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Tae U.S. DEPARTMENT OF EDUCATION’S FEDERAL STUDENT AID PROGRAM INTEGRITY
FinaL REGuLATIONS
By Robert S. Eitel and Kent D. Talbert*

Note from the Editor. ..

This paper assesses the Department of Education’s new regulations concerning Title IV in the Higher Education Act on several
levels. As always, The Federalist Society takes no position on particular legal or public policy initiatives. Any expressions of opinion
are those of the author or authors. The Federalist Society seeks to foster further discussion and debate about the Department’s
new regulations. To this end, we are in the process of inviting responses to these materials. For alternative views, readers might
want to consult resources from the New America Foundation, the Center for American Progress, and the Department of Educa-
tion. To join the debate, you can e-mail us at info@fed-soc.org.

in San Marcos, Texas to sign the Higher Education Act
(HEA) on November 8, 1965.! With that signature in the
Strahan Gymnasium of Southwest Texas State Teachers College,?

l )resident Lyndon B. Johnson returned to his alma mater

the federal government began to play a major, continuing role
in financing higher education in the United States, with
HEA reauthorizations occurring in 1968, 1972, 1976, 1980,
1986, 1992, 1998, and 2008. > The current authorization
expires on September 30, 2013. Among other things, the
HEA significantly increased federal funding for universities,
scholarships, and student loans; Title IV of the HEA covers the
administration of student financial aid programs.* According
to the U.S. Department of Education (the “Department”),
federal student aid programs are now the nation’s largest source
of student aid, providing more than $150 billion annually in
new aid to nearly 14 million postsecondary students and their
families.’ To receive funds under Title IV and to ensure that
students remain eligible for federal financial assistance, the
HEA imposes numerous requirements on institutions of higher
education, including public and nonprofit entities, proprietary
institutions of higher education, and postsecondary vocational
institutions.®

The Department is the federal agency with responsibility
for promulgating regulations pertaining to Title IV On May
26,2009, the Department commenced a negotiated rulemaking
process to develop new Title IV regulations pertaining to
program integrity that included committee meetings, public
hearings, and the acceptance of written comments from the
public.® After the participants at these sessions failed to achieve
consensus on several issues, the Department issued a Notice
of Proposed Rulemaking on June 18, 2010.” The Department
established a deadline of August 2, 2010, for members of
the public to submit comments.'® After receiving comments
from approximately 1,180 parties, the Department published
final regulations designed to improve the integrity of Title IV
programs on October 29, 2010, or eighty-eight days after the
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close of the comment period." The Department’s proposals
relating to gainful employment received more than 90,000
comments, and the Department has yet to decide how it will
proceed with those.'> With few exceptions, the final regulations
will take effect on July 1, 2011."

The issues that weave through these regulations
have generated heated debate and controversy since 2009,
resulting in at least nine congressional hearings,'* at least
two Government Accountability Office (GAO) reports,” a
federal lawsuit against GAO arising from one of those GAO
reports (and an official revision by GAO of portions of the
report that lead to that litigation),'® a federal court challenge
to the program integrity rules by an association of proprietary
institutions,” and allegations of short-selling activities and
illegal stock manipulations by hedge fund managers.'s Although
the media has focused primarily on the impact of these rules
on proprietary institutions of higher education, non-profit
institutions of higher education have recently enhanced their
criticisms of certain important components of the final rules."
There is much debate over whether the rules will achieve
the Department’s stated intent of guaranteeing the integrity
of its Title IV programs, as well as the costs and benefits of
compliance.?* Faced with unabated controversy over the new
rules, the Department issued guidance (the “Guidance”) to the
public on March 17, 2011.%

While this policy debate continues, it is important to step
back and to ask a fundamental legal question about whether the
Department has exceeded its statutory authority under the HEA
concerning several of the regulations. If so, this defect serves as
a basis for judicial review under the Administrative Procedures
Act, and there should be a concerted discussion about whether
the Department can, rather than should, do what it is doing.?
To that end, this paper focuses on three regulations (the “Final
Regulations”):

* the “misrepresentation regulations,” which seek to prohibit
minor, unintentionally misleading statements by eligible
institutions to students, prospective students, members of
the public, any accrediting agency, a state agency, or to the
Secretary;®

* the “incentive compensation regulations,” which expand
the kinds of compensation prohibited by the HEA and the
class of compensated persons encompassed within those
prohibitions;* and
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* the “state authorization regulations,” which effectively
impose upon the states a specific framework for authorizing
eligible institutions to provide a postsecondary program of
study.”

