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Dear Federal Student Aid Colleagues, Partners and Customers,

I am pleased to present the 2007 Annual Report for
Federal Student Aid detailing the accomplishments

of Federal Student Aid during the 2007 federal

fiscal year. It serves as both a guide for our future
endeavors and an accountability tool to ensure that
our endeavors match our organizational objectives.
The report is designed to summarize our
performance in the management and administration
of the Title IV student financial assistance

programs.

The accomplishments in this report reflect the

commitment, hard work and dedication of
approximately 1,000 Federal Student Aid
employees. | would like to specifically
acknowledge my predecessor, Theresa S. Shaw, for

her five years of strong leadership at Federal

Student Aid and for her dedication to improving
the quality and delivery of Federal Student Aid

products.

As the number of students enrolled in college
continues to increase, we anticipate more customers requiring our products and services.
Federal Student Aid will continue to pursue its mission to identify new business
processes and procedures, innovative system solutions, best-practice risk management
approaches and ground-breaking contracting solutions to improve customer service,
reduce the cost of administering the Title IV programs while limiting the vulnerability of
these programs to fraud, waste, abuse and mismanagement.

Sincerely,
A
54-;/{41-}@\ 5Z’-1_...

Lawrence A. Warder
Acting Chief Operating Officer

Larry Warder
Acting Chief Operating Officer
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Management’s Discussion and Analysis Mission and Organizational Structure

Management’s Discussion and
Analysis

Mission and Organizational Structure

Federal Student Aid, a principal office of the U.S. Department of Education (the Department),
ensures that all eligible individuals can benefit from federally funded or federally guaranteed
financial assistance for education beyond high school. We consistently champion the promise of
postsecondary education to all Americans — and its value to our society. Federal Student Aid
plays a central and essential role in supporting postsecondary education. We partner with
postsecondary schools, financial institutions and other participants in the Title IV student
financial assistance programs (Title IV programs) to deliver programs and services that help
students finance their education beyond high school. Today, Federal Student Aid is responsible
for a range of critical functions that include, among others:

e Processing millions of student financial aid applications;

o Disbursing billions of dollars in aid funds to students through schools;

e Enforcing financial aid rules and regulations;

o Educating students and families on the process of obtaining aid;

e Servicing millions of student loan accounts;

e Securing repayment from borrowers who have defaulted on their loans; and

e Operating information technology systems and tools that manage billions in student aid
dollars.

This is a complex, multifaceted mission that calls on a range of staff skills and demands
coordination by all levels of management. Designated a Performance-Based Organization (PBO)
by Congress in 1998, Federal Student Aid emphasizes tangible results and efficient performance,
as well as the continuous improvement of the processes and systems that support our mission.

Federal Student Aid Organizational Structure

Federal Student Aid currently operates under a functional structure that aligns our organization
closely with our strategic drivers, business objectives and mission goals. This structure reinforces
a key business goal: efficient, effective and productive interaction with our many stakeholders.
This community of stakeholders includes students and parents, schools, lenders, guaranty
agencies and taxpayers, as well as other federal entities and the Department itself. The following
graphic illustrates the current functional structure of Federal Student Aid.
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Management’s Discussion and Analysis

Federal Student Aid Organizational Structure
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A Chief Operating Officer (COQ), who is appointed to a five-year term by the Secretary of
Education, leads Federal Student Aid. Lawrence A. Warder, the Chief Financial Officer of the
U.S. Department of Education, is currently the Acting COO. In fiscal year (FY) 2007, the
organization operated on an annual administrative budget of approximately $644 million. Our
staff of approximately 1,000 is augmented by contractors who provide outsourced business
operations. This workforce is based out of Washington, D.C., with ten regional offices located
throughout the country.

Federal Student Aid Regional Map
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As a federally designated PBO, Federal Student Aid operates under a congressional mandate to
achieve concrete mission results as we improve efficiency in operations and manage and mitigate
risks in Title IV portfolio performance. Federal Student Aid has focused on innovations for
upgrading student aid delivery and servicing operations, vendor and contract management,
budgeting and cost control as well as financial and operational management. Much of the
resulting operational performance improvement stems from business process reengineering and
large-scale technology integration.

Federal Student Aid is responsible for helping students manage the costs of education beyond
high school. This duty includes administering the federal student financial assistance programs
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authorized under Title 1V of the Higher Education Act (HEA) of 1965, as amended. The Title IV
programs collectively represent the nation’s largest source of financial aid for postsecondary
students. In the paragraphs that follow, we briefly describe each of the major Title IV programs
that deliver aid to students and their families.

In FY 2007, Federal Student Aid delivered or supported the delivery of approximately $82 billion
in grant, work-study and loan assistance to almost 11 million postsecondary students and their
families. These students attend approximately 6,200 active institutions of postsecondary
education accredited by dozens of agencies. Many of these students receive loans from
approximately 3,200 lenders with 35 agencies guaranteeing those loans.

