balance had been 
reduced to $1,189,345.  The unaccounted for cash balance occurred because the University did 
not make corrections to all rejected loan records, follow up on lost or rejected promissory notes, 
match Direct Loan records with Department records, and provide adequate oversight to ensure 
funds were reconciled. 
 
In order for a loan to be reconciled, it must be booked.  A loan is booked when the Direct Loan 
Origination Center (LOC) receives and accepts a loan origination record; the borrower signs a 
promissory note and the LOC accepts the promissory note; and a first disbursement record is 
transmitted to and accepted by the LOC.  A promissory note can be rejected for various reasons, 
including: 
 

• missing data (signature, Social Security Number, name, address, phone number, driver’s 
license, citizenship status, loan amount requested, references, employer information, loan 
period, or date of birth) 

• promissory note alterations without appropriate borrower initials 
• amount disbursed greater than promissory note amount 

 
According to 34 C.F.R. § 685.301(d), schools are required to submit loan origination records, 
promissory notes, and disbursement records to the LOC within 30 days of the initial and 
subsequent disbursements. 
 
Schools are also required under 34 C.F.R. § 685.300(b) to comply with all requirements 
established by the Department relating to the Direct Loan Program.  As stated in 34 C.F.R. § 
685.300(b)(6), a school must “provide assurances that the school will comply with requirements 
established by the Secretary relating to student loan information with respect to loans made 
under the Direct Loan Program.”  As provided in 34 C.F.R. § 685.102, schools must reconcile 
Direct Loan funds “on a monthly basis.”  The Department also establishes deadlines for the 
submission of all records and promissory notes related to each Direct Loan program year.  For 
example, 64 FR 36748 (July 7, 1999) specifically stated that, for Direct Loan Program Year 
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1997-1998, any “records and promissory notes that have been rejected and remain incomplete or 
inaccurate by August 2, 1999 may result in institutional, rather than Federal, responsibility for 
the loan or portion of the loan.”  The Department requires schools to close out each program year 
with an ending cash balance of zero.  A school can be required to change its loan origination 
status.  As stated in 34 C.F.R. § 685.402(c)(2), “The Secretary may require a school to change 
origination status if the Secretary determines that such a change is necessary to ensure program 
integrity or if the school fails to meet the criteria and performance standards established by the 
Secretary.” 
 
On August 24, 2001, according to 1999-2000 data obtained from the LOC, the University still 
had 37 loans that were unbooked because the promissory notes for those loans were lost.  The 
total value of those loans was $201,655.  Data obtained from the LOC for 1998-1999 showed 
that the University still had 680 unbooked loans on August 24, 2001.  The total value of those 
loans was $665,177.  Of that amount, 96 percent ($638,651) pertained to problems with 
promissory notes.  As a result of not reconciling on a monthly basis, the University did not close 
any of the three Direct Loan program years with a cash balance of zero as required. 
 
Because the University did not reconcile monthly for Program Years 1997-1998 through 1999-
2000 (July 1, 1997, through June 30, 2000) and return the excess cash balances, we calculated 
the potential interest cost to the federal government and taxpayers to be approximately $1.8 
million as of August 31, 2001.  We calculated that cost by applying the Current Value of Funds 
Rate, which was five percent for the period July 1, 1997, through December 31, 2000 and six 
percent for the period January 1, 2001, through December 31, 2001, to the ending cash balances.  
The unaccounted for cash balances and the potential cost to the government are detailed in the 
following table: 
 
 

 
 
 
 

Program Year 

Ending 
Unaccounted for 

Cash Balance 
As of 

January 31, 2001  

Ending 
Unaccounted for 

Cash Balance 
As of 

August 31, 2001  

Potential Interest 
Cost to 

Government 
As of 

August 31, 2001 
1997-1998 $       41,767 $               0 $      37,129 
1998-1999 $  3,286,326 $ 2,435,599 $    660,496 
1999-2000 $22,445,487 $ 4,298,547 $ 1,141,489 

Total $25,773,580 $ 6,734,146 $ 1,839,114 
 
 
By August 31, 2001, the University closed out Program Year 1997-1998 by returning a final 
balance of $41,767 to the Department.  The Department sent the University a letter dated January 
12, 2001 and asked the University to return the $41,767 cash balance no later than February 28, 
2001.  The University returned the cash balance on April 10, 2001.  Therefore, we calculated the 
Program Year 1997-1998 interest cost only through April 9, 2001.  As of June 7, 2002, the 
University had also reduced its total ending cash balances for Program Years 1998-1999 and 
1999-2000 from about $25.8 million to about $1,189,345. 
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RECOMMENDATIONS 

 
We recommend that the Chief Operating Officer for Federal Student Aid: 
 
1. Require the University to immediately either account for the $1,189,345 in unaccounted for 

funds or return the funds to the Department of Education plus any interest. 
 
2. Require the University to assume liability for all lost promissory notes identified by the LOC, 

including $201,655 for Program Year 1999-2000. 
 