I. DEFERENCE TO ADMINISTRATIVE
INTERPRETATION?

In the seminal case of Chevron U.S.A., Inc. v. Natural
Resources Defense Council, Inc.,*® the Supreme Court set forth the
well-known rule that, when a court reviews an agency’s formal
interpretation of a statute that the agency administers, it must
defer to any reasonable agency interpretation.”” The threshold
question is whether “Congress has directly spoken to the precise
question at issue.””® If the court finds that Congress has done
so, the court will not give deference to the agency. Bu, if the
statute does not address the precise issue, as where the statute is
silent or the language ambiguous, the court will then determine
whether the agency’s interpretation is “based on a permissible
construction of the statute.”? The courts have not hesitated to
determine that Congress has settled a matter, thus avoiding the
deferential second-step of the Chevron inquiry.*®

In the case of the Final Regulations, critics have argued
that important portions of the Final Regulations are at odds with
the text of the HEA itself and the plain meaning of the words
chosen by Congress. They assert that Congress has spoken to the
precise issues, which are capable of resolution on the basis of the
HEA’s “plain language” alone.! Indeed, in at least one instance,
the Department itself concedes in the Final Regulations that
the language of the HEA is “clear.” The issues presented by
the misrepresentation, incentive compensation, and state
authorization regulations arguably involve pure questions of
statutory construction for the courts to decide.’” Moreover,
where it exists, the legislative history supports the conclusion
that Congress has settled these matters and that certain of the
Department’s interpretations in the Final Regulations violate
the HEA. These regulations are thus vulnerable to attack under
the Administrative Procedures Act, which permits a court to set
aside an agency’s actions or remand to the agency for corrective
action if the agency acts outside of its statutory authority.®

THE MISREPRESENTATION REGULATIONS
Section 487(c)(3) of the HEA (20 U.S.C. § 1094(c)(3))

requires the Department to suspend or terminate a school’s
participation in Title IV programs if it determines that
an institution eligible for Title IV funds has substantially
misrepresented the nature of its program, its financial charges,
or the employability of its graduates.* If, after “reasonable notice
and opportunity for a hearing,” the Department determines that
an institution “has engaged in substantial misrepresentation of
the nature of its educational program, its financial charges, or
the employability of its graduates, the Secretary may suspend
or terminate” the offending institution’s eligibility for Title
IV funds.” The Department’s current regulations reflect this
statutory language. Prior to any suspension or termination from
the program, the Department must provide reasonable notice
and a hearing, with the Department carefully delineating in
the current regulations the procedural protections to which
an institution is entitled.* The current regulations define
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misrepresentation to mean “any false, erroneous or misleading
statement an eligible institution makes to a student enrolled
at the institution, to any prospective student, to the family
of an enrolled or prospective student, or to the Secretary.””’
Underscoring that such statements require an element of
calculated harm by the institution, the current regulations
define the term “misrepresentation” to encompass the
“dissemination of endorsements and testimonials that are
given under duress.”*® The current rules also require a showing
of reasonable reliance: “Any misrepresentation on which the
person to whom it was made could reasonably be expected to
rely, or has reasonably relied, to that person’s detriment.”®* The
current regulations mandate not only due process protections
for eligible institutions, but also a showing of reasonable
detrimental reliance upon their untrue, incorrect, or deceptive
statement by an enrolled or prospective student, his family, or
the Secretary.

The new misrepresentation regulations change all of this by
removing mandatory due process requirements for institutions
facing fines or Title IV eligibility termination, limitation, or
suspension. Now, these due process protections are expressly
optional, with the new rules permitting the Department to fine
or terminate, limit, or suspend an institution’s participation in
Title IV with no notice and hearing.” In response to comments
raising this issue during the comment period, the Department
stated that “[t]o the extent the Department chooses to initiate
an action based upon a violation of the misrepresentation
regulations, nothing in the proposed regulations diminishes
the procedural rights that an institution otherwise possesses to
respond to that action.”! But the Department need not ever
exercise this option, as the misrepresentation regulations permit
the Secretary to revoke, limit, or deny participation in Title IV
programs without initiating any action requiring due process.*
The HEA’s notice and hearing requirements exist not to protect
the Department but to ensure that participating institutions
facing fines or termination, limitation, or suspension of their
eligibility to participate in the Title IV program receive due
process.®