The Federal Pell Grant (Pell Grant) Program helps ensure financial access to postsecondary
education by providing grant aid to low- and middle-income undergraduate students. The most
need-based of the Department’s student aid programs, Pell Grant awards, vary according to the
financial circumstances of students and their families. For the 2006-2007 award year, the
Department disbursed $12.9 billion in Pell Grants averaging approximately $2,492 to 5.2 million
students. The maximum Pell Grant award was $4,050 for the 2006-2007 award year. The
maximum Pell Grant award increased to $4,310 for the 2007-2008 award year. Recent legislation
increased the maximum Pell Grant award to $4,800 for the 2008-2009 award year.

The Academic Competitiveness Grant (ACG) and National Science and Mathematics Access
to Retain Talent (SMART) Grant Programs were created by the Higher Education
Reconciliation Act of 2005 (HERA), signed into law in 2006. The ACG is for full-time
undergraduates, who are U.S. citizens and are eligible for a Pell Grant. The student must have
completed a rigorous high school program, as determined by the state or local education agency
and as recognized by the Secretary of Education. First-year students may receive an ACG award
up to $750, whereas second-year students may receive up to $1,300 if they have maintained a
cumulative grade point average (GPA) of at least 3.0. The ACG award became available in the
2006-2007 school year for first-year students who graduated high school after January 1, 20086,
and second-year students who graduated high school after January 1, 2005. The ACG award is in
addition to the student’s Pell Grant award. For the 2006-2007 academic year, $242 million in
ACG awards were disbursed to approximately 310,000 students.

The National SMART Grant Program provides up to $4,000 to third- and fourth-year
undergraduates studying full-time and majoring in physical, life or computer sciences,
mathematics, technology, engineering or in a foreign language critical to national security. The
student must be a U.S. citizen and meet eligibility requirements for a Pell Grant. The student
must maintain a cumulative GPA of at least a 3.0 for coursework required for the major. The
grant award is in addition to the student’s Pell Grant award. A student cannot receive more than
one ACG or National SMART Grant award in each academic year for which they are eligible.
For the 2006-2007 academic year, $206 million in National SMART grants were disbursed to
approximately 69,000 students.

The Federal Supplemental Educational Opportunity Grant (FSEOG), the Federal Work-
Study (FWS) and the Federal Perkins Loan (Perkins) Programs are three campus-based
programs through which the Department provides funds directly to eligible institutions, enabling
them to offer grants, employment and low-interest loans to students based on need. For the
2006-2007 award year, approximately $3.2 billion was disbursed through approximately 2.7
million campus-based awards.
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There are two state grant programs. The Leveraging Educational Assistance Partnership
(LEAP) Program, authorized by Section 415A of the HEA of 1965 (as amended), makes federal
funds available to assist states in providing student financial assistance programs for individuals
with substantial financial need. The Special Leveraging Educational Assistance Partnership
(SLEAP) Program was added to the LEAP Program in the 1998 Amendments to the HEA
(Section 415E). SLEAP makes federal funds available to states to cover a third of the cost of
supplementing their respective LEAP programs, supplementing their LEAP Community Service
Work-Study programs, and/or providing Merit and Academic Achievement or Critical Careers
Scholarships to students with substantial financial need. For the 2006-2007 academic year,
approximately $165 million in LEAP grants were disbursed to approximately 165,000 students.

The William D. Ford Federal Direct Loan (Direct Loan) Program and the Federal Family
Education Loan (FFEL) Program are two major programs that account for nearly all of the
remainder of the Department’s financial assistance for postsecondary education. Loans made to
students can either be subsidized or unsubsidized. With subsidized loans, the government pays
the interest while the student is in school and during qualified periods of grace and deferment.
This is not the case with unsubsidized loans, where the student borrower is responsible for paying
the interest on the loan. Loans to parents of students are also available.

In fulfilling our program responsibilities, Federal Student Aid directly manages or oversees
almost $500 billion in outstanding loans—representing more than 84 million student loans to
almost 29 million borrowers.

The Direct Loan Program lends funds directly to students and parents through participating
schools. This program is funded by borrowings from the U.S. Treasury (Treasury), as well as an
appropriation for subsidy costs. In FY 2007, the Department made $12.9 billion in net loans to
1.7 million recipients.

Under the FFEL Program, students and parents can obtain loans through private lenders. Loan
guaranty agencies insure these funds, and they are, in turn, reinsured by the federal government.

During FY 2007, Federal Student Aid supported the delivery of $51 billion? in net loans to 6.2
million FFEL recipients. In addition, Federal Student Aid made gross payments of approximately
$11 billion to lenders for interest and special allowance subsidies, and $7.75 billion to guaranty
agencies for reinsurance claims and fees paid to guaranty agencies for loan processing, issuance
and account maintenance.

! Excludes consolidation loans of $4.4 billion.
2 Excludes consolidation loans of $47.5 billion.
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Performance Goals, Objectives and Results

Since Federal Student Aid became a PBO in 1998, we have introduced many substantial and
measurable improvements in how we plan and report our operational and portfolio performance
in administering the federal student financial assistance programs.

Strategic Planning and Reporting

Several key strategic drivers form the scope and content of Federal Student Aid’s long-term goals
and objectives:

HEA Legislation;

Federal Financial Management Laws and Regulations;
Customer Needs;

PBO Legislation;

The Department’s Strategic Plan;

The President’s Management Agenda (PMA); and
The Department’s Management Challenges.