3. Change the University’s loan origination status to standard origination. 
 
4. After all Direct Loan funds are accounted for, retain the University on standard origination 

for the Direct Loan Program until such time that the University demonstrates it can 
administer the Direct Loan Program in accordance with all applicable requirements. 

 
5. Require the University to develop management controls and procedures to ensure that it 

reconciles with the Department on a monthly basis. 
 
 

THE UNIVERSITY’S COMMENTS ON THE DRAFT REPORT 
AND OIG’S RESPONSES 

 
The University stated that, as of December 2001, it had accounted for all but $4.15 million of the 
Direct Loan funds in question and hoped to complete the reconciliation and closeout process by 
May 1, 2002.  We agree that the University has made progress reconciling and accounting for the 
Direct Loan funds that it received for Program Years 1998-1999 and 1999-2000.  As of June 7, 
2002, the total unaccounted for amount was $1,189,345--$556,888 for Program Year 1998-1999 
and $632,457 for Program Year 1999-2000. 
 
After evaluating the University’s comments and obtaining additional information at the Loan 
Origination Center, we modified Recommendations 1, 3 and 4.  We modified the amount in 
Recommendation 1 from $6.7 million to $1.2 million.  We also modified Recommendations 3 
and 4 to recommend that the University’s loan origination status be changed to the standard 
option, and that the University remain at the standard origination status until such time that the 
University demonstrates it can administer the Direct Loan Program in accordance with all 
applicable requirements.  However, the University’s comments and reconciliation efforts did not 
persuade us to change our findings.  A summary of the University’s comments and our responses 
follow. 
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Recommendation 1.  Require the University to immediately either account for the 
$6,734,146 in unaccounted for funds or return the funds to the Department of Education 
plus any interest. 
  

University’s Comments. 
The University stated that it presently can and has always been able to internally account for 
all cash drawn down for the years referenced in the draft report.  The University also stated 
that it never has had or maintained an excess cash balance as defined in 34 C.F.R. § 668.166.   
In addition, the University stated that it continues to work with the LOC to provide data 
required by the LOC. 
 
OIG’s Response. 
This audit focused on whether the funds drawn down were properly accounted for with the 
Department.  Before and during our audit period, large cash balances were unaccounted for 
and unreconciled with the Department’s records long after the 3-day excess cash periods, the 
30-day reconciliation periods, and the year-end closeout periods had expired.  The failure of 
an institution to reconcile and account for Direct Loan funds with the Department creates a 
presumption that the unaccounted for funds are excess and should have been returned to the 
Department.  Furthermore, by delaying reconciliation, there is a danger that some accounts 
will not be reconciled as borrowers may no longer be available to provide missing 
documentation.  Delays in reconciling a loan may also adversely affect timely collection 
efforts when a borrower enters repayment.  Finally, there is potential harm to students when 
schools do not reconcile timely, because the loans cannot enter repayment until they are 
reconciled and for unsubsidized loans, the interest is capitalized until the loan is reconciled, 
resulting in greater indebtedness to the student.  The same is true for subsidized loans that are 
not reconciled until after the student’s grace period. 
 
To assist in the reconciliation process, the University automatically received the 732 Detail 
Report data from the LOC.  Additionally, based on additional work conducted at the Loan 
Origination Center after we received the University’s comments, we determined that LOC 
personnel provided technical assistance on several occasions to the University, including site 
visits by the Reconciliation Manager and a Reconciliation Accountant, and telephonic 
contact.  For example, during the period April 21, 1997, through April 30, 2002, LOC 
Customer Service Representatives recorded 277 instances of contact between the LOC and 
the school.  Additional technical assistance was provided by one of the Department’s Client 
Account Managers (CAM) located in San Francisco, who also made site visits to the school 
and communicated with University officials by telephone.  However, despite the 732 detail 
information and the technical assistance provided by LOC and Department personnel, the 
University did not reconcile its Direct Loan records with the Department’s records because 
the University did not provide adequate oversight to ensure the reconciliation was 
accomplished. 
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Recommendation 2.  Require the University to assume liability for all lost promissory notes 
identified by the LOC, including $201,655 for Program Year 1999-2000. 
 

University’s Comments. 
The University stated that it is confident that it will be able to replace notes not received or 
misplaced by the LOC, and said that it has identified 39 notes for 1999-2000 for which the 
LOC cannot locate a copy. 
 
OIG’s Response. 
The Chief Operating Officer for Federal Student Aid should ensure that all notes are properly 
accounted for or require the University to pay the money back to the Department.  In order 
for a Direct Loan to a student to be recognized as a valid loan, it must be “booked.”  A loan 
cannot be booked until the institution submits to the LOC, and the LOC accepts, three types 
of documents:  a loan origination record, a promissory note, and a loan disbursement record. 

 
Recommendation 3.  Place the University on reimbursement for all Title IV programs until 
all Direct Loan funds are accounted for. 
 