The Department’s removal from the Final Regulations of
current 34 C.ER. § 668.75, which governs how the Department
reviews allegations of substantial misrepresentation, also
supports the view that the Department views the due process
procedures as optional. Under that rule, the Department must
review a complaint of substantial misrepresentation to judge its
seriousness. If minor or unintentional, the Department must
work with the institution to obtain an informal, voluntary
correction. If, however, the matter rises to a substantial
misrepresentation, the Department initiates a fine or limitation,
suspension, or termination action in accordance with the notice
and hearing procedures required by the HEA. Effective July 1,
2011, this regulation will be replaced by a rule that admonishes
institutions never to suggest that the Department approves or
endorses the institution because of its participation in Title IV
programs.*

Other concerns arise from the way the misrepresentation
regulations seek to expand the meaning of “substantial
misrepresentation” in a way that some may argue erases the word
“substantial” from the statute. The new rules define “misleading
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statement” (a type of misrepresentation under the current
and new rules) as one “that has the likelihood or tendency to
deceive or confuse.”® Accordingly, in the Department’s view, a
“substantial misrepresentation” may be a true statement, even if
made without the intent to deceive, mislead or confuse; at the
outside, the standard is now a mere “tendency to . . . confuse,”
without regard to the intent of the declarant. The new rules
include no limitations and no safe harbor for good faith error.
The Department may thus punish an institution for petty
declarations, true statements, and incorrect responses to minor
questions, as long as the declaration, statement, or response has
“a tendency to . . . confuse” a member of the public. Critics
assert that the plain meaning of the language employed by
Congtess requires that an institution’s misrepresentations be
substantial for the Department to terminate or suspend Tite IV
eligibility. The Department’s new regulation effectively nullifies
this determination by Congress.

The misrepresentation regulations also conflict with the
HEA in the categories of misrepresentations that the new rules
seek to prohibit. Congress explicitly prohibited substantial
misrepresentations in three specific areas: “the nature of [an
institution’s] educational program, its financial charges, or
the employability of its graduates.”* Yet, despite this express
determination, the new rules expand this language to prohibit
misrepresentations “regarding the eligible institution, including
about the nature of its educational program, its financial
charges, or the employability of its graduates.””” Congress
used clear language in the HEA when it elucidated three
specific types of misrepresentations that it sought to prohibit
they are not mere examples of some larger body of potential
misrepresentations. Through the new rules, opponents of the
Final Regulations say that the Department is appropriating to
itself the power to prohibit statements beyond the “substantial”
ones addressed by Congress in the HEA.*¢

The new misrepresentation rules become all the more
important when one understands that the Department
has added to the classes of persons protected by the HEA’s
substantial misrepresentation provision, as well as those whose
conduct the statute governs. (The HEA is silent on these issues,
other than proscribing the conduct of “an eligible institution.”)
Under the current rules, an institution is prohibited from
making substantial misrepresentations “to a student enrolled
at the institution, to any prospective student, to the family of
an enrolled or prospective student, or to the Secretary.”® The
new regulations expand that list to include “any member of the
public,” as well as to accrediting agencies and State agencies.*
The list of persons governed by the new regulation includes not
only “an eligible institution,” but also “its representatives, or any
ineligible institution, organization, or person with whom the
eligible institution has an agreement to educational programs,
or to provide marketing, advertising, recruiting or admissions
services.”! Accordingly, the new rule prohibits substantial
misrepresentations made to any member of the public by
“ineligible institutions, organizations, or persons” with whom
the eligible institution has a service agreement for marketing,
advertising, recruiting, or admissions efforts.

In a nutshell, the new misrepresentation regulations
authorize the Department to punish an eligible institution
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for any comment uttered to a member of the public by that
institution, its representatives, and certain of its vendors or
obligors, as long as the comment is in regard to the eligible
institution and has a tendency to confuse a member of the
public.’* And the Department may do so, at its option,
without notice and hearing. The HEA does not support this
interpretation of the substantial misrepresentation provisions.

THE INCENTIVE COMPENSATION REGULATIONS

To participate in the federal student loan program, an
eligible institution must enter into a program participation
agreement with the Secretary of Education; those agreements
include statutory conditions with which the institution must
comply. Specifically, section 487(a)(20) of the HEA declares
that, with the exception of certain situations involving
foreign students residing in foreign countries, no institution
may “provide any commission, bonus, or other incentive
payment based directly or indirectly on success in securing
enrollments or financial aid to any persons or entities engaged
in any student recruiting or admission activities or in making
decisions regarding the award of student financial assistance.”>
Accordingly, these “incentive compensation provisions” disallow
only three types of compensation—commissions, bonuses, or
other incentive payments—to persons or entities engaged in
only three kinds of activities—student recruiting, admission
activities, or student financial aid awards—but only when
an institution directly or indirectly seeks to make payments
based on the success of the person or entity in securing student
enrollments or financial aid. Critically, the legislative history
shows that Congress intended that the number of students
recruited or awarded financial aid by schools could not serve
as the sole basis for an institution’s paying salaries based on
merit.”