The foundation of our long-term strategic planning is Federal Student Aid’s five core strategic
objectives. Taken collectively, these objectives provide the framework for continuous
improvement at Federal Student Aid, guiding us in managing our programs more effectively and
providing clear strategic direction to all of Federal Student Aid’s internal and external
constituencies.

Our core strategic objectives are to:

o Integrate Federal Student Aid systems and provide new technology solutions;

e Improve program integrity to facilitate access to postsecondary education, while reducing
vulnerability of the federal student financial assistance programs to fraud, waste, abuse
and mismanagement;

Reduce program administration costs;

e Improve human capital management; and

Improve products and services to provide better customer service.

Federal Student Aid’s long-term planning is outlined in its Five-Year Plan, a statement of
strategic direction providing long-term guidance. Beginning with the FY 2006 — FY 2010 Five-
Year Plan, Federal Student Aid has established and documented strategic performance standards
to measure the organization’s success in meeting the stated long-term objectives.

While the Five-Year Plan outlines our strategic direction and provides long-term guidance in
achieving organizational objectives, Federal Student Aid requires each business unit to annually
develop a business plan that clearly articulates specific business goals over the ensuing three
fiscal years. The business plan is fully aligned with the Five-Year Plan, bridging the gap between
long-term, strategic organizational planning and annual, tactical business-level scheduling and
implementation.
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Tactical Performance Planning and Reporting

Federal Student Aid’s Annual Performance Plan establishes specific tactical initiatives to achieve
both business unit goals outlined in the business plans and organizational strategic objectives
outlined in the Five-Year Plan. Timelines, milestones and status are maintained in the Annual
Performance Plan and evaluated on a monthly basis to ensure their alignment with current
business needs, the allocation of resources, the availability and allocation of capital and operating
funds, policy considerations, and statutory and regulatory requirements.

The Annual Report provides the mechanism for reporting the organization’s annual tactical
performance results, including the organization’s audited financial statements and the
organization’s progress in meeting tactical goals established in the Annual Performance Plan.
These documents—the Five-Year Plan, the Annual Performance Plan and the Annual Report—
form the foundation of Federal Student Aid’s strategic planning, tactical implementation and
reporting processes.

Performance Management

Federal Student Aid’s performance management is a critical component in our strategic vision, as
well as our day-to-day operations. Our performance management initiatives are wide-ranging
and influence every aspect of our business. As a result, Federal Student Aid has developed a
range of tools to monitor and report on organizational performance on a weekly, monthly and
annual basis. Refer to the “Tactical Performance Planning and Reporting” section for discussion
of annual performance planning and reporting.

Performance management includes weekly and monthly project planning and reporting activities
detailing the scope, schedule, cost, quality and overall status of key initiatives. Federal Student
Aid’s budget management process and our unit-cost model provide cost identification, control
and management. Federal Student Aid also continually tracks and reports enterprise-wide
operational, human capital and performance metrics through a series of dashboard reports.

The elements below highlight several enterprise performance planning and reporting programs
and practices.

Program and Business Operations

In addition to annual planning and reporting, Federal Student Aid's performance management is
supported year-round by various teams throughout the enterprise that help us to meet our five
core objectives. The groups described below each play an integral part in ensuring Federal
Student Aid performs efficiently.

¢ Investment Management Committee (IMC)

Federal Student Aid's IMC provides a rigorous review process for major and significant
Federal Student Aid initiatives. The IMC ensures that Federal Student Aid reviews
investments appropriately, maintains information technology compliance with the
Clinger-Cohen Act and aligns all its initiatives with Federal Student Aid’s Performance
Plan and the Department’s Strategic Plan.

FY 2007 -6 Federal Student Aid Annual Report




Management’s Discussion and Analysis Performance Goals, Objectives and Results

Through the IMC, Federal Student Aid manages initiatives from an enterprise
perspective, encourages partnerships and eliminates duplicative and stove-piped projects
while balancing benefits against the costs and risks of each initiative. Once an initiative
is approved by the IMC, it is monitored through the Project Management Office and its
status is reported regularly to the IMC members.

e Project Management Office

The Project Management Office, established in FY 2003, is the central point of oversight
for all projects. Through the Project Management Office, we integrate all project
activities within Federal Student Aid, linking them to strategic objectives, priorities and
available resources. It supports project managers by establishing enterprise project
management standards of practice, advising on systems integration strategy, sharing
information across projects during the full life cycle of the projects and providing
relevant reports and data to management.

Key Performance Goals and Results

This section provides a high-level overview of Federal Student Aid’s FY 2007 performance
objectives and results. The information provides a summary of our achievements and our
progress in meeting the organization’s stated performance standards. See the Annual Program
Performance Report section of this report for additional information regarding our
accomplishments and Federal Student Aid’s FYY 2007 Annual Performance Plan for specific
details regarding the organization’s progress in meeting each Performance Plan tactical goal.