University’s Comments. 
The University stated that it can and has accounted for all Direct Loan funds disbursed to its 
students, and disagreed strongly that reimbursement is warranted because it would create a 
considerable hardship for the institution and its students and because of the University’s 
“record of stewardship of Title IV funds.” 
 
OIG’s Response. 
We have changed recommendation three so that the University’s origination status be 
changed to standard origination.  Standard origination is the equivalent of reimbursement for 
the Direct Loan program. 
 

Recommendation 4.  After all Direct Loan funds are accounted for, retain the University on 
reimbursement for the Direct Loan Program until such time that the University 
demonstrates it can administer the Direct Loan Program in accordance with all applicable 
requirements. 
 

University’s Comments. 
The University stated that it continually revises and reconsiders its internal processing for 
Direct Loans, and stated that the school is now in the process of implementing a system that 
will automatically require LOC acknowledgment and acceptance of promissory notes before 
individual disbursements are made by its internal system.  The University expects that system 
change to be effective with Summer 2002 disbursements. 
 
OIG’s Response. 
We recognize the University’s efforts to improve its system of accounting for Direct Loan 
funds.  However, changes that might be effective for Summer 2002 disbursements do not 
change the fact that the University had large unreconciled cash balances for the three years of 
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our audit period.  We still maintain that Direct Loan funds were not properly accounted for.  
Direct Loan funds must be properly accounted for, not only with the drawdown and 
disbursement process, but also with the reconciliation and closeout process.  We modified 
this recommendation to include a recommendation that the Department retain the University 
at the standard origination status for the Direct Loan Program until such time that the 
University demonstrates it can administer the Direct Loan Program in accordance with all 
applicable requirements.  We also removed the reference to reimbursement in the 
recommendation.  Although the University is making changes and improvements, being 
retained on standard origination will help to provide assurance to the Department that the 
changes and improvements will be effective. 

 
Recommendation 5.  Require the University to develop management controls and 
procedures to ensure that all internal Direct Loan records are current and accurate and 
that those records match the Department's Direct Loan records on a monthly basis. 
 

University’s Comments. 
The University stated that it is “in the process of transferring managerial oversight of 
monthly reconciliations from the Office of Financial Aid to the Accounting Office. . . . 
Effective immediately the University will dedicate additional staff from the Accounting 
Office to ensure closure of the open years.” 
 
OIG’s Response. 
The University is responsible for reconciling its accounts, whether the records are processed 
electronically or manually.  If the University had complied with the requirements and 
reconciled on time, the manual process would not have been necessary.  The University must 
ensure that its internal Direct Loan records are current and accurate and that those records 
match the Department’s Direct Loan records on a monthly basis.  Placing and retaining the 
University on reimbursement and at the standard origination status will also help to 
strengthen management controls. 

 
 

OBJECTIVES, SCOPE, AND METHODOLOGY 
 
The objectives of our audit were to determine if the University reconciled and accounted for 
Direct Loan funds monthly and closed Direct Loan accounts in accordance with program 
requirements.  To accomplish our objectives, we: 
 

• Interviewed Department, LOC and University personnel to determine the reconciliation 
process. 

 
• We compared the Department’s ending cash balances against the University’s ending 

cash balances, for Direct Loan Program Years 1997-1998 through 1999-2000, to 
determine the magnitude of Direct Loan funds that were unreconciled at the end of the 
program years. 
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• We reviewed the LOC’s records from April 1997 through April 2002 to determine 
whether technical assistance was provided to the University to assist them in the 
reconciliation process. 

 
• We interviewed LOC and University personnel to determine whether on-site technical 

assistance was provided to the University. 
 
We relied on computerized cash balance data applicable to the University from the 
Department’s Loan Origination System.  We visited the LOC during the week of March 19, 
2001, and began our fieldwork at the University of San Francisco on March 26, 2001.  We held 
an exit meeting with University officials on March 29, 2001.  We also performed additional 
work at the LOC from April 30, 2002, through May 7, 2002.  The audit was conducted in 
accordance with generally accepted government auditing standards appropriate to the audit 
scope described above. 
 
 

STATEMENT ON MANAGEMENT CONTROLS 
 
As part of our audit, we assessed the system of management controls, policies, procedures, and 
practices applicable to the University’s administration of the Direct Loan Program.  Our 
assessment was performed to determine the level of control risk for determining the nature, 
extent, and timing of our substantive tests to accomplish our audit objectives.  For the purpose of 
this report, we assessed and classified the Direct Loan reconciliation process as a significant 
control. 
 
Because of inherent limitations, a study and evaluation made for the limited purpose described 
above would not necessarily disclose all material weaknesses in the management controls.  
However, our assessment disclosed management control weaknesses that adversely affected the 
University's ability to reconcile its Direct Loan records.  Those weaknesses are discussed in the 
Audit Results section of this report. 
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