The current rules provide a series of “safe harbor”
provisions that clarify what conduct the incentive compensation
prohibition proscribes or permits.”> The new incentive
compensation regulations do away with the safe harbor rules
and create a regulatory scheme that hinges upon an expansive
reading of the text of the HEA’ incentive payment provision
and that does not follow the plain meaning of its words or
the legislative history. The Department does this primarily in
two ways. First, the new rules widen the scope of employees
covered by the incentive compensation prohibitions through
the substitution of a “responsibility for” standard for the text’s
“engaged in” language. Second, they enlarge the HEA to regulate
compensation arguably left untouched by Congress.

The new incentive compensation rules interpret section
487(a)(20) to govern not only those persons and entities who
actually “undertake” student recruiting and admissions or
financial aid decisions but also to embrace “any higher level
employee with responsibility for recruitment or admission of
students, or making decisions about awarding title IV, HEA
program funds.”® Despite the statutory language and the
legislative history showing otherwise, the Department declared
in the June 18, 2010, NPRM that its “position is that section
487(a)(20) of the HEA is clear that the incentive compensation
prohibition applies all the way to the top of an institution or
organization.””” The Department concedes a point important
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to its critics: In crafting the statute, Congress was not silent
on the issue of the class of persons that the statute prohibits,
and the language is not ambiguous. It is, in fact, “clear.” This
aspect of the new rules now presents a pure question of statutory
construction for the courts to decide, with no Chevron deference
due the Department’s interpretation.’® By its plain language,
the statute applies to persons “engaged in” recruiting, admitting
students or awarding financial aid. Congress spoke explicitly
to the “precise question at issue” when it expressly used the
word “engaged”—or “to become involved””—and chose not
to employ the words like “officers,” “senior management,”
“responsible” or “responsibility for” in the statute. The
legislative history supports such a reading. Congress was clear
that it wanted to ban commissioned salesmen and the like,
not “higher level employees” or “the top of an institution or
organization” with “responsibility for” recruiting, admissions,
or financial aid awards.®® Noting that the statute is “clear,” the
Department admits that it is not entitled to Chevron deference
on this issue.®'

The new regulations also seek to regulate forms of
compensation that Congress did not prohibit in section
487(a)(20). The Department interprets the phrase “commission,
bonus, or other incentive payment” to include merit-based
salaries and salary adjustments that institutions directly or
indirectly base on success securing student enrollments,
admissions, and financial aid awards. But this interpretation
ignores that Congress did not include the words “salaries,”
“salary adjustments,” “wages,” or “remuneration” in the statute,
and it did not mandate fixed salaries. Congress used the words
“commission, bonus, or other incentive payment,” deliberately
and unambiguously choosing particular words that denote a
related meaning.®* If Congress had wished to spread its net
wider to keep institutions from using success in recruiting,
admissions, and financial aid awards as a component in figuring
merit-based “salaries” and “wages,” it could have easily done
so and specifically referenced them in the text. Congress could
have mandated fixed salaries for those undertaking recruiting,
admissions, and financial aid award functions. It did not. One
can thus presume that Congress meant to exclude this type of
compensation when it did not include them in the statute.® It
has, after all, reauthorized the HEA twice since 1992 and has
not revised this language.** Indeed, the Department believes
that section 487(a)(20)’s prohibitions are “clear.”®

The legislative history supports the view that Congress
directly intended a narrow definition of the kinds of incentive
compensation prohibited by the HEA. The House Conference
Report states that Congress clearly sought to bar commissioned
salesmen and other similarly compensated persons whose
compensation was based only on success in recruiting,
admitting, and awarding students:

The conferees note that substantial program abuse has
occurred in the student aid programs with respect to the
use of commissioned sales representatives. Therefore this
legislation will prohibit their use. The conferees wish to
clarify, however, that use of the term “indirectly” does not
imply that schools cannot base employee salaries on merit.
It does imply that such compensation cannot solely be a
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function of the number of students recruited, admitted,
enrolled, or awarded financial aid.®

Critically, Congress left open the door for merit-based salary
payments and adjustments that could take into account, as one
of many factors, an employee’s success in student recruitment
and admissions or financial aid awards. The House Conference
Report underscores that this is not an issue that Congress failed
to consider. The Department’s reading of the HEA appears
unsupported by the plain meaning of the words “commission,
bonus, or other incentive payment” and the legislative history.
The incentive compensation regulations bar payments that the
HEA arguably permits.”’