The table below summarizes Federal Student Aid’s performance results for FY 2007 performance
objectives. There are 27 key measures, two of which were discontinued in FY 2007, that support
the mission and strategic goals. During FY 2007, Federal Student Aid made significant
accomplishments, as well as progress in meeting our performance standards as outlined in the
Five-Year Plan. For the most recent data available, Federal Student Aid has met targets for 21
key measures, did not meet targets for three measures, continues to analyze the impact of
portfolio performance on the Cumulative Lifetime Default Rate (CLTDR) before identifying
future performance targets as noted below and discontinued two measures. Unless otherwise
noted, these performance standards and their respective ratings are based on criteria established
by Federal Student Aid. More information is provided in the Annual Program Performance
Report section of this report.

Shown below are the actual results for each key measure. The table presents whether the actual
result met or failed to meet the target. In some cases, establishing a baseline is the target and is
recognized as met if the data are available and the baseline is established. Note: Performance
standards were established in the FY 2006-2010 Five-Year Plan. As a result, historical data may
not be available for some of the indicated standards because the Department did not collect the
data prior to FY 2006.

Note that for Objective 1, while the objectives of ADvance, Common Services for Borrowers and
Information Framework remain the same, the development and procurement strategies to achieve
them will change. As a result, FY 2007 Performance Standards were updated to reflect Federal
Student Aid’s new development and procurement strategies. In the Annual Program Performance
section of this report, we report Federal Student Aid progress against both the original standards
and the new standards. In future updates, we will report against the new FY 2007 standards.
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Legend

NA = No measure for period

T = Measure replaced or discontinued

Performance Results Summary FY 2005 FY 2006 FY 2007

Met = Met or exceeded target
Not Met = Target not met

PM = Performance measured, standards and/or targets not established

Strategic Objective 1—Integrate Federal Student Aid Systems and provide new technology solutions.

1.1 - Common Services for Borrowers

A. Timely completion of all scheduled deliverables
1.2- ADvance

A. Timely completion of all scheduled deliverables
1.3- Integrated Partner Management

A. Timely completion of all scheduled deliverables
1.4 - Information Framework/Infrastructure

A. Timely completion of all scheduled deliverables
1.5- Integrate Aid Delivery Systems

A. Completion of development and contracting strategy
1.6 - Acquisition Strategy

A. Finalize approach and timeline for IT developer pool
1.7 - Infrastructure

A. Complete Phase | of Virtual Data Center (VDC)
transition (Due Diligence)

PM

PM

NA

NA

NA

NA

NA

Not met

Not met

Met

Met

NA

NA

NA

Met

Met

Met

Met

Met

Strategic Objective 2—Improve program integrity to facilitate access to postsecondary education,

while reducing vulnerability of the federal student financial assistance programs to fraud, waste, abuse
and mismanagement.

2.1 - PMA Score
A. Financial Management

B. Improper Payments

2.2 - Cumulative Lifetime Default Rate—Title IV
Student Loan Portfolio

2.3 - National Cohort Default Rate (CDR)
2.4 - Direct Loan Default Recovery Rate
2.5 - FFEL Default Recovery Rate

Strategic Objective 3—Reduce program administration costs.

NA
NA

NA

PM
PM
PM

Met
Met

Met

Met
Met
Met

Met
Met
PM*

Met
Met
Met

3.1 - Reduce the Unit Cost to Process an Electronic Free
Application for Federal Student Aid (FAFSA)

3.2 - Reduce the Unit Cost of Originating and Disbursing
Direct Loans and Pell Grants

3.3 - Reduce the Unit Cost of Servicing a Direct
Loan Borrower

3.4 - Reduce the Unit Cost of Collecting One Dollar in
Default Status

NA

NA

NA

NA

Met

Met

Met

Met

Met

Met

Not Met

Met

*The CLTDR wias first published in FY 2006. Since that time, Federal Student Aid has produced and published the FY 2005, FY
2006 and FY 2007 calculations for the relevant preceding five year periods, respectively. Federal Student Aid will continue to analyze
the impact of portfolio performance on the CLTDR before identifying future performance targets.
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Performance Results Summary FY 2005 FY 2006 FY 2007

Strategic Objective 4—Improve human capital management.

4.1 - Leadership Training NA Met Met
4.2 - Acquisitions Training NA Met Met
4.3 - Project Management Training NA Met Not Met
4.4 - Federal Student Aid Training
A.  Federal Student Aid Business Knowledge Training NA Met Met
B. School Compliance Officials Training NA Met Met
C.  General Workforce Training NA Met Met

Strategic Objective 5—Improve products and services to provide better customer service.

5.1- Student Aid Application PM Not Met Not Met
5.2 - School Origination and Disbursement PM Met Met
5.3- Lender Payment Processing PM Not Met Met
5.4 - Direct Loan Borrower Servicing PM Met Met

During FY 2007, Federal Student Aid made progress in meeting our performance standards as
outlined in the Five-Year Plan. For the five objectives summarized below, please refer to the
Annual Program Performance Section where the corresponding Performance Standard as well as
the organization’s progress in meeting the stated target has been identified.

Objective 1: Integrate Federal Student Aid systems and provide new technology
solutions.

Federal Student Aid improved efficiency and productivity, reduced systems’ maintenance and
overhead costs and increased the operating ease for users of our systems. Federal Student Aid
continues to provide appropriate and integrated technology solutions that enable ongoing
improvements for a more efficient and cost-effective delivery and administration of the federal
student financial assistance programs. In addition, the organization will take advantage of new
technologies to improve application processing, customer service, productivity and efficiency.

In FY 2007, Federal Student Aid continued to pursue system and business process integration
measures to lower costs while improving program integrity and system security as well as the
guality and accessibility of our products and services. The pursuit of lower costs did not come at
the expense of customer service, as we continued to provide the world-class customer service that
has consistently placed Federal Student Aid in the top tier of industry rankings for customer
satisfaction. As we pursue integration initiatives, we have continuously reevaluated existing
strategies, as necessary, and explored new and innovative approaches and technology to help us
achieve our goals. In FY 2007 we successfully:

o Reprioritized several major initiatives on Federal Student Aid’s sequencing plan related
to integration of the aid delivery process and systems.

e Ranked in the highest six of all government agencies in the Office of Management and
Budget (OMB) Enterprise Architecture assessments.
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e Improved the security of Personally Identifiable Information (PIl) by: migrating certain
data transfers previously done via unsecured tape transfers to encrypted electronic file
transfers, implementing laptop encryption for Program Compliance personnel and
implementing new P11 policies and procedures.

Objective 2: Improve program integrity to facilitate access to postsecondary
education, while reducing vulnerability of the federal student financial assistance
programs to fraud, waste, abuse and mismanagement.

Federal Student Aid ensured that student aid under the Title IV programs is delivered directly by
Federal Student Aid and through school, lender and guarantor participants in a manner that
reduces the vulnerability of these programs to fraud, waste, abuse and mismanagement. Federal
Student Aid is continually working to improve program integrity and is committed to continued
success in the management of the Title IV programs. In FY 2007, Federal Student Aid
successfully:

e Achieved a continued low rate of 4.6% for the FY 2005 CDR.

o Processed over 95% of school compliance audits within 180 days of receipt, enhancing
school program monitoring and oversight.

e Established the Inducement Workgroup to review complaints, inquiries and suspected
program violations related to improper inducements in the Federal Family Education
Loan Program.

o Strengthened National Student Loan Data System (NSLDS) access policies, security
measures and usage practices for authorized users.

Objective 3: Reduce program administration costs.

Federal Student Aid reduced the cost of administering the Title IV programs through strong
financial, operational and budget management; the reengineering of overly complex business
processes; and simplification of the business application and computing environment to reduce
system complexity, minimize integration challenges, align contracts and reduce vendor
management. Our aim is to improve the exchange of data with program participants and across
the Federal Student Aid enterprise. In recent years, Federal Student Aid has maintained a
relatively flat operating budget, while supporting continued increases in program volume and
workload. Federal Student Aid’s ability to manage and control operating expenses is based on a
philosophy of good fiscal management and continuous process improvement practices that
increase productivity and operational efficiencies as well as innovation in our products, services
and supporting technologies. In FY 2007, Federal Student Aid successfully:

o Continued to expand the Activity-Based Costing (ABC) Model to facilitate reduction of
administrative costs, identify process improvement opportunities and assist in budget
formulation.

e Renegotiated the Common Services for Borrowers contract resulting in future savings.

o Significantly increased small-business participation in Federal Student Aid procurement
through better internal controls, communications and management emphasis and support.
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Objective 4: Improve human capital management.

Human capital management is a critical component of Federal Student Aid’s current business
operations and future initiatives. Federal Student Aid continues to grow as an organization that
empowers individuals to perform at a high level of effectiveness and efficiency. Federal Student
Aid utilized innovative hiring and employee development techniques aimed at attracting and
retaining highly qualified individuals to create a more productive, results-oriented workforce.
Additionally, the organization is committed to workforce development and training to ensure a
skilled and highly qualified professional workforce. In FY 2007, Federal Student Aid
successfully:

e Developed and executed an organization-wide training plan supporting enterprise skills
development in areas such as critical thinking, project management, policy and procedure
development, statistical analysis, technical writing, and time management.

e Achieved an overall score of 90 (out of 100) on Office of Personnel Management’s
(OPM) Performance Appraisal Assessment Tool for employee performance management
practices. This is within the highest range possible and establishes Federal Student Aid
as a model organization for our employee performance management practices.

o Completed rollout of the Electronic Official Personnel Folder to all Federal Student Aid
employees.

o Launched Student Aid Front2Back, an on-line course that provides an overview of the
student aid process.

Objective 5: Improve products and services to provide better customer service.

Federal Student Aid continues to improve products and services to students and their families and
program participants such as schools, lenders and guaranty agencies. Being aware of the
concerns of customers is a critical component of our efforts to improve federal student aid
products and services. Federal Student Aid continues to reduce the complexity of our products
and services, ensuring that compliance is maintained, while providing customers with 24 hour-a-
day access and promoting increased self-service opportunities for customers. In addition, Federal
Student Aid continues to develop strategies to provide integrated solutions for customers. In FY
2007, Federal Student Aid successfully:

e Scored in the “Excellent” and “Good” range in the FY 2007 American Customer
Satisfaction Index (ACSI) ratings for Federal Student Aid’s highest volume products and
services — including Direct Loan Servicing, FAFSA on the Web, the Common
Origination and Disbursement system (COD) and the Lender Reporting System (LaRS).

o Launched a Federal Student Aid Public Service Campaign resulting in over 30,000
television airings generating over 500 million impressions worth an estimated $13.3
million and over 90,000 radio airings generating over 250 million impressions worth
almost $12 million.

o Developed and launched the FAFSA4caster providing college-bound students and their
families with an early estimation of financial aid eligibility prior to their senior year in
high school.
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Performance Reporting Limitations and Difficulties

The underlying assumptions in Federal Student Aid’s performance planning and reporting
processes are based on current budgetary, operational, and policy considerations. External events
beyond our control can impact these underlying assumptions, potentially impacting the
organization’s ability to plan, meet and report upon its objectives. As necessary, Federal Student
Aid reevaluates and revises its performance planning and reporting processes to adapt to these
external factors.