THE STATE AUTHORIZATION REGULATIONS

Section 101(a)(2) of the HEA defines “institutions of
higher education” to mean “an educational institution in
any State that . . . . is legally authorized within such State to
provide a program of education beyond secondary education.”®
Hewing closely to this easily understood language, the current
regulations neatly define such institutions as those “in a State”
with the legal authority to provide a postsecondary educational
program “in the State in which the institution is physically
located.”® The present rules underscore the obvious about
the meaning of HEA’s use of the phrases “in any State” and
“within such State”—an “institution is physically located in
a State if it has a campus or other instructional site in that
State.””® Under the current regulatory regime, a “legally
authorized” institution is one that has the “legal status granted
to an institution through a charter, license, or other written
document issued by the appropriate agency or official of the
State in which the institution is physically located.””* In this
vein, the HEA also imposes certain reporting requirements upon
the states that relate to descriptions of licensing requirements
and authorizations, revocations of licenses and authority to
operate, and fraudulent or illegal activity by a licensed or
authorized institution.”? The current rules require a physical
locality requirement and leave to each state to determine how
to authorize an institution seeking to provide postsecondary
education.

The state authorization regulations wholly revise this
regulatory scheme to expand the scope of the HEA. The
Department apparently bases the state authorization regulations
on the language of section 101(a)(2) that an institution “in a
State” maintain “legal authorization” from that state to provide
a postsecondary program, as well as minimal state reporting
requirements in the HEA.”? Based on these statutory provisions,
the new regulations create two main classes of institutions and
several exemptions and give the state specific responsibilities.

The first class of institutions involves those expressly
identified by the state by name in a charter, statute, or other
approval action to operate postsecondary programs; states
cannot simply authorize schools as a class to conduct business
in a state.”* These “named” institutions must comply with
applicable state approval or licensing procedures, and the state
must also approve or license them by name. Exemptions exist
for institutions based on accreditation activity or for twenty
years of operation.” The second class of institutions is composed
of those entities that a state does not establish by name as an
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educational institution in a State; instead, these institutions
are established by the state on the basis of an authorization
to conduct business or to operate as a nonprofit charitable
organization in the state.”® Thus, for the great majority of
institutions (most of which are not established by name in a
charter and the like), a state must have an approval or licensing
procedure in place, as the institution must comply with that
process and obtain authorization by name. States must possess “a
process to review and appropriately act on complaints including
enforcing state laws.” States may not exempt these institutions
from state approval or licensure based on accreditation, years
in operation, or similar exemption. States cannot defer to other
agencies or entities to ensure compliance with state laws.””

The new rules give the states a detailed approval and
licensing framework that does not exist in the HEA. Although
the Department states that the final rules do not require
the creation of an actual licensing entity and that they may
rely on existing state agencies, most states will have to revise
substantially (or create from whole cloth) their procedures and
approval systems to comply with these federal directives.”® As
a consequence, those that do not license institutions by name
must now name each school; states that do not maintain
procedures for handling complaints must now develop them;
those without enforcement mechanisms must now create them;
jurisdictions that do not maintain licensing and enforcement
bureaucracies must now build and pay for them.” This effort
to compel a specific authorization and enforcement scheme
is without foundation in the HEA’s provisions governing
state responsibilities, which form little more than reporting
requirements and do not reference minimum licensing
requirements and procedures, much less state enforcement
efforts.® If Congress had intended for the Department to
commandeer these state functions, it could have expressly
chosen so in the HEA.*!

SUMMARY

Rulemaking is often difficult, requiring close attention
to the language of statutes that are sometimes poorly drafted
with little or no legislative history; however, this is not the case
with the substantial misrepresentation, incentive compensation
payment, and state authorization provisions of the HEA. The
Final Regulations remain vulnerable due to an expansive reading
of the HEA by the Executive Branch. Critics assert that the
promising discussion in the spring of 2009 on ways to develop
rules to guide institutions through the requirements of the
HEA has changed into a debate in which both reluctant foes
and erstwhile allies of the Administration have found common
cause to oppose many of the more controversial elements of
the Final Regulations. The Department’s recent attempt to use
informal guidance to clarify language that contradicts the HEA
only underscores their defective nature. A strong case exists
that the Department should rescind the regulations and that
it should begin the rulemaking anew.
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and policies. The establishment of the Department of Education shall not
increase the authority of the Federal Government over education or diminish
the responsibility for education which is reserved to the States and the local
school systems and other instrumentalities of the States.”).
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