Data Quality of Performance Information

Effective decision making requires complete, accurate, timely and reliable data. Funding
decisions are made and management actions are taken based on performance information.
Reliable information is a prerequisite for effective management. In addition to performance data
received from our FFEL program participants, we deal with financial data. Our data-quality
processes for financial data are reflected in our financial statements and accompanying notes.

Federal Student Aid develops and uses such data for various purposes. One of the most visible
areas in which this occurs is the annual budget-development process. The central focus of our
budget process is to align goals, objectives, performance measures and program funding levels to
develop a performance budget. One of the five government-wide elements of the PMA is the
integration of budget and performance, which focuses on making budget decisions based on
results.

Federal Student Aid, facing opportunities provided by the integrated performance-based budget
process and activity-based management, recognizes the need to improve the accuracy, reliability
and completeness of our data. Although immediate connections between specific performance
and funding levels are sometimes challenging to make, Federal Student Aid is improving systems
to yield reliable performance data to make informed budget and policy decisions. These systems
will enhance our budget process and increase the accuracy and reliability of the information we
receive from our FFEL program participants.

Federal Student Aid is engaged in a long-term effort to improve data quality by integrating its
processes, data and systems. In 2007, Federal Student Aid formally established an Enterprise
Data Management (EDM) program to better support business objectives and to emphasize data as
an enterprise asset. The goal of the EDM program is to consistently define data and make
standardized data available across the enterprise by providing information services and data
technology expertise to business owners, project managers and architects.

FY 2007 -12 Federal Student Aid Annual Report




Management’s Discussion and Analysis Performance Goals, Objectives and Results

In an effort to improve the data standards in the community:

Federal Student Aid has partnered with the Postsecondary Electronics Standards Council
which is a non-profit, community-based, umbrella association of colleges and
universities; professional and commercial organizations; data, software and service
providers; and state and federal government agencies to assist in data standardization
across the education community.

Federal Student Aid has also worked collaboratively with the National Center for
Educational Statistics as it began development of a new system interface for its Integrated
Postsecondary Education Data System (IPEDS). This collaboration effort will result in a
standardized schema and facilitate reporting efforts by colleges and universities.

Finally, Federal Student Aid has worked collaboratively with the Office of Planning,
Evaluation and Policy development to encourage alignment of data standardization
efforts between K-12 and Postsecondary organizations.

FY 2007
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Analysis of Federal Student Aid’s Financial Statements

Federal Student Aid is committed to providing sound management, financial systems and controls
to ensure that students receive aid and repay loans according to applicable laws and regulations.
Federal Student Aid’s financial statements are prepared in accordance with established federal
accounting standards and are audited by the independent accounting firm.

For the sixth consecutive year, Federal Student Aid achieved an unqualified audit opinion on its
financial statements. The Report on Internal Control cited no material weaknesses in internal
controls.

For fiscal years 2007 and 2006, the Balance Sheet, Statement of Net Cost, and Statement of
Changes in Net Position were prepared on a consolidated basis, and the Statement of Budgetary
Resources was prepared on a combined basis as required by OMB Circular A-136, Financial
Reporting Requirements. For FY 2007, the Statement of Financing is no longer required as a
separate financial statement under OMB Circular A-136, Financial Reporting Requirements and
the Statement is replaced by a separate footnote disclosure, Note 14. The Report of Independent
Auditors (opinion) on these statements and accompanying Reports on Internal Control and
Compliance with Laws and Regulations are included in this report.

For the FFEL and Direct Loan programs, appropriations are available to cover the subsidy cost of
each program, as well as administrative expenses. Subsidy expense covers the difference
between the net present value of expected future cash flows and the face value of the loan
portfolio. Appropriation authority is available as needed on a permanent basis to finance costs
resulting from loans guaranteed in the years before FY 1992. The Pell Grant program receives
appropriations to cover actual grant disbursements.

A comparison between significant line items reported in Federal Student Aid’s FY 2007 and 2006
financial statements is presented in the following table. The percentage change for Net Cost of
Operations is primarily the result of decreases in FFEL and Direct Loan costs as explained in the
Statement of Net Cost section.

Summarized Financial Data as of September 30, 2007 and 2006
(Dollars in Millions)

Percentage Dollar Fiscal Year 2007 Fiscal Year 2006
Change Difference

Total Assets 0.3% $175,066 $174,57
Total Liabilities -1.7% ($ 2,864) $163,220 $166,084
Net Position 39.6% $ 3,359 $ 11,846 $ 8,487
Net Cost of Operations -61.8% ($31,523) $ 19,508 $ 51,031
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The Balance Sheet
Composition of Federal Student Aid Assets

The Consolidated Balance Sheet shows Federal Student Aid with total assets of $175.1 billion as
of September 30, 2007. This represents an increase of $0.5 billion over the previous year’s total
assets of $174.6 billion as of September 30, 2006. The difference resulted primarily from the
combined impact of increases in Credit Program Receivables, and decreases in Fund Balance
with Treasury for FFEL and Direct Loans.

Fund Balance with Treasury represents Federal Student Aid’s funds available to make authorized
expenditures and finance loan programs. It decreased by $9.4 billion between FY 2006 and FY
2007, primarily due to reduced loan consolidation volume and resulting decrease in new direct
loan disbursements that require Fund Balance on hand. The Treasury processes Federal Student
Aid’s cash receipts, such as appropriation warrants, that provide cash for operations and loan
payment collections received from students. The Treasury also processes operating expenditures
and other disbursements on behalf of Federal Student Aid.

Credit Program Receivables, net of subsidy allowance, increased by $9.4 billion during FY 2007.
85.5 percent of Federal Student Aid’s $115.8 billion loan portfolio is principal and interest owed
by students on Direct Loans. The remaining 14.5 percent is defaulted guaranteed loans purchased
from lenders under the terms of the FFEL Program and Perkins Program. Direct loan net
portfolio increased by $6.4 billion in FY 2007 and FFEL net loans were up $3.0 billion over FY
2006. Direct loan disbursements exceeded loan collections, primarily because collections from
loan consolidations were greatly reduced in FY 2007 compared to FY 2006. FFEL payments for
defaulted loans exceeded loan collections, also due to lesser amounts of guaranteed loans
collected by consolidation in FY 2007 compared to FY 2006.

Composition of Federal Student Aid Assets as of September 30, 2007

Remaining Assets 0.7%

Fund Balance
with Treasury
33.2%

Credit Program
Receivables
66.1%
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Composition of Federal Student Aid Liabilities

Federal Student Aid had total liabilities of $163.2 billion at September 30, 2007. Of this amount,
$103.9 billion is the balance due to Treasury for borrowing to disburse direct student loans.
Federal Student Aid funds its direct loans with the appropriation for subsidy costs and borrowings
from Treasury.

Total liabilities decreased $2.9 billion during FY 2007. Debt due to Treasury for the Direct Loan
program decreased $1.5 billion, due to the decreased volume of direct loan disbursements
compared to FY 2006. The FFEL liabilities for Loan Guarantees decreased $1.6 billion. A
decreased volume of loan consolidations results in a decrease in liability for Federal Student Aid.
The liabilities present the estimated costs, on a present-value basis, of the net long-term cash
outflows due to loan defaults net of offsetting fees. Loan guarantees encourage private lenders to
provide student loans.

Composition of Federal Student Aid Liabilities as of September 30, 2007
A/P and other
Liabilities
1.9%

Liabilities for Loan
Guarantees
31.2%

Treasury Debt
63.6%

Payable to Treasury
3.3%

Statement of Net Cost

Federal Student Aid’s net cost for FY 2007 was $19.5 billion, a decrease of $31.5 billion from FY
2006. FFEL program net costs of $4.3 billion in FY 2007 decreased from $28.4 billion in FY
2006. This was due to lesser subsidy costs both as calculated for all FFEL programs and in
volume due to decreased loan consolidations. The Direct Loan program recorded a $7.1 billion
decrease in net costs over FY 2006, again due to both lesser subsidy costs overall and a lesser
volume of direct loan disbursements over previous years. Grant program costs remained stable at
$15.3 billion in FY 2007, a small decrease from $15.6 billion in FY 2006.
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Composition of Federal Student Aid Net Costs as of September 30, 2007
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Statement of Changes in Net Position

Federal Student Aid’s Net Position as of September 30, 2007 was $11.8 billion, a $3.3 billion
increase over the $8.5 billion Net Position as of September 30, 2006. A lesser amount of
unfunded accrued liabilities at the end of FY 2007 over FY 2006, coupled with a slight increase
in unexpended appropriations, made up the increase.

Statement of Budgetary Resources

The Statement of Budgetary Resources compares the budgetary resources provided with the
status or execution of those resources and provides details about the composition of resources,
their status, and net outlays. Federal Student Aid had $121.7 billion in combined budgetary
resources, of which $38.4 billion remains unobligated and not available at year end.

Federal Student Aid’s total net outlays for FY 2007 were $30.3 billion, an increase of $5.2 billion
over FY 2006. Although gross outlays for Federal Student Aid decreased due to lower loan
consolidation and origination activity in FY 2007, the amount of offsetting collections also
decreased significantly. The decrease in offsetting collections was due to lower collections from
loan consolidations that are recorded as loan prepayments when consolidated and redisbursed.
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Analysis of Federal Student Aid’s Systems, Controls and Legal Compliance

Internal control is a major part of managing an organization. It comprises the plans, methods and
procedures used to meet missions, goals and objectives and, in doing so, supports performance-
based management. Internal control also serves as the first line of defense in safeguarding assets
and preventing and detecting errors and fraud. In short, internal control, which is synonymous
with management control, helps government program managers achieve desired results through
effective stewardship of public resources.

Internal control should provide reasonable assurance that the objectives of the agency are being
achieved in the following categories:

Effectiveness and efficiency of operations, including the use of the entity’s resources.
o Reliability of financial reporting, including reports on budget execution, financial
statements, and other reports for internal and external use.
e Compliance with applicable laws and regulations.’

Federal Student Aid management is responsible for establishing and maintaining effective
internal control and financial management systems that meet the objectives of Federal Managers’
Financial Integrity Act (FMFIA). Federal Student Aid conducted its assessment of the
effectiveness of internal control over the effectiveness and efficiency of its operations and
compliance with applicable laws and regulations in accordance with OMB Circular A-123,
Management’s Responsibility for Internal Control. Based on the results of this evaluation,
Federal Student Aid reported to the Department’s management that its internal controls over the
effectiveness and efficiency of its operations and compliance with applicable laws and
regulations, as of September 30, 2007, were operating effectively, except for the material
weakness described in the table below and disclosed in the Department’s FY 2007 Performance
and Accountability Report related to Federal Student Aid’s operations and/or compliance.

3 Government Accountability Office (GAO) Standards for Internal Control in the Federal Government, GAO/AIMD-
00-21.3.1, November 1999, p. 4-5
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Analysis of Federal Student Aid’s Systems, Controls & Legal Compliance

Material her ‘ : Anticipated

Monitoring and
Oversight of
Guaranty
Agencies, Lenders
and Servicers

Financial Partner Eligibility

& Oversight had internal
control deficiencies related to
monitoring and oversight of
Guaranty Agencies, Lenders and
Servicers that aggregate to a
material weakness.

To address the internal control
deficiencies, Federal Student Aid has
re-evaluated its overall approach to
oversight and monitoring of financial
institutions, resulting in numerous
corrective actions. The more significant
corrective actions include the following:

1) Clear delineation of functional
responsibility within Federal Student Aid
for oversight of these entities.

2) Development and full implementation
of a more rigorous risk assessment
methodology that will identify high-risk

areas. This risk assessment methodology

includes specific steps to incorporate
recommendations from audits and
reviews performed by organizations
external to Federal Student Aid.

3) Standardization of the program review
process to ensure consistency in
decisionmaking.

4) Enforcement of appropriate corrective
actions and the measurement of
effectiveness of actions

Together, these corrective actions and
numerous others form a broader plan
to provide the necessary oversight and
monitoring to ensure compliance with
the HEA, regulations, and guidance.

Corrective Action Plans have
been submitted for all audit
findings and will be implemented
by December 31, 2008.

In addition, Federal Student Aid, working with the Department’s management, conducted its
current year assessment of the effectiveness of internal control over financial reporting, which
includes safeguarding of assets and compliance with applicable laws and regulations, in
accordance with the requirements of Appendix A of OMB Circular A-123, Management’s
Responsibility for Internal Control. The scope of Federal Student Aid’s assessment included the

following processes that impact the Department’s financial statements:

Direct Loan originations and disbursements;
Direct Loan servicing;
Direct Loan consolidations;
Debt management;

Grants disbursements (Pell, Campus-based, ACG, and SMART);
Financial partner invoicing and oversight;
Determining student and institutional eligibility;
Procurement management (contract acquisition, receipt of goods/services and invoicing);
Financial closing and reporting (month-end and year-end closing, journal voucher

processing, analytical procedures, and reconciliations); and
e General computer controls related to various agency systems.
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Based on the results of this evaluation, Federal Student Aid provided reasonable assurance to the
Department’s management that its internal control over financial reporting as of June 30, 2007
was operating effectively and no material weaknesses were found in the design or operation of
the internal control over financial reporting.

In participating in the Department’s successful implementation of OMB Circular A-123,
Management’s Responsibility for Internal Control, Appendix A requirements, Federal Student
Aid continues to build upon its internal control framework that will be used in continuing efforts
to monitor and improve internal controls.

Please refer to the Department’s Performance and Accountability Report (PAR) for information
related to the Department’s compliance with the Federal Financial Management Improvement
Act.
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Improper Payment Information Act (IPIA) Reporting

The IPIA of 2002 requires agencies to annually review all programs and activities to identify
those susceptible to significant improper payments. The guidance defines significant improper
payments as those in any particular program that exceed both 2.5 percent of program payments
and $10 million annually. For each program identified as susceptible, agencies are required to
report the annual amount of estimated improper payments, along with steps taken and actions
planned to reduce them. OMB uses quarterly color-coded scorecards to monitor agencies’ status
and progress toward attaining the PMA program initiative goals. In conjunction with the
requirements of the IPIA, a relatively new key initiative, entitled “Eliminating Improper
Payments”, summarizes the results of quarterly actions to ensure compliance with the IPIA.
Federal Student Aid achieved a “green” progress score and “yellow” status score on the
September 30, 2007, PMA scorecard for Eliminating Improper Payments.

Federal Student Aid measures and reports annual improper payment estimates for the Pell Grant
and FFEL Programs. OMB automatically considers programs previously required to report under
OMB Circular A-11, 